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I. REITs – Brief Background

77

What is a REIT?
• An entity that owns, operates or finances income producing real
estate.
▪ REIT must be a US entity
▪ no limit on the type of state law entity that can qualify as a REIT but treated as
corporation for tax purposes. While most REITs are formed as trusts or corporations,
there may be state or foreign tax planning reasons to form a REIT as a partnership or
LLC
▪ Most REITs formed under Maryland law
▪ Can be privately-held or publicly-traded

• A REIT is an entity that satisfies certain US federal income tax
requirements and elects to be taxed as a REIT. The tax requirements
generally are designed to ensure that the REIT:
▪ Is treated as a passive investor in real estate (and related assets).
▪ Does not retain its earnings.
▪ Is beneficially owned by a diversified stockholder base.
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Requirements to Qualify as a REIT
• Be an entity that would be taxable as a US corporation but for its REIT status;
• Be managed by a Board of Directors or Board of Trustees;
• Have shares that are fully transferable;
• Have a minimum of 100 shareholders after its first year as a REIT;
• Have no more than 50 percent of its shares held by five or fewer individuals during the last half of
the taxable year;
• Invest at least 75 percent of its total assets in real estate assets and cash;
• Derive at least 75 percent of its gross income from real estate related sources, including rents
from real property and interest on mortgages financing real property;
• Derive at least 95 percent of its gross income from such real estate sources and dividends or
interest from any source;
• Pay at least 90 percent of its taxable income in the form of shareholder dividends each year;
• Have no more than 20 percent of its assets consist of non-qualifying securities or stock in taxable
REIT subsidiaries; and
• Not be a bank or insurance company.
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Benefits of REIT Qualification
• Typically no entity level tax
▪ Permitted to deduct the amount of any dividends it pays when calculating its taxable
income
▪ Favorable methods to deal with its capital gains income

• Ability to Attract Tax-exempt and Foreign Investors
▪ Foreign investors (including sovereign wealth funds) can invest in US real estate
without having to pay a tax on the sale of the indirect interests in the real estate in
certain circumstances
▪ Tax-exempt investors to invest in leveraged real estate without incurring the tax on
unrelated trade or business income (UBTI). However, there are particular REIT rules for
pension-held REITs which may cause dividends to be treated as UBTI for pension plan
investors.
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Types of REITs
• REITS Can be Property Owners and/or Mortgage Holders
▪ Equity REITs: REITs that purchase, own and manage income producing real estate properties.
Revenues come primarily through rents and not from the reselling of the portfolio properties.
▪ Mortgage REITs: REITs that lend money directly to real estate owners and their operators or acquire
loans that are secured by real estate. The lending may be either directly through mortgages and
loans or indirectly through the acquisition of mortgage-backed securities. Revenues come primarily
from the net interest margin —the spread between the interest they earn on mortgage loans and
the cost of funding these loans
▪ Hybrid REITs: REITs that are a combination of an equity REIT and Mortgage REIT and hold old both
physical rental property and mortgage loans in their portfolios.

• REITS Can be Public or Private and Traded or Non-Traded
▪ Publically Traded REITs: REITs that are registered with the U.S. Securities and Exchange Commission
(“SEC”) and offer shares that are listed on a national securities exchange and can be bought and
sold by investors on the exchange.
▪ Public Non-Traded REITs: REITs that are registered with the SEC, but don’t trade on national securities
exchanges.
▪ Private Non-Traded REITs: REITs that are not registered with the SEC and don’t trade on national
securities exchanges. Shares are sold solely through private placements.
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REIT Structures

• Umbrella Partnership REIT (UPREIT)

• DownREIT
• Straight REIT (no operating partnership)
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UPREIT Structure
– continued

* Sample Structure from Westlaw

13

*A straight REIT would use a similar structure, but with no operating partnership

DownREIT Structure

* Sample Structure from FindLaw
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II. REIT Considerations for Structuring
the Credit Facility
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REIT Perspective Considerations
• REIT qualification matters must be taken into consideration when structuring a
REIT credit facility
• Must ensure that loan covenants and restrictions will not interfere with REIT
compliance, both before and after the occurrence of an event of default
▪ Credit Facility covenants should permit any distributions being made for
REIT compliance (and to avoid federal income tax)
▪ Credit Facility covenants should minimize the nature of any limitation on
transfers of REIT stock
• Credit facility provisions should be consistent with relevant REIT structure
▪ In an UPREIT structure, the OP is generally designated as the borrower, and
the REIT is typically a guarantor vs a Straight REIT Structure where the REIT
would likely be the borrower
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III. Recent Market Trends –
REIT Bank Loan Market
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Market Update
• Increased usage of bank loans rather than bonds
• Volatility in bond markets
• Pricing has been attractive compared to bonds

