
ln the past two years, persistent inflation and the
attendant instability in the capital market are once
again focusing attention on the wraparound mort-
gage. A financially attractive alternative Ior both the
lender and the borrower during high interest and
tight credit periods, the wraparound is also an
extremely versatile financing device. lt can be readily
tailored to salisfy many different mortgage lending
objectives. However, it has some serious limitationi
that must be assessed in order to minimize the risks
associated with its use.

Classilying Wraparound Mortgages
The wraparound mortgage is technically a subordi-
nate mort8a8e which, as the name suggests, wraps
around an already existing senior mortgage. The loan
amounl is equal to the unamortized portion of the
first mortgage and any additional funds that may be
advanced by the wraparound lender. The wrap-
around mortgagee takes over servicing the senior
mortgage from debt service payments received on
the wraparound. Although the basic characteristics
of wraparound mortgages are lamiliar, their specific
structure can vary significantly.

Perhaps the best way to categorizel the various types
of wraparound mortgages currently used is by ihe
differences in their three basic components - term,

Leonard V. Zumpano, PhD,is a membet ol the Economict, finance
and Letal Studies Department at the lJniversity ol Alabafia_ Hit
rerearch intere(s are in the areas o/ real eslate,{inance and urban
economics.

tdward R. Manslield, PhD, is an associate prcfetsor ol stetistics al
the Untvehity ol Alabama, tpecielizing in the appli.auon ol ttetis-
tical methodr to linance and economtc problems.

londthen l- Daviet, PhD, it associete profe1tot ol acaounting in the
School ol Accountancy at the Univertity ol Alabama. He atso holds
a CPA and lD and is a research scholar lor Peat, Marwick and
Mitchell.

A CTOSER IOOK
AT WRAPAROUND
FINANCING
by Leonard V. Zumpano,
Edward R. Mansfield,
and ,onathan l. Davies

amount, and amortization schedule. The maturity of
the wraparound can be shorter than, coincident with
or in excess of the term of the underlying senior
mortgate. The wraparound mortgage can provide
additional financing or be used to reduce the debt
service and/or extend the term of a prior debt
obligation (i.e., a no additional Iunds, extended term
wraparound). Amortization on the wraparound
mortgage may be complete or partial and may or may
not occur concurrently with the underlying debt.
Alternatively, the outstanding balance of the wrap-
around may increase as the senior debt obligation is
amortized. The latter happens when debt service on
the wraparound does not cover debt service on the
prior mortgage, necessitating periodic ouGof-pocket
cash advances by the wraparound mortgagee.

Delermining the Yield
The unique character of the wraparound mortgage
also accounts for the unique nature of its yield.
Because the wraparound lender services the lirst
mortgage out of payments received from debt
service on the wraparound, income for the wrap-
around mortgagee is equal to the interest payment
differential on lhe two loans. The effective yield on
the wrap is, there{ore, equal to net interest divided
by the lender's investment, which is equal to the
differences between lhe wraparound loan balance
and the unamorlized portion of the senior mortgage.
However, the first mortgage amortizes at a different
and usually faster rate than the wraparound. There-
fore the effective yield changes with each debt
service payment, since an increasing portion of the
income earned on the wraparound is paid to the
senior mortgagee as amortization.2 lnstead of being
retained, this amortization payment is added to the
loan balance owed on the wraparound.

Deferred interest is best thought of as a series of

For several years conditions have been developing
that foster reinvestment in older, declining proper-
ties and neighborhoods, both residential and com-
mercial. Businesses and individuals are facing higher
land and construction costs. Concern is growing over
higher transportalion costs to commuters because of
rapidly escalating gasoline prices.

Recent government policies and actions have also
contributed to the new oullook in revitalization and
rehabilitation of older propenies in central urban
areas. ln addition to the housing and residential
neighborhood reinvestment proSrams contained in
the 1974 and 1977 Housing Acts, new tax laws were
enacted in 1978.

ln Iact, the most significant tax incentive for real
estate investors in many years may be a special provi-
sion written into the Revenue Act of 1978. For the
{irst time a direct investment lax credit is available for
rehabilitating qualified commercial properties. The
fnergy Tax Act of 1978 also contained provisions
which should further encourage reinvestment in
older properties. Prior to the acts, a property owner's
benef it was limited to the depreciation or amortiza-
tion of these expenditures.

