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In This Issue

by Andrew R. Giannella

This article addresses the  
basic elements of structuring 
mortgageable ground leases (leases 
of vacant land) and why anyone 
who is acquiring a leasehold 
interest in real estate should take 
care in doing so. A prospective 
tenant who intends to obtain �nancing to construct 
improvements on the leased ground should take special 
care in structuring the terms and conditions of a ground 
lease to ensure its mortageability. Properly structuring 
a mortgageable ground lease is important since it gives 
the tenant �exibility in �nancing, developing, and 
redeveloping the property and, in turn, increases the 
marketability and value of the leasehold interest. 

When a lender is asked to take a leasehold mortgage as 
security for a loan, it will carefully examine the ground 
lease to ensure it contains certain key provisions that 
make it mortgageable. These key provisions should, in the 
event of the ground tenant�s default under its leasehold 
mortgage �nancing, afford a Lender with reasonable 
assurances that it will be able to protect and realize upon 
its collateral � the ground lease, which establishes the 
tenant�s interest in the property. The following is an 
overview of six key provisions that should assure the 
mortgageability of a ground lease.     

1.	Title to Improvements; Initial and Renewal Terms; 
Exercise of Renewal Options
�	 Title to Improvements on the Leased Ground. A ground 

lease should contain a simple statement that title to 
the improvements constructed by the ground tenant 
will remain in the ground tenant until termination 
of the lease, when title will automatically vest in the 
lessor/owner. Such a provision allows an appraiser 
to consider the value of the improvements, making 
it easier for the lender to satisfy required loan-to-
value ratios. 

�	 Initial and Option Terms. The aggregate length of the 
initial and option terms of the ground lease should 
equal or exceed the term of the loan since the 
tenant�s operation of the improvements is generally 
the principal source of revenue for repayment of  
the loan. 

�	 Exercise of Renewal Options. To ensure the lease 
term is of suf�cient length, many lenders require 
the tenant to exercise renewal options at the time 

the loan is made. This protects the lender in two 
ways. First, it avoids the tenant�s inadvertent failure 
to exercise an option. Second, if the ground owner 
declares bankruptcy, it prevents the bankruptcy 
trustee from attempting to disaf�rm unexercised 
renewal options (either of which would terminate 
the mortgage at the end of the current lease term). 

2.	Use of Leased Ground. The �use� clause should be 
as broad as possible, preferably allowing the ground 
tenant to use the premises for �any legally permitted 
use or purpose.� Narrow use clauses (such as �for the 
operation of a restaurant�) limit the lender�s options 
if it steps into the shoes of a ground tenant in default 
on its �nancing. Narrow use clauses can also result 
in inadvertent technical violations by the tenant. 
Most ground owners insist upon some limitation 
on permitted uses, particularly if certain uses could 
impact other property owned by the owner. The 
ground tenant, however, should resist the inclusion 
of any provisions requiring the owner�s consent (e.g., 
regarding the design of buildings or for subleasing). In 
short, the more �exibility afforded the ground tenant, 
the better.  

    
3.	Assignment and Subletting. 

�	 Assignments. Ideally, there should be no restrictions 
on the assignment of a ground tenant�s interest. 
Lenders object to such prohibitions because: (a) 
the lender may not be able to cure a violation (see 
point 5 below), and (b) the lender may want to take 
an assignment of a distressed tenant�s interest the 
lease in lieu of foreclosure on its mortgage (and to 
further assign the tenant�s interest lease to a third 
party). If the ground owner insists upon restrictions 
on assignment, at a minimum, the above exceptions 
should be included. 

�	 Subletting. If �nancing is based on income to be 
derived from subletting, the ground lease should 
grant the ground tenant the unrestricted right 
to sublet the demised premises. In addition, the 
ground lease should require the owner to give non-
disturbance agreements to subtenants provided: (a) 
the sublease is subordinated to the ground lease and 
(b) the subtenant will attorn to the ground owner if 
the ground lease is terminated.

