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The recent bankruptcy filings of General Growth Properties, Inc. (GGP)1 and
Extended Stay Inc. (Extended Stay)2 have provided a wakeup call for the commercial
mortgage-backed securities (CMBS) industry. Among other things, those filings
have led to a reassessment of whether investments in CMBS structures are secure
and how (and to what extent) they can be affected by the Chapter 11 process.
Although the courts in these cases have addressed certain issues, many questions
involving a Chapter 11 of a real estate investment trust (REIT) that has issued CMBS
remain unanswered. The purpose of this article is to provide further analysis both for
the questions that have been addressed and for those that remain unanswered.

I. INTRODUCTION: THE CMBS MARKET

Commercial mortgage-backed securities are securitizations of mortgage loans on
commercial properties that are income-producing and operated for economic profit.
The mortgage payments are, in turn, dependant on the rental stream paid by the
tenants to the property owners (i.e., the borrowers). Starting in 2002, CMBS
issuance increased dramatically as a result of lower interest rates, stable market
conditions, a “hot” real estate market and increased liquidity. CMBS became a
worldwide product with total volume of over $315 billion issued in 2007. By the
second half of 2007, CMBS began to be impacted by tightening credit underwriting
standards that resulted from investor and rating agency reaction to aggressive
underwriting that started in 2006.

In 2008, the market volatility arising out of the subprime mortgage crisis
significantly affected CMBS financings. Lack of investor liquidity and widening
spreads in general caused the volatility, but so did concerns of increasing credit
problems spreading to the commercial real estate sector. As a result, issuance
volume in 2008 decreased dramatically and global issuance fell to $29.6 billion in
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1 In re General Growth Properties Inc., et al., Case No. 09-11977 (ALG) (Bankr. S.D.N.Y.)

2 In re Extended Stay Inc., et al., Case No. 09-13764 (JMP) (Bankr. S.D.N.Y.)
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2008 as compared to $315.4 billion in 2007. Global issuance dropped again in 2009,
finishing the year at $28.16 billion, with only $3.07 billion issued in the United
States (compared to $230.2 billion issued in the United States in 2007). Global
issuance in the first quarter of 2010 was at $4.49 billion globally, with $2.29 billion
from the United States. That compares to $2.32 billion that was issued globally in
the fourth quarter of 2009, $2.19 billion of which came from the United States.
While CMBS financings continue to exhibit relatively low delinquency rates
compared to residential loans, those delinquencies have increased significantly since
the credit crisis began. Thirty-day delinquencies in the second quarter of 2009 were
4.66 percent, compared to their low of 0.29 percent in the first quarter of 2007.
Thirty-day delinquencies dipped slightly in the third quarter of 2009 to 4.27 percent
but rose quickly again to 5.61 percent in the fourth quarter. As of February 2010,
CMBS delinquencies had increased to 5.99 percent. There is concern that those
numbers may get even worse as commercial real estate continues to suffer further
declines and refinancing opportunities for balloon mortgage loans continue to be
very limited.3

II. IMPACT OF GGP AND EXTENDED STAY

REIT/CMBS Chapter 11 restructurings have been few in number. However, the
bankruptcy cases of GGP and Extended Stay have highlighted a number of issues
that will undoubtedly arise in subsequent REIT/CMBS-related restructurings.

A. General Growth Properties, Inc. – Case No. 09-11977 (S.D.N.Y.)

GGP is a publicly traded real estate investment trust and the ultimate parent of
approximately 750 wholly owned subsidiaries and affiliates (collectively, GGP
Group). GGP Group owns or manages over 200 shopping centers, several
commercial office buildings and five master-planned communities throughout the
United States. At the end of 2008, GGP Group reported consolidated revenue of
$3.4 billion and had $29.6 billion in assets and $27.3 billion in debt — $18.4 billion
of which would mature by 2012. In late 2008, GGP began having problems
refinancing its maturing debt. GGP’s attempts to renegotiate with servicers were
unsuccessful — due in part to the servicers’ lack of responsiveness. Unable to
secure refinancing or modify loan terms, several GGP Group loans went into default.

3 Fitch Ratings reports that in January 2010, 248 loans totaling $4.27 billion moved into special
servicing. This brings a total of 2,880 loans, representing 10.4 percent of Fitch Ratings rated
universe by dollar balance in special servicing. The number of loans 90+ day delinquent has
been increasing for more than two years and increased again in February 2010; that number rose
9 percent from January, and is up 420 percent from the previous year.
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On April 16, 2009, 388 GGP Group entities (collectively, the GGP Debtors) filed
voluntary bankruptcy petitions. The filings by GGP and its operating partnership
subsidiary, GGP Limited Partnership, were expected because they followed highly
publicized efforts to accomplish consensual restructurings of the loans that were
maturing in the near term. However, many of the entities that filed were financially
healthy SPEs that were solvent at the time of filing and had loans that matured up to
three years in the future. This aspect of the filing caused great concern amongst the
CMBS securitization market.

Between December 15, 2009, and December 22, 2009, the bankruptcy court
confirmed the plans of reorganization for 210 GGP Debtors, which were associated
with $11.55 billion of secured mortgage loans. Between January 20, 2010, and
March 18, 2010, the bankruptcy court confirmed the plans of ten additional property-
level GGP Debtors.

In February 2010, Simon Property Group Inc. (Simon) offered to purchase GGP for
more than $10 billion, a bid that GGP said was too low. On April 14, 2010, Simon
submitted a new version of its original $10 billion bid to compete with an existing
offer from a group led by Brookfield Asset Management Inc. (Brookfield). The new
Simon offer essentially matches the existing offer from the Brookfield-led group, but
removes close to a billion dollars worth of warrants. The Bankruptcy Court is
scheduled to hold a hearing on April 29, 2010, to consider the GGP Debtors motion
to approve bidding procedures for the sale of the GGP assets.