These 1978 laws continue the swing in national real
eslate policy (i{ such a thing exists) toward encourag-
ing the revitalization of urban areas. This shilt was
shown in the 1974 Housing Act created by the Na-
tional Commission on Neighborhoods and partic-
ularly by the Housing and Community Developmenl

lames P. Caines, PhD, is associete prolessor o/ real estate al the
Univertity of South Carolinawhere he teachet tealeslate appraisal
and investment analysis. He has published articles in rnany leedint
real ettate and linance journels.

Edward l. Schnee, CPA, it essociate prcletsor ol accounting at the
Unive6ity ol South Carclina. His eflicles have appeared in numer-
ous tex and eccountint journals.

NEW TAX
INCENTIVES FOR
REHABILITATED
REAL ESTATE
INVESTMENT
by lames P. Gaines
and Edward l. Schnee

Act of 1977, including Title Vlll known as the Com-
munity Reinvestment Act. lndeed, the National
Commission on Neighborhoods has recently con-
cluded an extensive study on declining neighbor-
hoods and has strongly recommended that govern-
ment policy should encourage the repair of older
neighborhoods rather than new construction.

Prior to the 1978 tax legislation, revitalization was fo-
cused on residential rehabilitation. The principal
tools for encouraging residential reinvestment were
direct community block grants and special low in-
terest rate rehab loans. The 1969 Tax Reform Act pro-
vided the Iirst tax incentive by allowing rapid depre-
ciation write-offs of rehabilitation expenses over Iive
years rather than actual expected life. However, the
1959 tax laws applied only to rehabilitation expenses
connected to low- and moderate-income housing.
The 1%9 TRA did nothing to encorage reinvestment
in older, nonresidential real estate.

The most significant provisions of the Revenue Act of
1978 and the Energy Tax Acl of 1978 for nonresidential
real estate investors are the new investment tax credit
allowance and the new alternate minimum tax. For
residential rehabilitated properties, the new laws ex-
tend the accelerated depreciation provisions of the
1969 and 1975 Tax Reform Acts plus allowing a tax
credit for energy conservation expendilures.

lnyeslmenl Tar Credits
Revenue Act of 1978. This Acl makes an investment
tax credil of up to ten percent available for rehabili-
tation expenditures on qualified buildings.l To be a
qualified building a structure must be rehabilitated
after having been placed in service, and the rehabili-
tation process must leave at least seventy-five per-
cent ol the exlernal walls in place as external walls.2
ln addition, the building must have been in existence
{or at least twenty years since construction or last re-
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ment in the interest rate, thereby eliminating the
possibility of a levered return for the wraparound
mortgagee. tor the same reason, if the recently
authorized roll over or rene8otiated rate mortgage
gains wide acceptance,l2 the future applicability of
wraparound financing will be severely restricted.

'Research was in parr funded by the Commerce Resear.h Crants
Commiltee of the Unaversily of Alabama
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"advances" or additional "loans" made to the wrap-
around mortgagor to meet the senior mortSaSe
obligation. Consequently, since these loans ad-
vanced by the wraparound lender will increase over
the term of the underlying debt, the effective yield
on the wraparound falls as the lender's net invest-
ment increases and the leverage factor diminishes.

Many different mathematical formulations, yield
tables, computer programs, and even hand calcula-
tors can be used to calculate the effective overall
yield on wraparound mortgages.r However, none of
these methods is completely satislactory for com-
paring or ranking the yields on wraparound mort-
gages with the return on other more traditional
investments.

Wraparound yield formulations that incorporate the
effects of changes in net interest and net inestment
occurring over lhe term of the wraparound fail to
account adequately for the time value of money.
Since part of the interest earned each period is not
retained, the wraparound Iender does not have
immediate use ol these funds for reinvestment as

with most other types of loans. Alternative proce-
dures that estimate the realized yield on wraparound
mortgages can be used to overcome the above
problem, but here also, the usefulness of these dis-
counted cash flow lechniques depends upon the
validity o{ the reinvestment assumptions underlyinB
their construction.