4.	Subordination of the Fee Mortgage. Ideally, the 
ground lease will require all mortgages of the ground 
owner�s interest in the land to be subordinated to 
the ground lease and the leasehold mortgage. Such 

continued on page 6



IMPACT NEWSLETTER    |    FALL 2006    |    PAGE �

Real Estate Financing:  
The ABC�s of Defeasance

by James G. Heldman and M. Ryan Kirkham

Commercial real estate investors whose properties 
are �nanced via loans securitized in the commercial 
mortgage-backed securities (�CMBS�) market will 
undoubtedly encounter, if they haven�t already, the term 
�defeasance� in future transactions. Defeasance came 
on the scene in the early 1990�s and has been a �xture 
in nearly all �xed-rate CMBS loans since 1998. In fact, 
according to Moody�s Investor Services, the growth in 
defeasance balances has been quite staggering, from a 
single $5.6 million loan in 1999 to over 2,000 loans 
totaling $21.19 billion in 2005.  

What is defeasance, how does it work, and what 
are the costs and bene�ts?
In its simplest sense, defeasance is the substitution of 
one type of collateral for another. It is not a �payoff� 
and should not be confused with Yield Maintenance, 
which is a form of prepayment penalty when a loan is prepaid. For CMBS 
loans, defeasance is the process by which the real estate securing the loan 
is replaced by government securities. The original note remains in place 
following defeasance, but it is collateralized and serviced by the securities 
rather than the real estate. Additionally, a �successor borrower� is formed 
to take title to the securities and assume the loan obligations of the original 
borrower. When the dust settles, the original borrower is no longer liable on 
the loan, and the real estate has been released from the mortgage.  

Defeasance has become popular because investors in securities backed by 
CMBS loans want predictable and uninterrupted cash �ow. Conversely, 
borrowers under CMBS loans want the ability to sell or re�nance, especially 
when their property values appreciate and/or when interest rates fall. 
Defeasance bridges this gap by allowing the original collateral to be released 
from the mortgage lien, thus allowing the borrower either to re�nance or 
sell the property free and clear, while at the same time keeping the payment 
stream for the loan intact. The payment stream remains intact because the 
government securities that replace the collateral are structured in such a 
way that their income stream replicates the remaining payments due under  
the loan.  

A loan defeasance can be quite complex because most borrowers and counsel 
are inexperienced with the mechanics of defeasance, the highly technical 
requirements for successfully defeasing a loan, and the number of specialized 
players who need to be engaged. For example, virtually all securitized loans are 
held by entities that qualify as �REMICs� � Real Estate Mortgage Investment 
Conduits. Under the Internal Revenue Code, REMICs enjoy the bene�t of 
no taxation at the entity level, which means all debt service payments from 
the underlying mortgages �ow through the REMIC directly to the investors. 
REMIC rules permit defeasance, provided that: 

�	 the mortgage release occurs no less than two years from the �startup day� 
(when the loan was securitized);

�	 the loan documents expressly permit defeasance;
�	 the substitute collateral consists solely of government securities; and 
�	 the lien is released to facilitate property disposition or some other 

customary commercial transaction.

The Players
The parties involved in a defeasance, in addition to the borrower and the 
lender, include: (1) a broker-dealer who selects the portfolio of qualifying 
securities; (2) a securities intermediary who holds the securities in the 
name of the borrower, for the bene�t of the lender, and makes the monthly 
debt service payments to the lender; (3) an accountant who veri�es that 
the selected securities will be suf�cient; (4) a successor borrower (a newly 
formed, bankruptcy-remote special-purpose entity) to assume the newly 
defeased loan; (5) a defeasance consultant who assists the borrower and 
lender in all aspects of the process; and (6) counsel for the borrower and 
the lender.  

Given the complexities and the number of players involved, the transaction 
costs for a defeasance can easily range from $50,000 to $100,000. The 
other potentially signi�cant expense is the cost of the securities, which 
generally is a function of interest rates and the remaining term of the loan. 
Where prevailing interest rates are lower than the coupon rate of the loan 
to be defeased, the cost of the replacement securities will necessarily exceed 
the principal balance of the loan. This excess is known as the defeasance 
premium. Conversely, where the prevailing interest rates are higher than the 
coupon rate of the existing loan, the cost of the replacement securities should 
be less than the principal balance of the loan � the defeasance discount. The 
greater the gap in interest rates and the longer the remaining loan term, the 
greater the premium or discount. Thus, generally speaking, when rates are 
declining, the cost of defeasance goes up; when rates are increasing, the cost 
of defeasance goes down.

The mechanics of a defeasance closing are also quite different from a 
traditional loan closing. A defeasance closing typically consists of a three-
day process: 
�	 Day One � the broker-dealer purchases securities (usually using funds of 

the defeasance consultant);
�	 Day Two � the borrower�s re�nancing or sale transaction is closed and 

funded into escrow; and
�	 Day Three � the defeasance consultant delivers the securities to the 

securities intermediary; the escrow agent disburses funds and records the 
mortgage release.