B. Extended Stay Inc. – Case No. 09-13764 (S.D.N.Y.)

The Extended Stay Hotels chain, which has 680 properties catering to budget-
conscious travelers, was acquired in 2007 by a consortium led by real estate investor
David Lichtenstein. Mr. Lichtenstein bought Extended Stay in a highly leveraged
$8.0 billion transaction that included a $4.1 billion first mortgage and a $3.3 billion
mezzanine loan, which was divided into 10 tranches. When Mr. Lichtenstein
acquired Extended Stay, the lenders required that he provide a $100 million “bad
boy” guarantee that imposed personal liability upon him if he caused a voluntary
bankruptcy filing of the Extended Stay entities. In June 2009, Extended Stay filed
for bankruptcy protection. The Extended Stay debtors include numerous
bankruptcy-remote entities (collectively, the Extended Stay Debtors). Subsequent to
the voluntary filing, many allegations have been made that Mr. Lichtenstein colluded
with certain mortgage lenders to cause the voluntary filing.

In June 2009, two of Extended Stay’s junior lenders filed a lawsuit alleging: (i) Mr.
Lichtenstein breached the fiduciary duty he owed to his creditors and violated the
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guarantee by filing for bankruptcy; (ii) several senior lenders breached the implied
covenant of good faith and fair dealing inherent in an intercreditor agreement and
tortiously interfered with the intercreditor agreement by colluding with Mr.
Lichtenstein to file for bankruptcy; and (iii) because of Mr. Lichtenstein’s bad faith
and unclean hands, liability under the “bad boy” guarantee should not be capped.

On July 30, 2009, the United States Trustee (the UST) filed a motion (the Examiner
Motion) on shortened notice for the appointment of an examiner pursuant to Section
1104(c) of the Bankruptcy Code. In the Examiner Motion, the UST argued that an
examiner is necessary to investigate and report on (i) the structuring, negotiation and
closing of the acquisition of the Extended Stay lodging chain in June 2007 by the
investment consortium led by Mr. Lichtenstein; (ii) the events and circumstances that
led to the Extended Stay Debtors filing for Chapter 11 protection; (iii) whether the
Extended Stay Debtors have any claims against Mr. Lichtenstein and/or any of the
companies that he controls or any other insiders relating to the acquisition or the
commencement of the Chapter 11 cases; and (iv) whether the Extended Stay Debtors
have any claims against the mortgage lenders relating to the financing of the
Extended Stay lodging chain or the commencement of the Chapter 11 cases. The
Examiner Motion also asserted that an examiner should be appointed to avoid
duplicative costs to the Extended Stay Debtors’ estates related to having multiple
parties conduct the same discovery and bring piecemeal litigation in the Chapter 11
proceedings.

On September 22, 2009, Judge Peck approved the UST’s request for an examiner to
probe questions surrounding the purchase and financing of Extended Stay by
appointing a former bankruptcy judge (Ralph R. Mabey of Stutman Treister & Glatt)
to serve as special examiner. In papers filed with the court, total fees for the
examiner, his counsel, his financial advisors, and the costs for forensic technology
are estimated to be between approximately $3.7 million and $4.0 million.

The examiner's report was released publicly on April 8, 2010, and indicated that
Extended Stay's bankruptcy estate could make claims against the seller, buyer and
advisors who put together the 2007 acquisition for unjust enrichment and that certain
dividends and distributions may be subject to claims that they were illegal. The
report stated that "little meaningful due diligence was performed by the buyer and
the underwriters prior to the acquisition" and that the additional $1.7 billion in debt
layered on the company as a result of the acquisition "greatly exceeded any direct or
indirect benefit of doing the deal." The examiner further stated that he did not find
any evidence of a "secret deal" between Mr. Lichtenstein and the lenders made
before the bankruptcy filing.
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On March 5, 2010, the Extended Stay Debtors filed their disclosure statement and
first amended plan of reorganization. Under the proposed plan of reorganization,
Centerbridge Partners, L.P. (Centerbridge) and Paulson and Co. Inc. (Paulson)
agreed to provide a $450 million cash infusion into the reorganized Debtors,
consisting of a $225 million investment in the Extended Stay Debtors and a $225
million fully-backstopped rights offering. Under the proposed plan, the private
equity firms would get a 22.5 percent stake in the reorganized company. The
company’s financial advisors at Lazard estimate the value of the reorganized
company would be about $2.8 billion to $3.6 billion.

A group led by Starwood Capital (Starwood) objected to the Centerbridge/Paulson
proposal and submitted a binding offer to sponsor a different plan of reorganization
to the Extended Stay Debtors. The Starwood group agreed to invest up to $905
million in Extended Stay, as part of a reorganization proposal. Starwood said
Extended Stay’s debt would be reduced to $2.8 billion from $7.4 billion. Under the
new plan, to which Extended Stay has agreed, Starwood would become the “stalking
horse,” or lead bidder, at a court supervised auction for the assets. Holders of
Extended Stay’s $4.1 billion mortgage would receive a $200 million cash pay down,
a new $2.8 billion mortgage and $471 million of equity in the reorganized company
under Starwood’s proposed plan. The Starwood group will make the investment of
$450 million to purchase 42.85 percent of the common interests. Junior mortgage
certificate holders and holders of the company’s $3.3 billion mezzanine debt will get
junior equity interests in Extended Stay. Extended Stay deemed the Starwood-led
offer as “superior” to its prior deal with Centerbridge and Paulson, stating: “[t]he
Starwood Agreements provide substantially more value and flexibility to the
Debtors’ creditors and estates than the Centerbridge Agreement.”

On March 29, 2010, Paulson and Centerbridge matched Starwood’s $905 million
proposal and provided certain upgraded and improved terms while promising not to
charge any of the fees that are provided for in the Starwood Plan. At an April 8,
2010 hearing, Extended Stay’s attorney told the bankruptcy court that “the boards of
directors of the debtors determined that the amended letter with the Centerbridge-
Paulson investors was superior to the Starwood agreement.” An auction is scheduled
for late May; it is possible that Starwood will continue bidding.

