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Manage your exposure in an uncertain real estate market
June 12, 2008 - Financial Digest

Given the uncertainty of the real estate market, now might be a good time for business owners and
developers with real estate mortgages to double check their mortgage covenants to see what
obligations they might face should property values deteriorate. In a strong market, provisions in loan
documents that address fluctuating real estate values may garner less attention. As property
owners found out in the early 1990s, in a down market, those same provisions can cause expensive
headaches.

In a real estate-based commercial loan, the "loan-to-value" ratio is a key financial covenant for the
lender. Many lenders require this covenant in commercial real estate-based loans. The lender
usually requires a ratio of less than one-to-one in most conventional commercial real estate loans.
The two variables in this equation are the fair market value of the property and the principal balance
of the loan. The covenant is usually expressed as a percentage - the principal balance of the loan
divided by the fair market value of the property (e.g. 75% loan-to-value). Unfortunately, the only
component of the equation that the borrower/property owner can control is the principal balance of
the loan. If the ratio becomes higher than that permitted in the covenant, the borrower may be
required to reduce the principal balance of the loan through an unscheduled pre-payment of
principal (one cautionary note: if the loan documents contain a pre-payment penalty for partial
prepayments of principal, a non-voluntary prepayment of principal to comply with a loan covenant
should be specifically excluded from the penalty).

The equity cushion, the amount by which the property's fair market value exceeds the principal
balance of the loan, is the lender's safety net should it have to resort to foreclosure to recoup sums
due on a defaulted loan. Given the importance of the equity cushion, lenders want to guard against
its erosion, or at least become aware of the problem as soon as possible. Even if the loan
relationship is otherwise fine (no payment defaults), the lender may periodically want an update of
the property's fair market value to determine if market conditions are adversely affecting its loan to
value ratio. There are several approaches that borrowers should consider when negotiating
appraisal covenants in the loan documents to avoid frequent and expensive appraisals.

A lender's standard language in such covenants often give the lender the right to order an appraisal
as often as the lender deems it necessary or appropriate, and at the borrower's sole cost and
expense. This exposes the borrower to a potentially large expense beyond his control. A borrower
should always try to limit the lender's discretion regarding appraisals, e.g., by limiting the lender's
ability to order an appraisal to periods when an event of default has actually occurred and is
continuing, or by asking the lender to limit the number of times it may request an appraisal, absent a
default, to not more than once every two years. The borrower should also seek some form of cost
sharing of the appraisal expense (e.g. the lender pays for half the cost if it requires an appraisal
more than once in a two year period), and to use an appraiser mutually agreeable to the borrower



and lender.

A property's fair market value is the essential piece of information the lender needs to determine
compliance with the loan-to-value loan covenant. Even if everything else in the loan relationship is
going fine, the lender will need the ability, set forth in the loan documents, to obtain an appraisal at
some point to verify compliance with that covenant. Through the negotiation of the loan covenants,
the lender and the borrower should arrive at a reasonable solution where the lender has the ability
to get such information when necessary, while imposing on the borrower a manageable expense.
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