Whether defeasance is right for a particular borrower comes down to a 
cost-bene�t analysis. Borrowers with defeasance provisions in their loan 
documents should evaluate the alternatives thoroughly with the help of 
their attorney and possibly a defeasance consultant. The costs of defeasance 
should be weighed against the bene�ts of re�nancing at a lower interest 
rate and/or pulling out built-up equity. Borrowers contemplating new CMBS 
loans may �nd that the costs of defeasance, although substantial, are more 
than offset by the favorable rates available on CMBS loans.

Jim Heldman is the Chairman and Ryan Kirkham is a member of the Strauss & 
Troy Corporate Group. They regularly advise clients regarding matters relating to 
�nancing alternatives. 

James G. Heldman

M. Ryan Kirkham
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Attorneys on the Move

Bill Strauss, President of Strauss & Troy, 
was appointed to the Executive Advisory 
Council of the University of Cincinnati 
Real Estate Program. The purpose of 
the Council is to provide guidance 
and support to the College of Business 
Administration, including the Dean, the 
Real Estate Program Director, students  
and others. Under the direction of  
Dr. Norman Miller, this highly regarded 
program combines undergraduate and 
graduate programs in business and 
economics with extensive specialized 
coursework in real estate.

Jim Heldman participated in August 
in the 11th Annual Tennis Masters 
Mercedes-Benz Pro-Am for the bene�t of 
Inner City Youth Opportunities, for which 
he serves as Trustee and Secretary. Jim 
was also honored for ten years of service 
on the ICYO Board. Strauss & Troy was 
recognized for its contributions and 
hands-on services provided to ICYO over 
the years. In September, Jim was appointed 
co-chair of the $1,000 - $10,000 Division 
of the Jewish Federation�s 2007 Annual 
Campaign.

Stuart Brinn spoke at the Corporate 
Counsel Institute on October 6, 2006 on 
the topic of Doing Business with Distressed 
Companies. The seminar was sponsored by 
the Ohio State Bar Association Corporate 
Counsel Section.

Marty Butler is serving as the Chairman 
of the Northern Kentucky Division of the 
Fine Arts Fund.

Marilyn Maag was the Program Planning 
Chair of the Marvin R. Pliskin Advanced 
Probate and Estate Planning Seminar in 
Columbus and sponsored by the Ohio 
State Bar Association Estate Planning, 
Trust and Probate Section. Paul Calico 
was a featured speaker at the seminar, 
which was attended by over 500 lawyers 
from around the State. Paul�s topic was 
Alternative Dispute Resolution of Probate 
Law Disputes.

Eleven Strauss & Troy attorneys were recently recognized by their peers as Ohio Super 
Lawyers. Ballots were sent to all attorneys practicing in Ohio for �ve years or more, 
asking them to cast votes for the best lawyers they had personally observed. A panel 
then reviewed the votes and ranked the nominees in over 50 practice areas; the top 5% 
were designated as Ohio Super Lawyers. 

We are pleased to announce Strauss & Troy�s 2007 Ohio Super Lawyers:
William V. Strauss

Martin C. Butler

Marilyn J. Maag

Paul B. Calico

James G. Heldman

Stuart C. Brinnn

News of the Firm

We are also pleased to report that Thomas C. Rink, Daniel H. Demmerle, II, Richard 
S. Wayne, Paul B. Calico, Andrew M. Shott, Marilyn J. Maag, Thomas L. Stachler, 
and Andrew R. Giannella have been selected for inclusion in the 2007 edition of  
The Best Lawyers in Americafi. Fewer than 1% of the attorneys in the United States 
achieve this distinction; selection as a Best Lawyer is considered a singular honor. 
The process is based solely on an exhaustive peer-review survey in which attorneys 
throughout the country con�dentially rate the legal abilities of their professional peers 
in their areas of expertise. 