III. ISSUES RAISED IN A CMBS-RELATED RESTRUCTURING

Both from the issuer and the trust conduit perspective, CMBS
structures are quite complex, making any restructuring exceptionally complicated
and difficult. As more of the CMBS financings go into default and/or maturities
grow near with little prospect of refinancing, restructurings are becoming more
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commonplace, thereby presenting a number of issues that must be addressed. These
issues, each of which are discussed in some detail below, include:

 Can a special purpose entity (SPE) file a bankruptcy case?

 Can the rents and profits from one SPE be used to support post-petition
financing provided to another related SPE?

 Who is the appropriate party to negotiate with in a CMBS bankruptcy case?

 Are REIT/CMBS restructurings limited to modifying interest rates and
maturities or is cancellation of debt obligations a realistic possibility?

 How does a REIT debtor distribute dividends to shareholders in Chapter 11
when its creditors are not being paid?

 Which parties should be solicited for voting on a plan of reorganization in a
REIT/CMBS bankruptcy?

 How are the plan confirmation requirements of Section 1129 of the
Bankruptcy Code satisfied in a REIT/CMBS bankruptcy?

A. Special Purposes Entities

Typically, the properties that are the collateral for the CMBS structure are separately
held by an SPE created for the purpose of owning the property. The proceeds
received from the CMBS financing provide the funding for the purchase of the
property, the property is mortgaged and the mortgage becomes one of multiple loans
that are pooled with other mortgages in a trust which then issues either trust
certificates, notes or some other form of security (as to which any such instrument, a
Certificate). The SPEs are typically “bankruptcy remote” — in other words, the
SPEs are organized in an attempt to isolate them from a bankruptcy of their parent
and its affiliates so that the bankruptcy-remote subsidiary can rely solely on the
performance of the assets it holds.

The most common means by which an SPE is made to be bankruptcy remote are to
require unanimous approval by directors of the SPE before commencing a
bankruptcy case and appointment of an independent director who will presumably be
looking out for the interests of the holders of Certificates (Investors). Another
method of making an SPE bankruptcy remote is through the use of so-called “bad
boy” or springing guarantees that only become recourse upon the occurrence of
certain events such as fraud or a voluntary bankruptcy filing.
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Restructuring Issue: If a restructuring requires a Chapter 11 filing by the SPE, how
does the SPE obtain the appropriate corporate authorization to commence its
bankruptcy case?

1. Role of Independent Director. Before the GGP bankruptcy case, the
consensus opinion in the REIT/CMBS industry was that independent directors of a
bankruptcy remote entity would not consent to a voluntary bankruptcy filing so long
as the entity had the current ability to repay its obligations. As a preliminary matter,
it is important to note that the original independent directors in GGP were removed
shortly prior to the bankruptcy filing and replaced with new directors who would
support a bankruptcy filing. The SPEs were set up as bankruptcy-remote
subsidiaries. Moreover, none of those entities were in imminent danger of defaulting
on their discrete obligations. Although these conditions seemed to militate against a
filing by GGP’s SPEs, the newly appointed independent directors consented to the
filings nonetheless.

Certain lenders in the GGP proceedings moved to dismiss the financially healthy
SPEs from the bankruptcy filing, arguing that the filings were in bad faith because
the subsidiaries were not insolvent and the independent directors had been recently
removed and replaced with directors who would support the filing. The GGP court
advanced several reasons in rejecting the lenders’ arguments made in connection
with the dismissal motion. First, the court examined the purpose of the bankruptcy
filings and observed that a debtor need not be insolvent to voluntarily file for
bankruptcy protection. While noting that a bankruptcy filing must have some
purpose, the GGP court applied a broad definition of financial distress in evaluating
the financial condition of each debtor as of the petition date to support its conclusion
that the bankruptcy filings were not premature. Indeed, in light of the collapse of the
CMBS market and the market for real estate loans generally, the GGP court
concluded that it made sense for the SPEs to commence bankruptcy proceedings
prior to when their CMBS financings were scheduled to mature.

Taking matters a step further, the GGP court looked beyond the financial condition
of each separate SPE when examining whether the cases had been commenced for a
proper purpose. Specifically, the court asserted that, despite the fact that SPEs are
designed and intended to be separate and distinct from their corporate affiliates,
when determining whether a bankruptcy petition has been filed in bad faith, it is
appropriate to consider the interests of the corporate group as a whole. The court
relied heavily on the fact that GGP was dependent on cash flow generated by the
properties owned by its SPE subsidiaries to support its conclusion — i.e., that it was
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appropriate to consider the interests of the overall corporate group when deciding
whether or not to file for bankruptcy.4

The GGP court also confirmed that independent directors of SPEs cannot merely
serve to protect the interests of the creditors who appointed them. Rather, they have
a fiduciary duty to protect the interests of the company and its shareholders.5 Lastly,
the GGP court addressed the bad faith allegation as a result of the newly appointed
independent directors by stating that such directors were appointed in compliance
with the SPEs organizational documents and were not precluded by such documents
from voting to file for bankruptcy.

2. Impact of “Bad Boy” Guarantees. Most non-recourse loans include
exceptions or, “carve-outs,” within the loan documents that result in either full or
partial recourse liability to the borrower and the guarantor when certain “bad-boy”
behaviors exist. Two common examples of such “carve-outs” are for certain bad
acts (e.g., fraud, intentional misrepresentation, gross negligence or willful
misconduct) and for voluntary bankruptcy (i.e., triggered by a borrower’s voluntary
or collusive bankruptcy filing). While “bad boy” guarantees are designed to make
SPEs bankruptcy remote, Extended Stay suggests there are ways to circumvent this
motive.