Ultimately the choice of an appropriate yield index
should reflect the type of alternative investments
available to the lender whether or not the investor is

subject to an effective capital rationing constraint.
Regardless of how the yield on a wraparound mort-
gage is calculated, the following factors will have an
impact on the aclual return:

o The smaller the initial or net investment of the
lender in relation to the wraparound loan balance,
the Sreater the leverage and the higher the yield.

o For the same reason, the greater the interest rate
spread between the wraparound and the under-
lying debt obligation, then the greater the overall
yield.

. The shorter the maturity differential between the
wraparound and senior mortgage, then the Sreater
the yield. This occurs because the shorter term
wraparound will generate a larger cash flow and
minimize the exposed or unlevered portion of the
wraparound's term. Therefore, for a given initial
inestment and interest rate spread, the yield on a

coincident term wraparound will always be appre-
ciably greater than for an extended term wrap-
around. However, once the term of the wrap-
around exceeds lhe maturity of the underlying
debt, additional term extension will result in only
nominal reductions in overall yield since the wrap-
around is no longer levered. lSee Figure for illus-
trations of alternative yield calculations.)

I]GURT

Rales of Return Ior Wraparound Mortgage when
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. Pl is rhe original principal lor first loan and P2 is rhe oritinal principal for wraparor.rnd loan, i.e., unpaid balance on first loan plus
amount advanced,

I Numbers are the ralio of P2 lo unpaid balance on Loan 'l which reflects lhe relalive funds advanced by the wraparound lender.

" Time remaininS on first loan al start of 15-year wraparound.

Note: Calculations for mean rate are based upon monthly changes in lender's net interest income and net inveltment over the term
of the wraparound morttagej calculalions lor internal rate incorporate the lender's initial net investment and monthly pre-tax
cash flow over the term of the wraparound morttage.
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Using Wraparound Mo gages

Acquiring Additional funds. Possibly the most fre-
quent and well known reason for negotiating a wrap-
around mortgage is to obtain additional funds when
refinancing would not be financially advisable be-
cause ol high prepayment penahies or a very low
interest rate on existin8 indebtedness. With a wrap-
around mortgage, the borrower can procure addi-
tional financing without having to extinguish the
prior mort8age and at an interesl rale that is lower
than prevailing rates on new first mort8aBes. tor the
same reason, a wraparound is also more attraclive
than more traditional and higher cost iunior mort-
gage financing.

The obvious appeal of the wraparound mortgage for
the lender, and the reason the lender can afford to
offer what are e{{ectively below markel interest rates
on the loan, is the financial leverage provided by the
unamortized senior mortgage debt. The wraparound
mortgagee is earning interest on the full amount of
the wraparound loan, but only advancing the differ-
ence between the wraparound mortgage and the
outstanding balance on the senior mortgage. ln
return for "servicing" the smaller, lower cost Iirst
mortgaBe, the wraparound lender can effectively
lever his own return to a level well above the nomi-
nal contract rate applicable lo the wraparound mort-
gage. ln periods of tight money, this is especially
advantageous since wraparound financing makes a

little money go a long way and at acceptable yields.

lncreasing lhe lncome of the Eorrower. A wrap-
around mortgage also can be used to enhance the
income producing potential of a seasoned property
by restructuring its debt service. By "refinancing" the
existing loan balance of a partially amortized senior
mortgage over an extended term (a no-additional
Iunds, extended-term wraparound),. the borrower
can reduce his debt service and increase the cash
flow of the property. Net or after-tax cash flow will
also increase, even with lower debt service paymenls,
because lhe new loan will have a reduced amortiza-
tion schedule, thereby providing larger tax deduc-
tions for mortgage interest.

However, in exchange for smaller debt service pay-
ments and greater tax savings, the wraparound
mortgagor will lace a larger future loan balance.
Eecause debt service on the wraparound will be less
than debt service on the senior obligation, the wrap-
around lender will be required to make periodic cash
advances over the term of the underlying mortgage.
The principal incentive for the wraparound mort-
gagee, in this situation, is the equity build up that
results lrom the compounding of deferred interest
and the out-of-pocket advances.