Claudia G. Allen Paul. B. Calico Ann W. Gerwin James G. Heldman

Marilyn J. Maag Thomas C. Rink Andrew M. Shott Thomas L. Stachler

William V. Strauss R. Guy Taft Richard S. Wayne

Thomas C. Rink Daniel H. 
Demmerle, II

Richard S. Wayne Paul B. Calico

Andrew M. Shott Marilyn J. Maag Thomas L. Stachler Andrew R. Giannella



IMPACT NEWSLETTER    |    FALL 2006    |    PAGE 4

Client Spotlight

At Comey & Shepherd Realtors, a key measure of success is per-agent productivity. Founded in 1946 by Harold 

Comey, the �rm boasts 22 unit transactions per agent per year, which puts the company in the top ten of large 

US brokerage �rms. Based upon 2005 unit sales, Comey & Shepherd is ranked by Real Trends as the 58th 

largest independent brokerage in the US. 

The company has 12 of�ces located in and around greater Cincinnati, including the �rst residential of�ce in 

downtown Cincinnati, located on Main Street in Over-the-Rhine. The company actually began its life in the 

downtown market, when Harold Comey focused on commercial real estate in the late 40�s and 50�s. Residential 

real estate did not begin until 1952 with the arrival of Ed Shepherd and the opening of a residential of�ce in 

Mariemont. 

In 1969, the business was sold to Roy Nelson, who operated the �rm until 1990, when Scott Nelson took  

over as President. In 1996, Roy Nelson died and control passed to Scott Nelson as CEO. Terry Hankner was 

named President. 

The �rm prides itself on innovative management practices, such as open book management and a staff review 

process in which the agents, who are considered the true customers of the company, review staff and management. 

These practices have created a unique culture within the branch of�ces. 

The company hires a mix of experienced agents from other �rms and highly quali�ed new agents. As a result 

of a continuing increase in per person productivity, the �rm has grown sales without adding large numbers  

of agents.

Comey & Shepherd has long represented many of the �nest homes in the area. This market segment is augmented 

by an af�liation with Christies, the �ne art and auction house, which also maintains a real estate division for the 

marketing and sale of exclusive properties around the country.

This year, Comey & Shepherd celebrates its 60th year in business.

For more information about Comey & Shepherd Realtors and the services it has to offer, 

please feel free to call Mr. Scott Nelson at 561-5800, or visit its website at www.comey.com.
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�rst 3% and 50% of the next 2%. Beginning in 2008, 401(k) plans that 
provide for automatic enrollment may satisfy the safe harbor by matching 
100% of the �rst 1% plus 50% of the next 5% of compensation. All employer 
contributions must be 100% vested after two years of service. 

IRA Distributions
Under current law, a surviving spouse may transfer death bene�ts under a 
quali�ed retirement plan, 403(b) annuity, or governmental 457 plan directly 
to the spouse�s IRA. No such option is currently available to a non-spouse 
bene�ciary, which precludes those bene�ciaries from deferring receipt of the 
account. The PPA allows a plan to transfer a death bene�t to an �Inherited 
IRA� of a non-spouse bene�ciary beginning in 2007. An Inherited IRA uses the 
minimum distribution rules based on the life expectancy of the participant. 
The bene�t to the bene�ciary is signi�cant because instead of paying taxes on 
a lump-sum payment, which is generally required to be distributed within 
�ve years of death, the account can continue to grow, with taxation deferred. 
The PPA also provides an opportunity in 2006 and 2007 for an IRA owner 
age 70‰ or older to direct the transfer of up to $100,000 per year from the 
IRA to a charity (other than a private foundation or donor-advised fund). The 
transferred amount is not included in the gross income of the IRA owner and 
is not subject to charitable deduction limitations.

Roth IRAs
Roth IRAs are taxable when contributed, but tax-free � including all 
earnings � when distributed. However, Roth IRAs may only be established 
by taxpayers with an adjusted gross income (AGI) of $100,000 or less. The 
PPA provides some planning opportunities to those wishing to establish Roth 
IRAs. Just as Roth 401(k) plans are now permanent, so too is the opportunity 
to roll distributions from Roth 401(k)s into Roth IRA accounts without 
AGI restrictions. Beginning in 2008, rollovers from non-Roth accounts in 
quali�ed plans, 403(b) annuities, and governmental 457 plans can be made 
directly to Roth IRAs, but subject to the AGI limits. Beginning in 2010, an 
IRA can be converted into a Roth IRA regardless of AGI, with the income tax 
on the converted account deferred into the following two years (half payable 
in 2011 and half in 2012). Conversion to a Roth IRA may be advantageous 
to an IRA owner whose tax bracket is lower at the time of conversion than it 
will be when the IRA is drawn down. Since minimum distribution rules do 
not apply to Roth IRAs and the income compounds tax-free, participants may 
want to consider using a Roth IRA as part of their estate plan.