As noted above, when Mr. Lichtenstein acquired Extended Stay in 2007, the lenders
required him to provide a $100 million “bad boy” guarantee imposing personal
liability for certain actions. However, the restructuring term sheet initially proposed
by the debtors and supported by certain senior lenders provided for the
indemnification of Mr. Lichtenstein for any claims under the “bad boy” guarantee
and included a further commitment to cover Mr. Lichtenstein’s legal fees for any
costs up to $5 million incurred in defending a lawsuit under the guarantee. While the
outcome of this end-around maneuver in Extended Stay is far from certain, the case
illustrates that such guarantees can also seriously impact the proceedings after a
filing because of the potential for litigation arising from such guarantees. The
examiner appointed to investigate the facts and circumstances leading to the

4 Since the decision in GGP, authors have postulated that lenders may be able to protect their
interests from the effect of Judge Gropper’s analysis in GGP by requiring cash management
systems that permit only payment of lender-approved expenses. This would prevent cash
generated by SPE-owned properties from reaching parent entities while simultaneously removing
the argument that the parent entity relied on cash flow from the SPE borrower.

5 The GGP court intimated that it may have been more sympathetic to the lenders’ arguments that
the SPEs should be excluded from bankruptcy if the property-level lenders had provided an
opportunity for such debtors to renegotiate the terms of their loans prior to the bankruptcy filing.
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bankruptcy filing in Extended Stay is estimated to cost the estates between $3.7
million and $4.0 million. Furthermore, it is often the case that lenders are more
likely to search for prior “bad-boy” acts after an event of default in an effort to
trigger full-recourse liability against the borrower and the guarantor. Finally, the
value of such “bad boy” guarantees can also be called into question in certain
circumstances. It is more often the case that a parent-level entity will provide a
guarantee as opposed to an individual. A guarantee from a parent-level entity is of
dubious value when the guarantor parent entity also files for Chapter 11 protection.

Guidance for making the SPE/REIT structure more bankruptcy remote (if not
bankruptcy proof) can be found in certain of the concessions granted to property
level lenders in the various plans of reorganization confirmed in the GGP case. For
instance, the GGP plan contains a provision regarding the appointment of
independent directors that requires the SPEs to have at least two independent
directors unaffiliated with the SPEs. The plan also states that the SPEs are governed
by Delaware law, pursuant to which a director’s fiduciary obligations may be
waived. The plan also provides certain parameters in the event that the SPEs
consider a subsequent bankruptcy filing in the future. First, the independent
directors must solely consider the SPE’s interests as a discrete business entity.
Second, independent directors shall not consider the interest of the member or any
direct or indirect beneficial owner of the member. Finally, the independent directors
are required to consider the exclusive interest of the lenders who shall be a third-
party beneficiary to such provision.

B. Financing the Restructuring

A typical CMBS structure involves the issuance of securities backed by the cash
flows of multiple underlying mortgage loans each made by several separate SPEs.
The underlying borrowers typically upstream funds to support operations of a
centralized sponsor or parent-level entity providing management, leasing and other
corporate functions. However, the SPE’s participation in the larger REIT structure
could prove problematic if its cash flow is necessary to support the parent structure
and other SPEs within the structure whose mortgage loans are pooled in a different
CMBS financing.

Restructuring Issue: Does the bankruptcy-remote SPE structure protect the SPE
mortgage lender, including its lien priority and interest in the SPE’s cash flows,
when the parent sponsor of the underlying SPE borrower is in financial distress?

In connection with GGP’s bankruptcy filing, the GGP Debtors initially requested
approval of $375 million in debtor-in-possession financing that would be guaranteed
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by the subsidiaries and the guarantee secured by a lien on the subsidiaries’ assets.
The GGP Debtors also asked the bankruptcy court to allow them to “borrow” the
subsidiaries’ cash which had been paid into a centrally managed account (the Main
Operating Account).6 Numerous creditors objected to GGP’s financing proposals
arguing that they amounted to a substantive consolidation in violation of the SPEs’
organizational documents. Indeed, many argued that requiring the SPE subsidiaries
to guarantee the debts of their affiliates and to secure those guarantees with liens on
SPE assets would undermine the fundamental principle of the SPE structure upon
which modern commercial real estate finance and the CMBS sector have so heavily
relied — namely, the strict isolation of a borrower’s assets and the express limitation
of its liabilities to those arising from solely its own operations.

Ultimately, additional parties surfaced to provide debtor-in-possession financing, and
GGP selected a new lending group comprised of certain holders of various unsecured
notes and bonds of certain of the GGP Debtors to provide a $400 million term
financing. The collateral securing the final debtor-in-possession financing (the Final
DIP Loan) consisted of a first mortgage on properties that will become
unencumbered through application of the Final DIP Loan proceeds and a second lien
on GGP’s Main Operating Account. Notably, the collateral package did not require
any of the project-level subsidiaries that are encumbered by CMBS debt to grant
liens or to guarantee the Final DIP Loan (thus, declining to approve what was
effectively an attempted consolidation of the SPE subsidiaries).

In addition, the GGP Debtors agreed to pay interest on the CMBS loans at the non-
default contract rate and to provide the CMBS lenders with a replacement lien on the
administrative claim arising from the intercompany loans secured by a first lien on
the Main Operating Account. To prevent the depletion of the funds in the Main
Operating Account, use of such funds was conditioned on stringent financial
reporting and budgetary requirements and the CMBS lenders were afforded the right
to object to any improper use of cash in the Main Operating Account.

The courts in GGP and Extended Stay were not required to substantively address the
issues of priming liens at the SPE property level in instances where the subject
collateral was valued at an amount less than the obligations that it secured. Debtors
attempting to secure postpetition financing often do so utilizing the provisions of the
Bankruptcy Code that permit priming liens. If the properties that the various SPEs
hold are all “underwater,” a debtor may have difficulty obtaining a loan that requires
a priming line on previously pledged collateral.

6 GGP’s lenders had previously waived commingling restrictions, and GGP’s cash management
practice involved upstreaming all of the cash from the subsidiaries into a centralized account.
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In many instances, adequate protection becomes the paramount issue in determining
whether to permit priming. The purpose of adequate protection is “to preserve the
prepetition position of the existing lender.” In re Windsor Hotel LLC, 295 B.R. 307,
314 (Bankr. C.D. Ill. 2003). Adequate protection is determined on a case-by-case
basis.7 Numerous forms of adequate protection have been utilized, including
replacement liens, liens on previously unencumbered property, payment of
prepetition interest, cash payments to compensate for a diminution in value, financial
reporting requirements coupled with adherence to a strict budget, the existence of an
equity cushion and procurement of a non-debtor guaranty, to name a few.

