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A lender protection introduced following the S&L debacle of
the late 1980s is getting its first real test during the current
downturn — and seems to be working so far. 

The protection, known as a “bankruptcy carveout,” is
designed to prevent defaulted borrowers from delaying fore-
closures by filing for bankruptcy. Under the loan provision, a
nonrecourse commercial mortgage is
automatically converted to full recourse
status if a borrower voluntarily files for
bankruptcy. That would make the bor-
rower personally liable for the loan
amount and authorize the lender to
pursue all of the borrower’s assets to
gain repayment.

The bankruptcy provision is the
most significant of a menu of so-called
bad-boy carveouts that lenders added
to mortgages to keep foreclosures
from dragging on for months or even
years. The provisions started to be
introduced in the early 1990s, after
widespread bankruptcy filings dur-
ing the S&L crisis delayed foreclo-
sures, compounding the losses suf-
fered by lenders. But because of the
long-running bull market, the pro-
visions haven’t had much signifi-
cance until now.

“In the old days, borrowers
could declare bankruptcy and do
all kinds of things to keep the lender from foreclosing,”
said a longtime special-servicing executive. “The bad-boy
carveouts are going to be very useful this year.”

“None of these protections have been tested up to now,”
added a securitization attorney. “This year we’re going to see a
lot of them put to the test.”

Lenders said that there are already signs that the carveouts
are having the intended effect. Several market sources noted
that New York developer Harry Macklowe surrendered multiple
Manhattan properties without a legal fight last year when he
was unable to refinance a massive debt package from Deutsche
Bank.

“If he tried to fight Deutsche Bank by declaring bankruptcy,
he was going to be personally liable for all those loans, so being

combative wasn’t an option,” said one lender. Macklowe
declined to comment.

An attorney said his firm recently completed several fore-
closures in one day “without a single bankruptcy.” The carve-
out “did its job,” he said.

To be sure, lenders don’t view the provisions as a cure-all.
There’s no guarantee that the borrower will have other assets to

seize. “Remember that with the econo-
my as bad as it is now, somebody
defaulting on a property loan may
already be underwater on all his
other assets, too,” one commercial
banker said. “I’m not sure what
recourse is going to get you in that
case.”

“It’s another tool, that’s all,” said
an executive for the U.S. office of an
overseas bank. “If the stakes get high
enough, maybe the borrower will say,
‘Look, here’s some money, take it and
leave me alone.’ When a loan goes
bad, you want a lot of cards to play.”

The bankruptcy carveout doesn’t
apply to involuntary bankruptcies, but
lenders are watchful of whether bor-
rowers are engineering phony involun-
tary filings. “Let’s say the owner of a
building has some business relation-
ships connected with the building,” an
attorney explained. “He owes them
money for some services, so he gets

them to start demanding immediate payment. He announces
that he can’t meet the demands, so he declares bankruptcy.
Banks get really nasty when they think somebody’s trying to
pull something like that.” 

In addition to the bankruptcy carveout, lenders have added
other protections, said real estate attorney Joshua Stein, a part-
ner at Latham & Watkins. For example, a loan would convert to
recourse status if a borrower improperly uses a building’s cash-
flow or deliberately neglects upkeep. Likewise, a borrower
would be subject to recourse if unforeseen environmental
problems crop up. Also, a borrower can be liable if a lender
incurs expenses seizing or protecting the value of a property,
Stein said. 

‘Bad-Boy’ Carveouts Speeding Foreclosures

Investors Urge Sweeping Changes in CMBSA group of institutional investors has laid out a sweeping agenda of changes it
contends are necessary to revive the commercial MBS market. 

The proposals would affect nearly every aspect of securitization, from the way
rating agencies are paid to the role of originators after loans are packaged for sale. 

The suggestions were outlined this week at the Commercial Mortgage Securities

Association’s annual investors conference in Miami Beach. The investors, includ-
ing representatives of major insurance companies and asset managers, said that
investor demand for CMBS couldn’t be rebuilt without the changes.

While the investors don’t maintain that every proposal has to be adopted, they
said the suggestions represent the types of changes needed for investor confidence
to rebound. A common theme of the proposals is that the interests of the various
parties involved in transactions need to be better aligned.But some lenders attending the conference expressed doubts about the
prospects for many of the suggestions. They said some of the ideas would be 
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The protection, known as a “bankruptcy carveout,” is designed to prevent
defaulted borrowers from delaying foreclosures by filing for bankruptcy. Under the
loan provision, a nonrecourse commercial mortgage is automatically converted to
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See BAD on Page 9BONY Eyes Club Deal for Boston ProjectBank of New York is soliciting lenders on behalf of Boston Properties to partici-
pate in a big construction loan for a revised version of Russia Wharf, a mixed-use
project under way in Boston.The high-profile office REIT wants a loan in excess of $300 million to continue
construction of the 859,000-square-foot complex rising on the city’s Fort Point
Channel. BONY is trying to put together a club deal, market players say, though it
is unclear how many other lenders it wants to bring in.Wells Fargo, which has a longstanding relationship with Boston Properties, was
originally involved in the loan negotiations, but dropped out at some point. That
left BONY as the administrative agent.Boston Properties hopes to have a loan in place by the end of next month.
Construction began early last year and is slated for completion in 2011. It’s
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Peter Horos, a long-time senior portfoliomanager at Allstate and a well-known fig-ure in the commercial MBS world, wasamong a half-dozen people laid off by theinsurer last Friday. Horos ran Allstate’s$9.2 billion structured-products portfolio,which he set up in 1994. Horos joinedAllstate in 1987 after stints at FirstChicago, Aetna and Maryland NationalBank. He has served on the board of theCommercial Mortgage SecuritiesAssociation. His departure suggestsAllstate could emerge as a prominentCMBS seller in the coming months.
Richard Sigg and Christopher Callahanwill co-head the CMBS trading desk at
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