Procuring Blanket Financing. When acquiring or
refinancing multiple properties subject lo existinB
morlSages, a wraparound blanket mortSage can
prove more advantageous than negotiating indi-

vidual mortgaSes for each parcel or even a blanket
first mortgaSe. lf some ol the properties have large
equities and low interest rate mortgages, the bor-
rower may be able to negotiate a favorable interest
rate on lhe entire packaSe of properties because of
the leverage provided the lender by the underlying
mortgage loans.

Facilitating lnstallment Sales lax lreatment. A wrap-
around mortgage can be used to achieve installment
sales tax treatment which otherwise might not be
possible. Section 453 of the lnternal Revenue Code
allows a seller to defer capital gains from the sale o{
property unlil the proceeds are received so long as
payments in the year of sale do not exceed thirty
percent of the sales price.5

The problem often encountered in obtaining such
beneficial tax treatment for real estate sales is that the
regulations define payments to include the excess of
an assumed or subject to mortgage (paid by pur-
chaser) over the seller's adjusted basis in the prop-
erty. Thus, if property with a low adjusted basis and
large mortgaSe is sold using a traditional purchase
money mortgage, the excess of the existing mortgage
over basis may be greater than thirty percent of the
sales price, thereby precluding installment sales
treatment.

The use of a wraparound mortSage, however, may
allow the seller to circumvent the lirst-year payment
test. Since the parties to lhe wraparound do not
intend for an assumption to occur, nor is it intended
that the buyer take on any direct liability for the
existing mortgage, the excess of the senior mortgage
balance will not be considered a payment and
installment sales accounting is preserved.

Although as yet there has not been a concerted
attempt to preclude the use of wraparound financing
as a means of achieving installmenl sales treatment,
caution is warranted. lf the wraparound lender's
payments to the senior mortgage holder are de-
pendenl upon receipt of funds from the borrower, or
if the wraparound mortgagor has the right to make
payments directly to the senior mortgage holder, the
more likely a constructive assumption will be
deemed to exist and installment sales treatment will
be disallowed.

Rhk and Limitalion Pitlalls
Although the wraparound mortga8e as a subordinate
lien shares some risks common to all junior mort-
gages which should not be ignored, its unique
characler also creates additional problems not usu-
ally encountered with more traditional financing
arrangements. Some of the risks or difficulties asso-
ciated with wraparound Iinancing are interrelated,
the type and degree varying because o{ differences
in institutional, regulatory and tax factors.

Defauh Risk. As indicated earlier, the portion of the

income earned on the wraparound that is paid as
amortization on the senior mortgage is added to the
amount owed on the wraparound morlgage. Conse-
quently, the wraparound lender's net investment
increases over the term of the underlying loan and is
only recovered at a later date when the wraparound
mortgage either amortizes or is refinanced. This not
only presents some cash manaSement problems
(income earned but not received) but, in the event of
default, the funds "advanced" may never be recap-
tured il the property's value falls or does not keep
pace with the growlh in the lender's net investment.
The risk is even greater if debt service on the wrap-
around does not cover debt service on the under-
lying mortgage. ln this case, the wraparound lender
will have to make actualcash advances to cover loan
payments on the first mortgage and both the out-
standing balance on lhe wraparound mortgage as
well as the lender's net investment increase over the
term of the senior mortgage.

Negatrve Cash flow. Even if debt service on the
wraparound mortgage exceeds debt service on the
senior mortgage, the lender's cash flow may be
negative if the income earned on the wraparound is
taxable. This will occur if tax on net interest earned
exceeds the pretax cash flow to the wraparound
mortgagee (equal to the di{ference in the two loan
payments). Although the principal wraparound
lenders are either lax exempt institutions or lenders
who can elfectively minimize taxable income, ambi-
guity regarding both the actual nature of the wrap-
around mortgage and the tax to which it may be
subjecl can create what is, in effect, a reverse tax
shelter - an asset that generates a negative cash flow
and positive tax liability.

ll a tax-exempl wraparound lender, such as a pension
fund, assumes or is contractually obligated to make
debt service payments on an underlying senior
mortgage, the income earned on the wraparound
can be construed to be debt financed and, therefore,
according to the tax codes6 is taxable under the
corporate income tax. However, an lR5 ruling appli-
cable only to REITs seems to refute this interpreta-
tion.