Debtors seeking postpetition financing secured by priming liens will often rely on
the existence of an equity cushion to establish adequate protection. In fact, one court
stated that an equity cushion is “the classic form of protection for a secured
debt . . . .” Pistole v. Mellor (In re Mellor), 734 F.2d 1396, 1400 (9th Cir. 1984).
The Mellor court defined the term “equity cushion” as “the value in the property,
above the amount owed to the creditor with a secured claim, that will shield that
interest from loss due to any decrease in the value of the property during time the
automatic stay remains in effect.” Id. at 1400 n. 2. After surveying the relevant case
law, one court observed that “(1) an equity cushion of twenty percent (20%) or more
constitutes adequate protection; (2) an equity cushion of less than eleven percent
(11%) is insufficient; and (3) a range of twelve percent (12%) to twenty percent
(20%) has divided the Courts.” In re C.B.G. Ltd., 150 B.R. 570, 573 (Bankr. M.D.
Pa. 1992).

If the properties are worth less than the debt they secure, there is no equity cushion
and a debtor must resort to other means by which to adequately protect the existing
lienholder’s interest in the collateral. Indeed, while an “equity cushion” may be the
most common form of adequate protection, some courts have adopted a “holistic” or
flexible approach when considering whether a priming lien is warranted. One court,
for example, said that “the issue of adequate protection . . . is measured by an
analysis of all of the relevant facts, with a particular focus upon the value of the
collateral, the likelihood that it will depreciate or appreciate over time, the prospects
for successful reorganization of the Debtor’s affairs by means of the Plan, and the
Debtor’s performance in accordance with the Plan.” In re Aqua Associates, 123 B.R.
192, 196-97 (Bankr. E.D. Pa. 1991) (internal quotation omitted). Other courts,
however, have cast doubts upon the notion that a debtor can prove adequate
assurance simply by offering evidence that the infusion of postpetition financing will
lead to an increase in the value of the collateral. See, e.g., RTC v. Swedeland

7 In addition, “a judicial determination of . . . adequate protection is a question of fact rooted in
measurements of value and the credibility of witnesses.” In re Snowshoe Co., Inc., 789 F.2d
1085, 1088 (4th Cir. 1986).
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Development Group, Inc. (In re Swedeland Development Group, Inc.), 16 F.3d 552,
566 (3d Cir. 1994) (“[C]ontinued construction based on projections and
improvements to the property does not alone constitute adequate protection.”); In re
Strug-Division LLC, 380 B.R. 505, 515 (Bankr. N.D. Ill. 2008) (rejecting the
argument that an anticipated increase in property value resulting from rehab work
constitutes adequate protection). The Swedeland court underscored its point by
stating that “Congress did not contemplate that a creditor could find its priority
position eroded and, as compensation for the erosion, be offered an opportunity to
recoup dependent upon the success of a business with inherently risky prospects.”
Swedeland, 16 F.3d at 567 (e.g., in Swedeland, the “risky” business was a golf
course and residential project that had not been completed and, therefore, did not
have a proven record).

The Swedeland court leaves the door open for a successful adequate protection
argument in instances where it can be shown to some degree of certainty that the new
financing will increase the value of the collateral of the lender to be primed.
Assuming no unencumbered property, any adequate protection offer should include
other elements, such as payment of postpetition interest and budget and financial
reporting requirements.

C. Negotiating with the “Lenders”

Because of the complex nature of a CMBS structure, it is sometimes quite difficult to
determine who the decision makers are. A separate master servicer (the Master
Servicer) usually administers the loans on behalf of a particular CMBS financing.
Upon the occurrence of specified events, the Master Servicer typically gives way to a
special servicer (the Special Servicer). However, absent a monetary default, it may
be difficult to get the Special Servicer engaged because the applicable standard is
whether a default is “reasonably foreseeable.” The Special Servicer is appointed by
the “Directing Holders” who are typically a majority of holders of the most junior
interest in the CMBS structure.

Restructuring Issue: Is the Special Servicer motivated to negotiate in the best
interests of all Investors or do inherent conflicts exist with respect to the Special
Servicer appointment and compensation mechanisms that make resolution on a
consensual basis more difficult? Also, how difficult is it to get the Special Servicer
meaningfully engaged in restructuring negotiations?

1. Navigating the Conflicts. Inherent structural conflicts exist that may
frustrate consensual restructuring efforts. Granted, in administering defaulted loans
on behalf of a trust, Special Servicers are subject to certain servicing standards that
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require them to act in the best interest and for the benefit of the Investors as a
collective whole, taking into account the relative subordination of the Investors with
the same care, skill and diligence as is customary in the Special Servicer’s activities
with a view toward maximizing the value of the loan on a present value basis.
However, the Directing Holders are usually vested with the right to appoint the
Special Servicer.8 In addition, the Directing Holders typically have the right to
replace the Special Servicer and approve certain servicing decisions.

Given the nature of the relationship between the Special Servicer and the Directing
Holders, there is a built in conflict of interest that may impair the Special Servicer’s
ability to act objectively. In other words, will the Special Servicer ultimately agree
to a proposal from a debtor that is beneficial to all levels of the CMBS structure
except the Directing Holders — the very people who have the ability to replace the
Special Servicer?9 Moreover, because Special Servicers are generally compensated
based on a percentage of the outstanding balance of the loans that they service plus a
fixed workout or liquidation fee, the compensation structure could incentivize
Special Servicers to prolong the workout or foreclosure process and to liquidate
fewer loans in order to collect more fees.

