
yield maintenance formula versus the cost to
execute a defeasance; and
The procedural steps necessary to complete a

defeasance.

OVERVIEW
In the commercial mortgage market the prepay-
ment fees are structured in a fashion whereby the
lender receives nearly all of the benefits that are
available as a result of declining interest rates. The
borrower, however, may still be willing to prepay in
order to take advantage of a market opportunity
that will, or is perceived to, provide a benefit in
excess of the prepalrnent fee. For example: sell the
underlying property, a cash-out refinance, or a

simply rollover refinance at a moment lvhen rates
are perceived to be at an unusually low point.'?ln
each of these cases, the prepayment fee becomes
one of many transaction cost/benefit factors to
consider. For purposes of this article, the benefit of
a refinancing is assumed positive and, therefore,
the analysis focuses on a comparison between the
commonly used prepayment methods.

The earliest version of a prepayment fee is the
declining balance formula. This formula is struc-
tured as a fixed percentage of the outstanding loan
amount. For example, 5 percent in loan years one
and two, 4 percent in loan years three and four, and
so on until 1 percent in loan years nine and 10. As
both the percentage reduction and a decreasing
outstanding loan amount decline, so does the re-
sulting fee. The concept behind this formula is that
as a loan matures, prepayment will have a decreas-
inglv smaller impact on the lender's profit. Declin-
ing formulas often included windows of 30-180
days prior to termination, wherein, the borrower
could prepay with no penalty.

Later, the yield maintenance formula was intro-
duced. Yield maintenance is a bit more creative in
that the fee is based on interest rate movement.
Therefore, a borrower seeking to take advantage of
an interest rate decline would pay a higher fee than
the borrower who prepays when rates have re-
mained constant or have risen. The standard yield
maintenance formula is defined as the present value
of the remaining payments multiplied by the differ-
ence between the note rate and tht' treasury securi-
ties yield with the same term as the remaining
term.r The effect of this is to provide the lender, (or
trustee in the case of a securitization), the ability to
reinvest this lump-sum amount in treasury securi-
ties that willyield the same return as if the loan were
in place to full maturity.

Defeasance is a process zohereby

the bonower offers the lender

replacemet t collateral in order to gain

a rclease of the oigiilal collatelal.
In a securitized transaction, this

replacemeflt collatercl must be treasury

secuities. Therefore, from a practical
standpoint, yield maintenance and

defeasance prooisions are quite similar.

Later still, defeasance was introduced as an alterna-
tive to yield maintenance.{ Defeasance is a process
whereby the borrower offers the lender replace-
ment collateral in order to gain a release of the
original collateral. In a securitized transaction, this
replacement collateral must be treasury securities.
Therefore, from a practical standpoint, yield main-
tenance and defeasance provisions are quite simi-
lar. Under the yield maintenance formula, the Iender
receives a lump-sum payment (based on treasury
yields) that it can reinvest at will. In effect, a
defeasement obligates the borrower to reinvest, on
behalf of the lender, the prepayment proceeds in
treasury securities.

HYPOTHETICAL EXAMPLE
As shown in Table -1, a $10 million 10-year 7.5
percent loan on a 30-vear amortization schedule
requires 120 monthly payments of $69,921, fol-
lowed by a balloon payment of $8,679,499.6 ll this
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FOCUS ON THE ECONOMY

f here's a bumper sticker that was seen in Houston at the end of the last real
I esta te cycle-P ltast. Co,l, jrrst git' rtc tn? nnre boLtnr tnd lhis tinre I ltromist not

to screlt) it ult.
The real estate industrv may have been granted its n,ish. This time it really

may be different.
The current economic dolvnturn is unprecedented in the slope of its

decline. But the new discipline brought about through the sea of change in real
estate lending over the last decade is resulting in a properly positioned real
estate market, with sufficient supply to absorb economic growth but without
the excess that has characteristically been a drag on recovery as lenders
struggled to cover the lack of cash flow.

It is impossible to overestimate the significance of the krss of dedicated real
estate lenders to the demise of the, boom and bust cycles of the real estate
industry. The massive shifts in both the structure and phihsophy of traditional
real estate lenders will, for perhaps the first time in modern real estate history,
break the correlation of a looming real estate oversupply rvith the early stages
of economic recovery.

Historically, real estate has been segmented as an asset class with institu-
tional allocations separate and distinct from cash, debt, or equity. Lending
institutions-S&Ls, insurance conrpanies, banks-thus began their budget
year with an allocation for real estate that once committed, rarely went
anywhere else, regardless ofchanging conditions in the marketplace. In theory,
uncommitted funds in any given segment were returned to the general pot if
unexpended. Needless to say, ,1nmp1gr of return of capital were rare.

Such practices led to significant excesses. Supply and demand forces
related to the supply and demand for capital for the asset class, rather than for
customers and space inventory. Thus, the existing pool of capital for a cyclical
industry was dangerously insensitit e to changing conditions. The result was
a lag of years rathe'r than months between the time when indicators should
have put the brake on new supply to the actual cessation of construction. This
massive misallocation of capital produced not only an oversupply of real estate
unsupported by cash flow, but resulted in a drag on emerging cconomic
recovery that lasted well past the resumption of job growth and other positive
indicators.