Revenue Ruling 75-997 states that payments made by
a wraparound lender on the senior mortBage (from
debt service payments received from the wrap-
around mortgagor) are made on behalf ol the
borrower. Therefore, the REIT is merely serving as a
conduit lor the collection and disbursement of funds
to the senior mortgage holder. ll this is lhe case, then
by implication the wraparound mortgagee is not
really obligated to pay interest on the underlying
debt and the wraparound loan is not debt financed.
lnstead, it would appear that it is the wraparound
mortgagor who is liable for the underlying debt
obligation.s Moreover, and for the same reasons,
payments made by the wraparound lender to amor-
tize the senior mortgage should not constitute

income. At the present time, although the tax status
of the wraparound mortgage is still unclear, a

number of pension funds are actively engaged in
wraparound lending.r

Lien Priority. By construction, the wraparound morl-
gagee makes periodic "advances" to the wraparound
borrower with each debt service payment on the
senior mortgage. As a result, the net loan balance on
the wraparound will increase over the term of the
underlying debt. lf, in between these periodic ad-
vances by the wraparound lender, a new lien is
placed on the property, a question arises as to which
lien has priority in the event of foreclosure. Unfortu-
nately, there is no simple answer, since priority
among liens is a function of several factors including
prevailing state laws, the types of liens involved, and
the specific provisions in the wraparound mortgage.

Because the lender has some control ol the provi-
sions of the wraparound mortgage, the latter consid-
eration deserves additional comment. Given the
results of previous litigation, the best protection for
wraparound lien priority is to make debt service
payments to the senior mortgage holder obligatory.l0
However, such a provision may engender adverse tax
consequences lor some tax-exempt lenders if as a

result the IRS deems the income from the wrap-
around to be debt financed and taxable. A preferred
alternative, therefore, might be to make debt service
payments on the senior mortgage mandatory only so
long as the wraparound mortgagor continues to
make timely payments on the wraparound loan.

Re{inancing and Prepayment. ln order to protect his
investment and insure a satisfactory return on the
loan, the wraparound lender must be able to limit
the borrower's right to re{inance and prepay the
underlying mortgaBe debt.11

Since the wraparound mortgage is a subordinate lien,
any increase in the loan balance on the senior
mortgage will reduce the equity available to support
the wraparound lender's investment. Equally impor-
tant, any changes in the terms of the underlying debt
obligation such as an increase in the interest rate or
higher monthly payments will reduce the yield on
the wrap.

Prepayment presents similar problems. Since the
yield on the wraparound loan is predicated on the
leverage provided by the underlying mortgage, early
prepayment will result in a substantial reduction in
the return to the wraparound mortgagee.

A related issue is the due-on-sale clause, now
commonly found in most first mortBages. Since this
clause permits a mortgage lender to call in the loan in
the event of any assignment of title, this provision
can effectively defeat the benelits of wraparound
Iinancing. Even if the first mortgage holder does not
accelerate the mortgage note on assiBnment of title,
the price of waiver will usually be an upward adjust-
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Using Wraparound Mo gages

Acquiring Additional funds. Possibly the most fre-
quent and well known reason for negotiating a wrap-
around mortgage is to obtain additional funds when
refinancing would not be financially advisable be-
cause ol high prepayment penahies or a very low
interest rate on existin8 indebtedness. With a wrap-
around mortgage, the borrower can procure addi-
tional financing without having to extinguish the
prior mort8age and at an interesl rale that is lower
than prevailing rates on new first mort8aBes. tor the
same reason, a wraparound is also more attraclive
than more traditional and higher cost iunior mort-
gage financing.