One tactic that a debtor may utilize is to negotiate directly with the Investors.
However, it is oftentimes difficult to determine their identity. In the Extended Stay
case, the debtors filed a motion pursuant to Rule 2004 of the Federal Rules of
Bankruptcy Procedure seeking the identity of the parties with an economic stake in
the $4.1 billion mortgage loan at issue in that case. The Extended Stay Debtors
stated that they were seeking the information so they could begin meaningful
negotiations for a plan of reorganization. Despite objections to the Extended Stay
Debtors’ motion from US Bank and the Commercial Mortgage Securities
Association, Judge Peck entered an order granting the relief the Extended Stay
Debtors’ sought. The court stated that, although it is not unlimited, Rule 2004 is
very broad. The Extended Stay court also determined that information the Extended
Stay Debtors were seeking was potentially material to their ability to propose a plan,
as well as to their ability to conduct diligence.

2. Engaging the Special Servicer. Typically, only the Special Servicer has
authority to make meaningful concessions when negotiating with the borrower.

8 It is often the case that the Special Servicer holds a portion of the first-loss piece of the debt to
align the incentives of the Investor and the Special Servicer.

9 The right to appoint a Special Servicer may go to the next most junior interest in the loan if there
is a decrease in the value of the underlying assets.
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However, the Special Servicer usually does not enter into the picture unless certain
specified events have occurred — for example, a monetary default or a material non-
monetary default.10 Though it is not clear why, the GGP Debtors encountered
difficulty in engaging their Special Servicers in a meaningful way prior to the
bankruptcy filings. It is unclear whether certain non-monetary defaults, such as
failure to comply with capital expenditure covenants, would translate into a
“material” non-monetary default or that they would result in the Special Servicer
determining that further defaults, including monetary defaults, are reasonably
foreseeable. However, after the GGP case, it is likely that a Special Servicer is more
apt to enter the picture if the size of the loan approaching a default is larger (i.e., a
bigger percentage of the total securitization) and loan maturity will occur in the near
term.

D. Restructuring Terms

In many instances where CMBS financings are in distress, the primary issues facing
the SPE/borrower are a looming maturity of the obligations and its apparent inability
to refinance the credit. Recent restructurings of CMBS financings have primarily
focused on the reduction of interest rates and extension of maturity dates. However,
many of the properties that are the subject of such financings are worth significantly
less than the obligations that they secure and, accordingly, more drastic concessions
may be required to avoid foreclosure.

Restructuring Issue: Are other concessions such as cancellation of a portion of
outstanding principal a possibility in a REIT/CMBS restructuring?

Typically, the use of modified interest rates and extended maturity dates have been
the focus of CMBS debt restructurings as opposed to principal reduction. The GGP
plan of reorganization, for example, maintains the current, non-default interest rates
but extends the maturities of the loans for up to five years, with no loans maturing
before January 2014. In addition, among other things, GGP agreed to pay certain
new fees to lenders, catch up with any unpaid amortization payments during the
bankruptcy case and increase amortization payments during the terms of the loans.
Another component of the GGP Debtors’ plan of reorganization was the GGP

10 Note that a significant modification of a loan in a REMIC trust may violate REMIC rules unless
default is “reasonably foreseeable.” Until recently, most Special Servicers interpreted a
“reasonably foreseeable default “ to be an “imminent default,” making it very difficult
to significantly modify a loan in advance of a material default. However, under a new IRS safe
harbor, provided certain conditions are met, Special Servicers may negotiate significant loan
modifications where there is a significant risk of default either currently or in the future, such as
at a loan’s maturity.
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Debtors’ agreement to strengthen the bankruptcy remoteness features of their SPEs’
organizational documents.11

Instances where principal debt forgiveness has been a component of a CMBS
restructuring are less common — although there is no theoretical prohibition against
such a concession. Indeed, as seen in Extended Stay, the proposed restructuring term
sheet seeks to restructure approximately $4.1 billion in mortgage loans by providing
the lenders under such mortgage loans with a combination of $1.8 billion in first lien
mortgage loans, up to $775 million in second lien mortgage loans, up to $471.25
million in new preferred stock and 100 percent of new common equity.
Additionally, it was announced on February 22, 2010, that The Blackstone Group
L.P. (Blackstone) had reached an agreement to restructure the balance sheet of
Hilton Worldwide (Hilton). Hilton’s lenders and Blackstone are in the process of
finalizing a deal that would cut its $20 billion debt load by about $4 billion. The
agreement calls for Blackstone’s funds to contribute $800 million of new equity,
which will be used to buy back debt at a discount. The agreement would also extend
the maturity of some debt issues.

One problem in achieving debt forgiveness is evident in the conflict inherent in the
Special Servicer appointment process. In other words, debt forgiveness will most
likely have the biggest impact on the most junior Investors in the CMBS structure —
the very people who appoint the Special Servicer. As stated above, this relationship
creates a built-in disincentive for the Special Servicer to agree to the principal debt
forgiveness request. Oftentimes, it may be more prudent from the Special Servicer’s
perspective to pursue a liquidation of the properties rather than agree to a
restructuring request — especially one that would include principal debt reduction.
One method by which to insulate the Special Servicer from the adverse repercussions
of an agreement to restructure that includes debt forgiveness would be to solicit votes
from the Investors — however, any Investor solicitation process would undoubtedly
result in significant delays, especially compared to the expedited confirmation
schedule employed in the GGP case.12

11 In addition to bolstering certain of the bankruptcy remote features of the SPEs described above,
the GGP plan protects lenders in the event of a future SPE bankruptcy filing by guaranteeing the
lenders relief from the automatic stay to pursue relief against the SPEs’ parent company. Also,
the extended maturity date of the lenders’ loan will automatically terminate if the SPEs file for
bankruptcy protection.