The evolution of the real estate capital markets in the last decade, particu-
larly towards publiclv-traded RElTs, has been propelled bv the increasing
demand of the capital marke'ts for liquidity. Job growth through the 1990s
finally completed absorption of the oversupply of the 80s. The re-emergence of
the construction crane on the skyline in 1998, however, almost immediately
resulted in the stock price deterioration of REITs, reflecting the perception of
"here we go again" oversupplv. This snapping-shut of the capital markets,
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From a legal standpoint, yield maintenance and
defeasance are fundamentally different. Prepay-
ment is the up-front payment of the outstanding
loan balance, plus a prepayment fee in return for
early note termination and collateral release. Since
the note is terminated, the prepayment fee is con-
sidered to be a liquidated damage and therefore,
when challenged, scrutinized under the "reason-
ableness" test. Defeasance, on the other hand is a
collateral substitution. In a defeasance, the lender
releases the lien on the original collateral and per-
fects a new security interest in some agreed replace-
ment collateral (i.e. treasury securities). Through-
out this process, theoriginal note stays in effect with
minimal or no modification. Since the note survives
a defeasance transaction, there is no termination or
liquidated damage issues. Courts will interpret
defeasance as a prenegotiated contract option, which
in general, is more likely to withstand a judicial
challenge.5



particularly for equity, acted as a governor of the
industry, resulting in the deferral or canccllation of
much of the anticipated oversupply. And where in
years past, funds might readily have been available
from the clebt side, this source was no longer avail-
ablc, nor did it re-materialize. The ancillarv effect of
the increased information flow of public markets
has been to act as a benchmark for pricing capital for
all other sources. The discipline predicted in a newly
accountable marketplace provt'd indeed to produce
the necessary brakinp; effect.

But this was not a one-tim€' phenomenon. The
most far-reaching effect of this realignment of the
capital m.rrkets has been the virtual elimination of
dedicated real estatr. Iending, allowing capital to
most appropriately seek opportunity, in anv sector.
In efficient markets, capital flows to the perceived
best opportunities instead of follorving pre-ordained
conclusions. While it may have seemed to be a

gron,thengine, in reality, dedication of capital to real
estate as a separate segment impaired the natural
flow of capital to the best opportunities, and ulti-
mately led to the destructive consequences of over-
supply.

The REIT market in .1998 
marked the first in-

stance where capital freely fled the real estate mar-
kets to perceived better-non real estate-opportu-
nities. While harsh in its swiftness, the' market disci-
pline so impose.d headed off nascent overbuilding,

and ultimatL'ly greatly enhanced the stability of the
real estate st'ctor. The current recessionary cvcle is
proving an even greater test of the new capital
reality. Given the volatility nf the equity markets as

the market has finally come to terms with the con-
cept of valuation based on earnings and assets, this
is hisbrically where the real estate lending cycle'
rvould have begun to create tx,ersupply. Horvever,
the reality is much different.

We are alreadv set'ing a significant reduction in
the delta be,tween absorption and completion in
commercial real e'state as the economy recovers,
compared b 1989-91, with vastly morc alignment
be.twccn the forces of supply and demand. Todav,
we increasingly see capital available to flow to the
highest opportunities available to institutional lend-
ers. And for the first time, as we emerge from reces-

sion and the markL't begins to improve, we rvill find
real estate is not in a state of vast oversupply.

This time, it really is different.^.,
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Defcasarce is ar attrsctioe altematiue to a yield maintenance fonnula
that may prouide a benefit to the borrozoer. Wile there is some
aclmitristratiztt cost, ircluding a possible additional prepaqment fee, on
balance, the potential gair far ouhtteighs tlrcse costs.

L Torv th.rt thL' commerci.rl mortgages backed sc'curities (CMBS)

I\ I -rrL"t is h(,vond the infancy sia[", many in the intlustry havt'
I \ t".n-" iamiliar with the uniqut'ness oi the loan origination
process. For example, owners have come to recognize that to borrow
from a Wall Street lender they must form a single Purpose entitv and
agree to a capital improvement escrow account. Borrowers havt' also
come to recognize that Wall Strcet regards prepavment fees as essential.
One industry cxpert, in reflecting upon the reasons behind the growth
in the CMBS markc-t, continuallv identifies, "limited prepayment risk"
as a leading cause.' To the borrower, limited prepayment risk means
encluring a lockout period, wherein it cannot prepay, followecl b1, a

period that prepayment is permitted subjcct to a significant fee.

Traditionally prepayment fees have been structured as either a declin-
ing balance or a vield maintenance formula. WalI Street lending offers
a third option; call defeasance, which is rarcly used by traditional
Ienders. This article will explain what defeasance is and how it works,
and then compare it to a yield-maintenance formula in terms of cost.

More specifically, this article will include:
. An overview of the practical and legal difference between a yield

maintenance prepaymcnt and a defeasance transaction;
. A hypothetical comparativt' exanrple of the cost to prepay usinB a
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