• No call protection
• Improved covenant terms in bank loans

• Unsecured bank loans

▪ Financing option of choice for many REITs
▪ Increased draws under unsecured credit lines
▪ Many borrowers shifting from secured to unsecured loans
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Market Update
• Longer dated term loans as part of capital structure
▪ Increasingly seeing seven-year term loans

– continued

▪ Takes advantage of historically low interest rates
▪ Protects against increased borrowing costs in a rising interest rate environment
▪ Have limited call protection
• Flexibility to refinance without a large prepayment premium
• Terms continue to favor borrowers

▪ Removal of certain financial maintenance covenants
▪ Loosening of restrictions on investments
▪ Been a continuing trend for past three years
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IV. Credit Agreement Process and Terms
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A. Introduction

21
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Key Considerations
• Ability to comply with REIT distribution requirements – including post-default
• Permit operational flexibility
▪ Unencumbered v. encumbered assets
▪ Mortgage financings
▪ Non-recourse carve-out guarantees
▪ TRS
▪ Industry specific
• Gaming, hospitality and leisure
• Office properties
• Telecom
• Healthcare
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Key Differences Between Corporate and REIT Facilities
Corporate Facilities
(non-IG borrower)*

REIT Facilities

Security

Typically secured

Either secured or supported by a pool
of unencumbered properties

Restricted payments

Limited dividend payments; must
meet exceptions or satisfy baskets

Can pay dividends to maintain REIT
status (even post-default)

Incurrence of Indebtedness

Limited debt incurrence; must meet
exceptions or satisfy baskets

Generally permitted when financial
maintenance covenants are met

Investments

Limited investments; must meet
exceptions or satisfy baskets

Generally permitted when financial
maintenance covenants are met;
though may contain percentage
caps by investment type

Financial Maintenance
Covenants

May be “covenant lite” or have one
to two covenants

Primary protection for lenders; often
contain more than four financial
maintenance covenants

*Investment grade corporate facilities are typically unsecured and generally contain more permissive covenants
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B. Process
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Timeline

DUE DILIGENCE PROCESS

t

t+2 weeks

Negotiate
engagement letter
and term sheet

t+6 weeks

Negotiate
ancillary
documents

Sign engagement
letter and begin
negotiating credit
agreement

Ongoing reporting
obligations and
delivery of
quarterly
compliance
certificates
Sign definitive
documentation
and fund
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Key Documentation:
Initial Documents
• Engagement letter
▪ Sets forth key syndication terms
▪ Term sheet attached
• Can be very detailed or more general
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Key Documentation:
Initial Documents
• Fee letter

– continued

• Arranger fee
▪ Fee paid for arranging financing
▪ Accordion arranger fee also typically set (unlike corporate borrowers)
▪ If a committed financing, will usually have an underwriting fee

• Upfront fee
▪ Fee paid to market
▪ Typically based on lender’s commitment request (not to exceed its invited
commitment) rather than the accepted commitment

• Administrative Agent fee
▪ Ongoing fee paid for acting as going forward agent
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Key Documentation:
Closing Deliverables
• Credit agreement

• Officer’s certificates

▪ Schedules

• Solvency certificate

▪ Exhibits
• Guarantees
▪ Make sure to review guarantor
organizational documents
• Notes (if requested)

• Compliance certificate
• Secretary’s certificate
▪ Including board resolutions
• Opinion of counsel

• Borrowing Notice
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C. Security and Guarantees
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Security
• Investment grade REIT facilities are typically unsecured
• Credit facilities for sub-investment grade REIT borrowers are typically secured
▪ Collateral included pledges of equity, profits and other entitlements of the
borrower and its subsidiaries
• Depending on industry may be able to obtain corporate like security
package
▪ Trend: REITs with ratings of BBB to BB are increasingly able to obtain
unsecured bank loans
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Security
• Typically, instead of collateral, banks rely on a pool of unencumbered property comprised
of select eligible property of the borrower – “Minimum Unencumbered Property
– continued
Condition”
▪ Eligible property is typically required to be:
• Wholly owned by or ground leased to borrower, guarantor or controlled joint
venture
▪