Reporting Requirements and Bene�t Statements
Beginning with 2007 Plan Years, the annual tax report will be simpli�ed for 
plans with fewer than 25 participants. One-participant plans with less than 
$250,000 in plan assets will be exempt from �ling an annual report. Bene�t 
statements must be distributed at least annually to participants in de�ned 
contribution plans and quarterly if the participant can direct investments. 
The percentage vested must be shown on the participant statement.

Investment Advice
Employers sponsoring plans that allow participants to direct their own 
investments have been concerned about their liability for providing 
investment advice to employees. Beginning in 2007, participants in 401(k) 
plans, 403(b) annuities, and 457 plans can receive investment advice from 
��duciary advisers� who receive a fee for their advice so long as the fees 
are not dependent on the investment selected. Plan �duciaries (including 
the employer) may satisfy their obligations to participants if the adviser 
enters into an �eligible investment advice arrangement� and the �duciary 
prudently selects the adviser and periodically reviews the appropriateness 
of the selection. If so, the employer or other plan �duciary cannot be held 
responsible for the investment advice given to participants.

Claudia Allen and Larry Neuman design employer bene�t plans and advise on 
their operation. To learn more about the Pension Protection Act, please feel free to 
contact Ms. Allen or Mr. Neuman.

  Participants Bene�t by  
  Pension Protection Act

by Larry A. Neuman and Claudia G. Allen

Last August, amid headlines focusing on the bailout of 
large airlines and shoring up de�ned bene�t pension 
plans, the Pension Protection Act (�PPA�) quietly 
added several signi�cant bene�ts for plan sponsors 
and participants in other quali�ed retirement plans. 

Accelerated Vesting
Most retirement plans require participants to work for 
the employer for several years before they are �vested,� 
i.e., entitled to receive full bene�ts. The PPA requires an 
acceleration of vesting for de�ned contribution plans 
beginning in 2007. Plans in which participants receive 
no bene�ts if they leave before �ve years of service, but 
are 100% vested after �ve years of service (�ve-year 
�cliff vesting�) must reduce the vesting requirement 
to three years; plans that provide for seven-year 
graduated vesting (where a participant becomes 20% 
vested after three years of service and then earns 20% 
for each subsequent year of service) must reach 100% 
by the end of the sixth year of service. This new rule applies to participants 
who have at least an hour of service after January 1, 2007. Service prior to 
2007 will be taken into consideration in determining vesting.

EGTRRA Extensions
A number of provisions enacted by Economic Growth Tax Relief and 
Reconciliation Act of 2001 (�EGTRRA�) that encouraged retirement savings 
were set to expire on December 31, 2010. The PPA made the following 
provisions permanent, subject to cost-of-living increases at prescribed 
levels: 
�	 The annual de�ned contribution plan limit remains at $44,000 per 

participant.
�	 The annual limit for 401(k) and 403(b) contributions remains at 100% of 

compensation up to $15,000. 
�	 The catch-up contribution limits for participants age 50 and over remains 

at $5,000 for 401(k) and 403(b) plans and $1,000 for IRAs.
�	 Roth 401(k)s were also made permanent.

Especially signi�cant for small business owners is the permanent increase in 
the deduction limit to 25% of total compensation, with salary deferrals no 
longer taken into account. This allows a business owner to deduct company 
contributions of up to 25% of all participants� compensation plus all 401(k) 
contributions. 

Automatic Enrollment
To boost retirement saving, beginning in 2008 an employer may automatically 
enroll all eligible participants, deducting a prescribed percentage of their 
pay (starting at 3% in the �rst year and increasing 1% annually to 6%) and 
contributing it to their 401(k) plan. Participants may �opt out� at any time 
and may withdraw any deferrals within 90 days after the �rst deferral. Notice 
of automatic enrollment and the right to cease deferrals must be given a 
reasonable time before the beginning of each plan year. As an inducement to 
add automatic enrollments, the time to perform the nondiscrimination tests 
on deferrals is extended to six months after the end of the plan year. 
Automatic enrollment incentives are also included for �Safe Harbor� 401(k) 
plans. A sponsor of a Safe Harbor 401(k) Plan currently can be deemed to 
satisfy nondiscrimination rules without testing by agreeing to contribute at 
least 3% of each participant�s compensation or by matching 100% of the 

Larry A. Neuman

Claudia G. Allen