The obvious appeal of the wraparound mortgage for
the lender, and the reason the lender can afford to
offer what are e{{ectively below markel interest rates
on the loan, is the financial leverage provided by the
unamortized senior mortgage debt. The wraparound
mortgagee is earning interest on the full amount of
the wraparound loan, but only advancing the differ-
ence between the wraparound mortgage and the
outstanding balance on the senior mortgage. ln
return for "servicing" the smaller, lower cost Iirst
mortgaBe, the wraparound lender can effectively
lever his own return to a level well above the nomi-
nal contract rate applicable lo the wraparound mort-
gage. ln periods of tight money, this is especially
advantageous since wraparound financing makes a

little money go a long way and at acceptable yields.

lncreasing lhe lncome of the Eorrower. A wrap-
around mortgage also can be used to enhance the
income producing potential of a seasoned property
by restructuring its debt service. By "refinancing" the
existing loan balance of a partially amortized senior
mortgage over an extended term (a no-additional
Iunds, extended-term wraparound),. the borrower
can reduce his debt service and increase the cash
flow of the property. Net or after-tax cash flow will
also increase, even with lower debt service paymenls,
because lhe new loan will have a reduced amortiza-
tion schedule, thereby providing larger tax deduc-
tions for mortgage interest.

However, in exchange for smaller debt service pay-
ments and greater tax savings, the wraparound
mortgagor will lace a larger future loan balance.
Eecause debt service on the wraparound will be less
than debt service on the senior obligation, the wrap-
around lender will be required to make periodic cash
advances over the term of the underlying mortgage.
The principal incentive for the wraparound mort-
gagee, in this situation, is the equity build up that
results lrom the compounding of deferred interest
and the out-of-pocket advances.

Procuring Blanket Financing. When acquiring or
refinancing multiple properties subject lo existinB
morlSages, a wraparound blanket mortSage can
prove more advantageous than negotiating indi-

vidual mortgaSes for each parcel or even a blanket
first mortgaSe. lf some ol the properties have large
equities and low interest rate mortgages, the bor-
rower may be able to negotiate a favorable interest
rate on lhe entire packaSe of properties because of
the leverage provided the lender by the underlying
mortgage loans.

Facilitating lnstallment Sales lax lreatment. A wrap-
around mortgage can be used to achieve installment
sales tax treatment which otherwise might not be
possible. Section 453 of the lnternal Revenue Code
allows a seller to defer capital gains from the sale o{
property unlil the proceeds are received so long as
payments in the year of sale do not exceed thirty
percent of the sales price.5

The problem often encountered in obtaining such
beneficial tax treatment for real estate sales is that the
regulations define payments to include the excess of
an assumed or subject to mortgage (paid by pur-
chaser) over the seller's adjusted basis in the prop-
erty. Thus, if property with a low adjusted basis and
large mortgaSe is sold using a traditional purchase
money mortgage, the excess of the existing mortgage
over basis may be greater than thirty percent of the
sales price, thereby precluding installment sales
treatment.

The use of a wraparound mortSage, however, may
allow the seller to circumvent the lirst-year payment
test. Since the parties to lhe wraparound do not
intend for an assumption to occur, nor is it intended
that the buyer take on any direct liability for the
existing mortgage, the excess of the senior mortgage
balance will not be considered a payment and
installment sales accounting is preserved.

Although as yet there has not been a concerted
attempt to preclude the use of wraparound financing
as a means of achieving installmenl sales treatment,
caution is warranted. lf the wraparound lender's
payments to the senior mortgage holder are de-
pendenl upon receipt of funds from the borrower, or
if the wraparound mortgagor has the right to make
payments directly to the senior mortgage holder, the
more likely a constructive assumption will be
deemed to exist and installment sales treatment will
be disallowed.

Rhk and Limitalion Pitlalls
Although the wraparound mortga8e as a subordinate
lien shares some risks common to all junior mort-
gages which should not be ignored, its unique
characler also creates additional problems not usu-
ally encountered with more traditional financing
arrangements. Some of the risks or difficulties asso-
ciated with wraparound Iinancing are interrelated,
the type and degree varying because o{ differences
in institutional, regulatory and tax factors.