For investment grade borrowers, may be held by wholly-owned domestic
subsidiary

▪ Located in the U.S.
• Though some facilities provide for a sublimit of non-U.S. properties
▪ No asset level debt
▪ Aggregate pool value equal to or greater than the facility size
▪ Direct and indirect owners of the properties in the pool guarantee the facilities
• Typically required to have a certain minimum number of unencumbered pool properties
▪ Can range from three to ten
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Guarantees
• Investment grade – typically no guarantee requirement
• Sub-investment grade – guarantees are typically required

• Guarantors typically include:
▪ Parent entity in an UPREIT structure
▪ Each wholly owned subsidiary liable in respect of unsecured debt
▪ Each direct and indirect owner of an unencumbered pool property
▪ Sometimes may include “material subsidiaries”
• Based on a percentage of guarantor’s asset value
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Transition to Investment Grade
• Non-investment grade borrowers who expect to transition to
investment grade status during the life of their credit facility may build
in transition terms
▪ Release of subsidiary guarantors owning unencumbered pool
property
• Often requires prior notice and delivery of an officer’s
certificate
▪ Ability to opt-in to a more favorable ratings-based pricing grid
▪ Fall-away of certain financial maintenances covenants
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D. Interest Rates
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Borrowing Rate
• Investment grade borrowers: ratings-based grid
▪ Negotiated provision for pricing in split-ratings circumstances
• Number of ratings required
• Whether high or low rating controls
• Non-investment grade borrowers: leverage-based grid
▪ Obtaining investment grade status may trigger a built-in option to transition
to a more favorable ratings-based grid
• Borrower option
▪ Ratings-based grid not mandatory—can wait if beneficial to stay in
leverage-based grid (e.g., if BBB- with lower leverage ratio)
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E. Maturity and Extension Options

36
36

Maturity and Extension Options
• Typical corporate facilities have maturities fixed with no extension
period

▪ Revolver: typically five years
▪ Term Loan: typically six to seven years
• REIT Facilities
▪ Revolver: often three years with option to extend for two six-month
periods
• Trend towards longer-dated four-year revolvers
▪ Term Loan: often five years or match revolver maturity

• Trend towards longer-dated seven-year term loans
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F. Representations and Warranties
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Customary Representations and Warranties
• Contain customary representations and warranties
▪ Existence
▪ Authorization
▪ No MAE
▪ No default
▪ Marketable title and ownership in fee
▪ Compliance with laws
▪ Insurance
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REIT-Specific Representations
and Warranties
• Maintenance of REIT status
▪ At all times, the Borrower will be organized and operated in a
manner that will allow it to qualify for REIT Status
• All unencumbered pool properties are eligible properties
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G. Affirmative Covenants
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Affirmative Covenants
• “Thou shall” covenants
• Require the borrower and other loan parties to take certain actions, such as
deliver information or maintain certain policies or practices
• Customary Affirmative Covenants:
▪ Financial statements
▪ Delivery of notices
▪ Maintenance of properties

▪ Reporting of defaults, MACs and changes
in ratings
▪ Payment of taxes

▪ Preservation of existence

▪ Compliance with laws

▪ Maintenance of insurance

▪ Inspection rights

▪ Maintenance of books and records

▪ Compliance certificate

▪ Maintenance of exchange listing
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Financial Statements and Reporting
• Annual audited financial statements
▪ Going concern qualification

• Quarterly unaudited consolidated financial statements
▪ First three fiscal quarters of each year only (typically)
• Compliance Certificate
▪ Concurrently with delivery of annual and quarterly financial
statements
• Forecasts of consolidated balance sheet, income statement and
cash flow projection
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Other Reporting and Notice Obligations
• Notices of certain material events, including:
▪ Defaults
▪ Matters that have or would reasonably be expected to have a
“material adverse effect”
▪ Announcement by Moody’s or S&P of change or possible change
in rating
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REIT-Specific Affirmative Covenants
• Maintenance of REIT status
• Procedures for adding unencumbered pool properties
▪ Notification and information to the Administrative Agent
▪ Add direct and indirect owners as guarantors (if required)
• Procedures for adding guarantors
▪ If a subsidiary becomes:

• A direct or indirect owner of unencumbered pool property
▪ Exception: if after an investment grade release
• A borrower or guarantor of unsecured indebtedness
▪ Exception: guarantees of nonrecourse indebtedness, which
guarantees generally are limited to a customary recourse
exclusion
▪ Must then execute a joinder agreement to the credit agreement
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H. Negative Covenants
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Negative Covenants
• “Thou shall not” covenants
• Prohibit the borrower and other loan parties from engaging in certain
activities
• Customary negative covenants include restrictions on:
▪ Incurring indebtedness
▪ Fundamental changes or dispositions
▪ Making restricted payments
▪ Changing the nature of the business
▪ Transacting with affiliates

▪ Entering into burdensome agreements
▪ Changing accounting policies and practices
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Restricted Payments
• Ability to make “Restricted Payments” is generally not limited when no
event of default occurred and is continuing
▪ “Restricted Payments”: dividends, distributions or repurchases of
equity interests
• Alternatively, may be constrained by a cap or limitation (e.g., up to
95% of funds from operations)
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Restricted Payments
• During an event of default, carve-outs allow the following Restricted
– continued
Payments to be made:
▪ Amounts sufficient to avoid payment of federal and state income
or excise tax
▪ Amounts sufficient to maintain REIT status
• Some facilities limit restricted payments upon bankruptcy or payment
event of default
▪ Can create issues for both lenders and borrower in bankruptcy
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Restrictions on Debt Incurrence
• Some facilities restrict the incurrence of indebtedness by categorizing
debt into baskets and constraining each basket with a cap or
limitation
▪ Hedging arrangements
▪ Capital leases
▪ General basket

• However, there is a trend to allow the incurrence of additional
indebtedness as long as the borrower is in compliance with its
financial maintenance covenants
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Restrictions on Debt Incurrence
• Indebtedness is often defined broadly
▪ Includes:

– continued

• Borrowed money, notes, bonds or debentures
• Capital leases
• Net payments in respect of swaps
• Deferred purchase price of property or services

▪ Excludes:
• Guarantees of non-recourse indebtedness
▪ Recourse typically limited to “customary recourse exceptions”
• Trade liabilities
• Security deposits
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Restrictions on Investments
• Limits ability of borrower and restricted subsidiaries to make
“investments”
▪ “Investments” typically defined as including:
• Purchase of equity interests or securities
• Loans or extensions of credit
• Purchase of business units
• Purchase or investment in real property
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Restrictions on Investments
• Often caps different baskets of investments, individually and in the aggregate

– continued

▪ May see baskets for investments in:

• Unconsolidated affiliates/JVs (e.g., 10% of total asset value)
• Assets under development (e.g., 15% of total asset value)
• Mortgage receivables (e.g., 5%–10% of total asset value)

• Unimproved land (e.g., 5% of total asset value)
• Aggregate of all investments (e.g., 25%–35% of total asset value)
▪ Cap could be a dollar value or percentage of total asset value
• Alternative formulation: generally permit investments so long as no event of
default occurred and is continuing
▪ Lenders protected by financial maintenance covenants and minimum
unencumbered property condition
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I. Financial Maintenance Covenants
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Financial Maintenance Covenants
• Key limitation on taking actions
▪ Not unusual to have four to eight

• Typical menu of financial maintenance covenants include:
▪ Total leverage

▪ Fixed charge coverage

▪ Secured leverage

▪ Tangible net worth

▪ Secured recourse leverage

▪ Total assets covenants

▪ Unsecured leverage

▪ Unencumbered NOI

▪ Unencumbered interest
coverage

▪ Unsecured debt yield
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Key Financial Definitions
• Capitalization Rate
▪ Rate of return on real estate investment property
▪ Used in the calculations of Total Asset Value and Unencumbered Pool Value
▪ Rates may differ for specific property categories (e.g., office, retail, multifamily) and/or geographic
location of the properties
• EBITDA – earnings before interest, taxes, depreciation and amortization
▪ Proxy for earning potential

• Net Operating Income (NOI)
▪ Proxy for income production of real estate
▪ Equal to revenue from the property minus all reasonably necessary operating expenses
• Negotiations over included v. excluded operating expenses
• Unencumbered NOI
▪ Net Operating Income of the unencumbered pool properties
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Key Financial Definitions
• Fixed Charges
▪ Interest Expense + regularly scheduled debt principal payments + preferred dividends