12 To the extent principal is reduced, the tax consequences of the cancellation-of-indebtedness
income that will result therefrom will need to be considered.
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Another issue to consider in dealing with the feasibility of principal reduction with
respect to a CMBS financing is a lender’s ability to make an election under 11
U.S.C. § 1111(b). Under Section 1111(b), a class of claims that is under-secured
(i.e., the amount of the obligation owed to the secured creditor is more than the value
of the collateral securing such obligation) may elect to forego its unsecured
deficiency claim and to have its claim treated as a secured claim in the amount that
was outstanding as of the commencement of the bankruptcy cases. See 11 U.S.C. §
1111(b)(2).13 In the past, lenders often declined to make this election because they
wanted to maintain a large unsecured deficiency claim that would enable the secured
creditor to influence the outcome of voting by the other unsecured claimholders. If,
however, there are no other unsecured claimants in a CMBS bankruptcy, a lender
may make the Section 1111(b) election in an effort to assure that any future
appreciation in the value of property would be available to repay the original amount
of the indebtedness.

E. Maintaining REIT Status

In order to maintain its status and not be subject to federal corporate income tax, a
REIT is subject to two distribution tests. First, in order to qualify as a REIT, for
each taxable year a REIT must distribute as dividends to its shareholders an amount
that is generally equal to at least 90 percent of its taxable income.14 Second, in order
to avoid a 4 percent excise tax, a REIT must distribute during each calendar year (a)
85 percent of its REIT ordinary income for such year, (b) 95 percent of its REIT
capital gain net income for such year, and (c) any undistributed taxable income from
prior periods.

Restructuring Issue: How does an entity in Chapter 11 distribute dividends to its
shareholders when creditors are not being paid according to their agreed-upon terms?

Even as bankruptcy protects a REIT from creditors and gives it tools to strengthen
and streamline its business, it can also impact the very essence of its REIT status —
its ability to pay shareholder dividends equal to at least 90 percent of taxable income.

13 Absent an election under section 1111(b)(2), a secured creditor’s claim is bifurcated into a
secured claim and an unsecured claim based upon the value of the collateral which secures the
claim.

14 In order to eliminate completely the corporate level tax and avoid penalty taxes, many REITs
distribute 100 percent of their taxable income. For purposes of measuring the dividends-paid
deduction and the required distribution, capital gains are excluded. A REIT is subject to
corporate level tax on any recognized net capital gain during the taxable year unless it elects to
declare and pay a capital gain dividend and thereby receive a dividends-paid deduction in respect
of such dividend.
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In a typical Chapter 11 case, there is no dividend during the Chapter 11 case because
the company is typically insolvent. In the case of a REIT, the elimination of
dividends endangers the enterprise’s tax status as a REIT. Once disqualified, the
company loses this valuable benefit and must pay corporate income tax. Many
companies in bankruptcy that have previously paid dividends end up suspending that
dividend because they have no profit to pay out to shareholders.

If a REIT does not expect to have taxable income or net capital gain, there should not
be a necessity under the REIT rules to make distributions to shareholders. This may
be the case where, for example, a REIT has high basis in its assets as a result of a
relatively recent acquisition of the assets for fair market value and significant interest
expense. If a private REIT has taxable income or net capital gain, the REIT could
explore making a taxable cash or “stock dividend” on its outstanding preferred stock
and a “consent dividend” on its common stock, especially where there are few
holders of the common stock and obtaining consents may not be difficult.15 It should
be emphasized that a corporation is precluded from “distributing” consent dividends
if the corporation has failed to actually distribute, in cash or property, any required
distributions on preferred stock. A “consent dividend” is a hypothetical distribution
(as opposed to an actual distribution) to shareholders of a REIT who own consent
stock on the last day of the REIT’s taxable year.16 The amount of a consent dividend
is treated for U.S. federal income tax purposes as if cash were distributed by the
REIT to the shareholder and as if the cash were immediately contributed to the
capital of the REIT by such shareholder on the last day of the REIT’s taxable year.
Therefore, the shareholder includes the amount of the consent dividend in gross
income as a taxable dividend without the receipt of cash.17 Because neither cash nor
other assets are distributed, the entire amount of the consent dividend is considered a
capital contribution by the shareholder and the shareholder’s basis in its consent
stock is increased by the same amount.

15 Consent dividends do not include preferential dividends. Preferential dividends give a preference
to (i) one share of stock compared with another share of stock within the same class of stock; or
(ii) a class of stock as compared with another class of stock except to the extent the former is
entitled to such preference.

16 “Consent stock” is defined as the class or classes of stock entitled, after the payment of preferred
dividends, to a share in the distribution (other than in complete or partial liquidation) within the
taxable year of all the remaining earnings and profits, which share constitutes the same proportion
of such distribution regardless of the amount of such distribution.

17 Each shareholder of a corporation utilizing consent dividends must consent, by filing Form 972
with the U.S. federal income tax return of such corporation, to treat as a dividend the amount
specified in such consent.
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Another option for a REIT experiencing liquidity issues and unable to pay a cash
dividend is to pay some portion of the dividend in stock. In GGP, the GGP Debtors
filed a motion (the Dividend Motion) on shortened notice in December of 2009
seeking approval to declare and pay certain dividends so as to retain their REIT
status. Historically, GGP maintained its REIT status and avoided having to pay
entity-level taxes or any excise tax by distributing 100 percent of its taxable income
to its shareholders in cash. In the Dividend Motion, GGP sought authorization to
maintain its REIT status (and avoid entity level and excise taxes) by declaring and
paying a dividend with a combination of stock and cash. The Dividend Motion
estimated the 2009 GGP dividend obligation to be $101 million and called for $90.9
million of such total dividend obligation to be paid in GGP stock with the remaining
$10.1 million to be paid in cash. On December 18, 2009, the court approved the
Dividend Motion. It should be noted that GGP availed itself of an IRS revenue
procedure that permits a publicly traded REIT to satisfy the distribution requirement
by making a dividend payable at the option of shareholders in either common stock
or cash, so long as the cash portion is at least 10 percent of the dividend. Although
the revenue procedure applies only to public REITs, private REITs also may be able
to satisfy the distribution requirement by paying a dividend with a combination of
stock and cash if certain requirements are satisfied.