Defauh Risk. As indicated earlier, the portion of the

income earned on the wraparound that is paid as
amortization on the senior mortgage is added to the
amount owed on the wraparound morlgage. Conse-
quently, the wraparound lender's net investment
increases over the term of the underlying loan and is
only recovered at a later date when the wraparound
mortgage either amortizes or is refinanced. This not
only presents some cash manaSement problems
(income earned but not received) but, in the event of
default, the funds "advanced" may never be recap-
tured il the property's value falls or does not keep
pace with the growlh in the lender's net investment.
The risk is even greater if debt service on the wrap-
around does not cover debt service on the under-
lying mortgage. ln this case, the wraparound lender
will have to make actualcash advances to cover loan
payments on the first mortgage and both the out-
standing balance on lhe wraparound mortgage as
well as the lender's net investment increase over the
term of the senior mortgage.

Negatrve Cash flow. Even if debt service on the
wraparound mortgage exceeds debt service on the
senior mortgage, the lender's cash flow may be
negative if the income earned on the wraparound is
taxable. This will occur if tax on net interest earned
exceeds the pretax cash flow to the wraparound
mortgagee (equal to the di{ference in the two loan
payments). Although the principal wraparound
lenders are either lax exempt institutions or lenders
who can elfectively minimize taxable income, ambi-
guity regarding both the actual nature of the wrap-
around mortgage and the tax to which it may be
subjecl can create what is, in effect, a reverse tax
shelter - an asset that generates a negative cash flow
and positive tax liability.

ll a tax-exempl wraparound lender, such as a pension
fund, assumes or is contractually obligated to make
debt service payments on an underlying senior
mortgage, the income earned on the wraparound
can be construed to be debt financed and, therefore,
according to the tax codes6 is taxable under the
corporate income tax. However, an lR5 ruling appli-
cable only to REITs seems to refute this interpreta-
tion.

Revenue Ruling 75-997 states that payments made by
a wraparound lender on the senior mortBage (from
debt service payments received from the wrap-
around mortgagor) are made on behalf ol the
borrower. Therefore, the REIT is merely serving as a
conduit lor the collection and disbursement of funds
to the senior mortgage holder. ll this is lhe case, then
by implication the wraparound mortgagee is not
really obligated to pay interest on the underlying
debt and the wraparound loan is not debt financed.
lnstead, it would appear that it is the wraparound
mortgagor who is liable for the underlying debt
obligation.s Moreover, and for the same reasons,
payments made by the wraparound lender to amor-
tize the senior mortgage should not constitute

income. At the present time, although the tax status
of the wraparound mortgage is still unclear, a

number of pension funds are actively engaged in
wraparound lending.r

Lien Priority. By construction, the wraparound morl-
gagee makes periodic "advances" to the wraparound
borrower with each debt service payment on the
senior mortgage. As a result, the net loan balance on
the wraparound will increase over the term of the
underlying debt. lf, in between these periodic ad-
vances by the wraparound lender, a new lien is
placed on the property, a question arises as to which
lien has priority in the event of foreclosure. Unfortu-
nately, there is no simple answer, since priority
among liens is a function of several factors including
prevailing state laws, the types of liens involved, and
the specific provisions in the wraparound mortgage.

Because the lender has some control ol the provi-
sions of the wraparound mortgage, the latter consid-
eration deserves additional comment. Given the
results of previous litigation, the best protection for
wraparound lien priority is to make debt service
payments to the senior mortgage holder obligatory.l0
However, such a provision may engender adverse tax
consequences lor some tax-exempt lenders if as a

result the IRS deems the income from the wrap-
around to be debt financed and taxable. A preferred
alternative, therefore, might be to make debt service
payments on the senior mortgage mandatory only so
long as the wraparound mortgagor continues to
make timely payments on the wraparound loan.

Re{inancing and Prepayment. ln order to protect his
investment and insure a satisfactory return on the
loan, the wraparound lender must be able to limit
the borrower's right to re{inance and prepay the
underlying mortgaBe debt.11

Since the wraparound mortgage is a subordinate lien,
any increase in the loan balance on the senior
mortgage will reduce the equity available to support
the wraparound lender's investment. Equally impor-
tant, any changes in the terms of the underlying debt
obligation such as an increase in the interest rate or
higher monthly payments will reduce the yield on
the wrap.