– continued

• Fixed charge coverage ratio (Adjusted EBITDA / Fixed Charges) measures the REIT’s ability to
repay its debt
• Total Asset Value
▪ Depreciated v. undepreciated book value of certain assets
▪ Caps on maximum amount of Total Asset Value attributable to certain assets
• Unencumbered Asset Value (UAV)
▪ No one property can account for more than a certain percent
▪ Often a minimum number of properties
▪ Sublimits on certain asset classes (e.g., international investments, development properties)
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Financial Maintenance Covenants
• Maximum Total Leverage Ratio
▪ Total Indebtedness to Total Asset Value

▪ Typical range: 60%–65%
▪ Increasingly seeing a ratchet of around 5% following a material acquisition
• Maximum Secured Leverage Ratio
▪ Total Secured Indebtedness to Total Asset Value
▪ Typical range: 40%–45%
• Maximum Secured Recourse Leverage Ratio
▪ Total Secured Recourse Indebtedness to Total Asset Value
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Financial Maintenance Covenants
• Maximum Unsecured Leverage Ratio

– continued

▪ Total Unsecured Indebtedness to Unencumbered Pool Value
▪ Typical range: 60%–65%
▪ Increasingly seeing a ratchet of around 5% following a material acquisition
• Minimum Unencumbered Interest Coverage Ratio
▪ Unencumbered NOI to Unsecured Debt Interest Expense on Unsecured Indebtedness
▪ Measured for trailing four quarter period
▪ Typical range: 1.75–2x
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Financial Maintenance Covenants
• Fixed Charge Coverage Ratio

– continued

▪ Adjusted EBITDA to Total Fixed Charges

▪ Typical range: 1.5–2.0x
• Tangible Net Worth
▪ Undepreciated value of the consolidated assets of the borrower and its
subsidiary minus goodwill and the value of other intangible assets

▪ Measure of the corporate worth of the REIT
• Total Assets
▪ Total Asset Value of borrower and guarantors to exceed a certain
percentage of the Total Asset Value of the borrower and all of its
subsidiaries
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Market Trend
• Removal of tangible net worth and total asset covenants
• Ratchet on debt ratios following material acquisitions
• Industry specific trends
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J. Events of Default

62
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Events of Default
• Customary events of default
▪ Failure to pay principal/deposit cash collateral when due
▪ Failure to pay interest within three business days of due date
▪ Failure to comply with covenants
▪ Insolvency of the borrower, any guarantor or other material
subsidiary
▪ Judgments
▪ ERISA events
▪ Occurrence of a “change of control”
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REIT-Specific Events of Default
• Cross-default
▪ Typically subject to a minimum threshold and/or certain triggering
events
▪ Baskets differ depending on whether the debt is recourse or
nonrecourse
• Nonrecourse debt often has a higher threshold and if triggered
by an acceleration of debt, must cause MAE
• Failure to maintain REIT status
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Jacqueline A. Brooks
Partner
Saul Ewing Arnstein & Lehr LLP
Assisting clients with problem-solving and transforming their business is what Jacqueline A. Brooks enjoys
most about practicing law. Clients in the business world rely on her to provide advice on matters ranging from
mergers and acquisitions to commercial finance and private offerings of debts and equity securities to REITs
and corporate governance. She also serves as general outside counsel to many private companies providing
day-to-day counseling, corporate governance and contracts advice. In this capacity, she often provides
advice on formation, operation and governance of corporations, limited liability companies and partnerships.
Jacqueline’s mergers and acquisition work includes representations of both buyers and sellers in mergers
and asset and stock acquisitions. In commercial finance matters, she has handled secured and asset-based
lending transactions and unsecured lending transactions by assisting with the drafting, negotiation and
structuring of commercial loans. Jacqueline also represents a number of publicly traded Real Estate
Investment Trusts and advises them on initial public offerings, follow-on debt and equity offering transactions,
finance transactions and REIT governance matters. She often acts as Maryland REIT counsel in these
transactions. In addition, Jacqueline has represented companies raising private equity and venture capital
funding, whether through debt or equity transactions and represented private equity and venture capital firms
in connection with issuance of mezzanine financing.
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Richard E. Farley
Partner
Kramer Levin Naftalis & Frankel LLP
Mr. Farley advises and represents some of the world’s leading commercial and investment
banks in sophisticated and complex domestic and international financing transactions, in
particular leveraged buyout financings, recapitalizations and refinancings. His work on behalf of
these clients includes syndicated financing transactions and private placements, acquisition
financing, asset-based financing, first and second lien debt transactions, high-yield debt
issuances, loan assignments and participations, and project finance.
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