F. Plan Solicitation

In conventional bankruptcy filings, beneficial holders of debt securities are
frequently solicited for purposes of voting on a plan. Because of the complex
structure of a CMBS financing and the number of parties involved (e.g., Trustee,
Master Servicer, Special Servicer, Investors), it is difficult to determine who is
entitled to vote on a plan of reorganization in a bankruptcy that involves a CMBS
financing.

Restructuring Issue: Which parties should be solicited for purposes of voting on a
plan of reorganization in a CMBS bankruptcy?

Although there were more than 170 plan debtors, the GGP Debtors who were part of
the plan process in November and December 2009 sought to solicit18 only eight

18 The solicitation procedures motion filed by the GGP Debtors sought an expedited timeline for
solicitation, preliminary approval of the disclosure statement and plan confirmation in order to
effectuate the terms of the consensual agreement reached with the Debtors’ secured lenders — a
dual track process both with respect to approval of the adequacy of the disclosure statement and
plan confirmation. The disclosure statement was “preliminarily” approved on November 27,
2009, and a joint hearing on the disclosure statement’s adequacy and plan confirmation was held
on December 15, 2009.



Skadden, Arps, Slate, Meagher & Flom LLP
May 2010

19

Skadden

parties to accept or reject the plan: (a) seven Special Servicers that administer and
service the GGP Debtors’ secured loans and (b) Prudential Life Insurance Company.
19 GGP asserted that the expedited plan confirmation timeline they sought was
appropriate because the only parties impaired under the plan (and, therefore, entitled
to vote on the plan) were holders of the secured debt claims arising under the project-
level secured financing arrangements. Thus, the GGP Debtors focused on form over
substance contending that the only parties with whom they had privity of contract
where entitled to vote irrespective of whether they were essentially notional holders
on behalf of the Investors.

The ultimate determination as to which parties should be solicited in voting on a plan
of reorganization in a bankruptcy in which a CMBS financing is included will
depend on the specific facts and circumstances of each case. For instance, as stated
above, the Special Servicer may be unwilling to agree to a consensual arrangement
that materially alters the Investors’ rights for fear of liability. Accordingly, it may be
necessary in such an event to solicit the votes of the Investors. Presumably, since
their legal rights are different from one another, they would be separately classified
in any plan seeking their acceptance or rejection.20

G. Plan Confirmation/Accepting Classes of Impaired Creditors

One of the preconditions to confirmation of a Chapter 11 plan is that the plan be
accepted by at least one class of impaired creditors. Typically, the individual SPEs
that are a part of a REIT debtor group will have few creditors other than CMBS
financings and these other creditors will most likely be paid in full as a part of any
restructuring plans — therefore, these creditors are unimpaired. Indeed, usually only
the CMBS financings will be impaired, and accordingly, will be the only parties
voting on the plan. A REIT debtor group will likely have received funding through
multiple CMBS financings. The REIT debtor group may reach agreement with some
Special Servicers (or Investor groups depending upon whose votes are being
solicited), but may not reach agreement with others.

19 Other than with respect to the insurance company loans, the administration and service of the
loans underlying the GGP Debtors’ secured debt (including the right to negotiate the terms of the
agreements, and subject to obtaining certain consents under the applicable loan documents, to
vote to accept or reject a plan of reorganization) was transferred to Special Servicers pursuant to
various pooling and servicing agreements.

20 One alternative to separate classification and voting of/by Investors may be to seek approval of a
compromise with the Special Servicer as a compromise pursuant to Bankruptcy Rule 9019 and
give Investors notice of the hearing on approval of the compromise and an opportunity to object.
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Restructuring Issue: Can the plan confirmation requirement that at least one class
of impaired creditors accept the plan be satisfied in the bankruptcy of a specific SPE
if the representative body of the CMBS financing of that SPE votes to reject the plan
but representatives of another CMBS financing in a related case vote to accept the
plan?

Section 1129(a)(10) of the Bankruptcy Code requires as a precondition to
confirmation that at least one class of impaired claims accept a plan. Typically, the
only impaired class in an SPE’s plan of reorganization will be the CMBS financing
(whether dealing with the Investors directly or just the Special Servicer on their
behalf). Thus, it is possible that some of the SPEs will not have an accepting class of
impaired creditors. This issue was recently addressed by the court in In re Charter
Communications, Inc. — albeit, not in the context of a REIT restructuring. In
Charter, a group of noteholders contended that plan confirmation must fail as to
certain of the Charter debtors because no class of impaired creditors had voted to
accept the plan for those debtors. The Charter debtors’ bankruptcy cases were not
consolidated for substantive purposes but each of their Chapter 11 reorganization
plans were included in the same document. The bankruptcy court rejected the
noteholders’ objection. The court held that “it is appropriate to test compliance with
section 1129(a)(10) on a per plan basis, not . . . on a per-debtor basis.”21 In addition,
the court found that “the evidence supports a finding that the business of Charter is
managed by Charter Communications, Inc. on an integrated basis making it
reasonable and administratively convenient to propose a joint plan. That joint Plan
has been accepted by numerous other impaired accepting classes, thereby satisfying
the requirement of section 1129(a)(10).”

IV. CONCLUSION

Among the things we have learned thus far from the GGP and Extended Stay cases is
that bankruptcy remote is not equivalent to “bankruptcy proof,” that it is okay to use
cash from one SPE to pay the bills of a sister SPE and that solicitation of only the
Special Servicer, as opposed to the multitude of Investors, may be appropriate.
Various questions remain unanswered, including whether funding improvements to
SPE property can translate into adequate protection and whether reductions of
outstanding principal amounts is a practical outcome as opposed to a theoretical
possibility. Because of the likelihood of further REIT/CMBS Chapter 11 filings, it
will be interesting to see whether the courts answer these questions in the same ways
as have the courts in GGP and Extended Stay and/or whether they furnish answers to
questions that are as yet unanswered.

21 In re Charter Communications Inc., et al., Case No. 09-11435 (JMP) (Bankr . S.D.N.Y.)