Prepayment presents similar problems. Since the
yield on the wraparound loan is predicated on the
leverage provided by the underlying mortgage, early
prepayment will result in a substantial reduction in
the return to the wraparound mortgagee.

A related issue is the due-on-sale clause, now
commonly found in most first mortBages. Since this
clause permits a mortgage lender to call in the loan in
the event of any assignment of title, this provision
can effectively defeat the benelits of wraparound
Iinancing. Even if the first mortgage holder does not
accelerate the mortgage note on assiBnment of title,
the price of waiver will usually be an upward adjust-
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ment in the interest rate, thereby eliminating the
possibility of a levered return for the wraparound
mortgagee. tor the same reason, if the recently
authorized roll over or rene8otiated rate mortgage
gains wide acceptance,l2 the future applicability of
wraparound financing will be severely restricted.

'Research was in parr funded by the Commerce Resear.h Crants
Commiltee of the Unaversily of Alabama
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"advances" or additional "loans" made to the wrap-
around mortgagor to meet the senior mortSaSe
obligation. Consequently, since these loans ad-
vanced by the wraparound lender will increase over
the term of the underlying debt, the effective yield
on the wraparound falls as the lender's net invest-
ment increases and the leverage factor diminishes.

Many different mathematical formulations, yield
tables, computer programs, and even hand calcula-
tors can be used to calculate the effective overall
yield on wraparound mortgages.r However, none of
these methods is completely satislactory for com-
paring or ranking the yields on wraparound mort-
gages with the return on other more traditional
investments.

Wraparound yield formulations that incorporate the
effects of changes in net interest and net inestment
occurring over lhe term of the wraparound fail to
account adequately for the time value of money.
Since part of the interest earned each period is not
retained, the wraparound Iender does not have
immediate use ol these funds for reinvestment as

with most other types of loans. Alternative proce-
dures that estimate the realized yield on wraparound
mortgages can be used to overcome the above
problem, but here also, the usefulness of these dis-
counted cash flow lechniques depends upon the
validity o{ the reinvestment assumptions underlyinB
their construction.

Ultimately the choice of an appropriate yield index
should reflect the type of alternative investments
available to the lender whether or not the investor is

subject to an effective capital rationing constraint.
Regardless of how the yield on a wraparound mort-
gage is calculated, the following factors will have an
impact on the aclual return:

o The smaller the initial or net investment of the
lender in relation to the wraparound loan balance,
the Sreater the leverage and the higher the yield.

o For the same reason, the greater the interest rate
spread between the wraparound and the under-
lying debt obligation, then the greater the overall
yield.

. The shorter the maturity differential between the
wraparound and senior mortgage, then the Sreater
the yield. This occurs because the shorter term
wraparound will generate a larger cash flow and
minimize the exposed or unlevered portion of the
wraparound's term. Therefore, for a given initial
inestment and interest rate spread, the yield on a

coincident term wraparound will always be appre-
ciably greater than for an extended term wrap-
around. However, once the term of the wrap-
around exceeds lhe maturity of the underlying
debt, additional term extension will result in only
nominal reductions in overall yield since the wrap-
around is no longer levered. lSee Figure for illus-
trations of alternative yield calculations.)

I]GURT

Rales of Return Ior Wraparound Mortgage when
First Loan is 20 years at 10 percent
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. Pl is rhe original principal lor first loan and P2 is rhe oritinal principal for wraparor.rnd loan, i.e., unpaid balance on first loan plus
amount advanced,

I Numbers are the ralio of P2 lo unpaid balance on Loan 'l which reflects lhe relalive funds advanced by the wraparound lender.

" Time remaininS on first loan al start of 15-year wraparound.

Note: Calculations for mean rate are based upon monthly changes in lender's net interest income and net inveltment over the term
of the wraparound morttagej calculalions lor internal rate incorporate the lender's initial net investment and monthly pre-tax
cash flow over the term of the wraparound morttage.
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