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A mezzanine loan is a type of subordinate loan that is indirectly, rather than directly, secured by real property. 
Unlike a mortgage loan, which is secured by real property, a mezzanine loan is secured by a pledge of equity 
interests in an entity that owns real property and is governed by the Uniform Commercial Code (UCC). While the 
performance of both the mortgage loan and the mezzanine loan depends on the income from the underlying real 
property, the nature of the mezzanine loan security creates additional risks to both the mezzanine lender and the 
mezzanine borrower that should be understood by counsel to either. This practice note discusses the structure 
of a mezzanine loan on a stable, income-producing property. It addresses key due diligence issues unique to 
mezzanine lending and gives an overview of necessary loan documents and third-party agreements, including the 
intercreditor agreement, which governs the relationship between the mortgage lender and the mezzanine lender.

For additional information on real estate mezzanine loans, see Market Trends 2017/18: Mezzanine Financing, 
Mezzanine Loan Structure Diagram (Real Estate Transaction), Title Insurance for Mezzanine Financing, and 1 
Commercial Finance Guide § 3.03.

Considerations for Mezzanine Borrower and Mezzanine Lender
From the mezzanine borrower’s perspective, mezzanine loans are a means of obtaining additional financing that 
is typically not available based on traditional mortgage-based financing alone. While mortgage loans typically 
have a loan to value ratio of 60%–75%, a mezzanine loan can take that ratio up to 90%. This additional layer of 
financing allows for more upfront loan proceeds for the acquisition or development of the property and, if all goes 
well with the property, the result will be a higher return on the owner’s equity in the property.

Of course, this additional leverage comes at a price. Since the mezzanine loan is subordinate to the mortgage 
loan and therefore riskier for the mezzanine lender, it will have a higher interest rate. This is the most obvious 
advantage for a lender who is looking for higher returns. This makes mezzanine loans particularly attractive to 
debt funds and other nonbank lenders who are looking to achieve yield targets that would not be possible with a 
mortgage loan.

Though the interest rate of a mezzanine loan will typically be higher than that of a traditional mortgage loan, the 
transaction costs for mezzanine loans can be lower in several key respects. While mezzanine lenders will typically 
require both a UCC insurance policy and a mezzanine endorsement to the owner’s policy of title insurance, 
these are typically cheaper than a mortgage lender’s policy of title insurance. For a detailed discussion of UCC 
insurance and mezzanine endorsements, see Title Insurance for Mezzanine Financing. In addition, in jurisdictions 
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like New York that have high mortgage recording taxes, there can be significant savings in recasting a portion of 
the mortgage loan as a mezzanine loan since mortgage recording taxes are only payable on recorded mortgages, 
not on equity pledges that serve as the security for a mezzanine loan.

Mezzanine loans do add a certain amount of complexity to the transaction, however. An additional loan means 
additional legal counsel, documents, legal opinions, and third-party reports. During the term of the loans, any 
requests for consents or waivers could be subject to two different parties’ review. If the loans are originated 
simultaneously, these costs can be reduced by having one counsel take the lead on drafting and negotiating 
the loan documents. Post-closing, however, most mezzanine lenders will require a separate consent right and 
will not agree to be bound by any approvals or waivers that the mortgage lender has given. While this can be 
administratively cumbersome, it is rarely an issue in practice when the loan is performing.

If the property is not performing, the lenders’ divergent interests and separate consent rights can create significant 
additional risk for an owner who is trying to restructure a nonperforming loan. If the income on the property is not 
sufficient to service both the mortgage and the mezzanine loans, the owner will have to convince two different 
lenders to restructure their loans or risk losing the property.

A mortgage loan workout can be difficult and time consuming in and of itself, and in a structure where there is also 
a mezzanine loan, there is additional time pressure and complexity. A mortgage lender that is foreclosing on its 
security interest must conduct its foreclosure in accordance with the relevant state laws. In a state that allows a 
power of sale, this can take a few months; in a state that requires judicial foreclosure, this can take many months 
or even years. See Foreclosure of Real Property for a discussion of foreclosure laws. In contrast, the foreclosure 
of a pledge of equity interests under the UCC can be completed in 60–90 days. For further information on UCC 
foreclosure, see Commercial Real Estate Mezzanine Financings. The result of these divergent processes is that 
the mezzanine lender has the advantage of a quick path to enforcement, but the owner has less flexibility and 
leverage.

Although this quick path to enforcement is an obvious benefit to the lender, it is not without additional risks. A 
foreclosing mortgage lender takes the property free and clear of any liens arising after the date of the mortgage. 
A foreclosing mortgage lender is also not subject to any liabilities incurred by its mezzanine borrower entity that 
do not run with the property. A foreclosing mezzanine lender, however, succeeds to the ownership interests in 
the property owner, and not the property itself. This leaves the property owner (and thus the mezzanine lender) 
subject to all the liens and encumbrances on the property, regardless of when incurred. It is also subject to all the 
liabilities incurred by the property owner, such as collective bargaining, management, and operating agreements.

additionaL diLigenCe in Mezzanine Loan transaCtions
In addition to the traditional mortgage lender’s property diligence, the mezzanine lender’s due diligence must 
include entity level diligence to understand these additional potential liabilities. The mezzanine lender is a secured 
creditor not of the property’s owner, but of that entity’s equity holder. This requires a more thorough analysis of all 
potential claims against the property’s owner, not just those of secured creditors.

Evaluating these potential claims requires an analysis of all agreements entered into by the property’s owner, 
which are also typically the subject of representations, warranties, and covenants concerning the same in the 
mezzanine loan agreement. Counsel for the mezzanine lender should require a representation that the mezzanine 
borrower has delivered true, correct, and complete copies of all agreements to which the property owner or the 
property are subject and additionally require a statement that there are no agreements binding the property owner 
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or the property that could have a material adverse effect on the property owner or the property other than those 
disclosed in the mezzanine loan agreement.

Counsel to the mezzanine borrower should be cautious not to give the mezzanine lender more than it needs to 
evaluate the actual risk and should therefore limit the scope of the representation described above regarding 
agreements by including the concept of material agreements (described below) to avoid an unintentional breach 
of the mezzanine loan agreement. In this context, “material agreement” should be defined as any contract over 
a certain dollar threshold, together with any contracts that cannot be terminated with a certain amount of notice 
(30–90 days is typical), or that require payment of a termination fee. This is a fair compromise that narrows the 
scope of the representation to what the mezzanine lender really needs to be concerned about: material, trailing 
liabilities that it will be unable to avoid assuming in a foreclosure scenario.

Various property-level agreements might also contain provisions restricting transfers of ownership interests in the 
property owner. This most often arises in a ground lease, a franchise, or management agreement for a branded 
hotel, and in agreements with government entities. While a ground lease for example, will often expressly permit 
a mortgage of the tenant’s interest in the ground lease and a transfer of that interest to the mortgagee upon 
foreclosure, there is not always a parallel provision permitting a pledge of the ownership interests in the property 
owner and subsequent transfer of such interests. You should review any such agreement very carefully to 
determine whether the restrictions on transfer of the ground lease interest also include a restriction on transfer of 
interests in the tenant entity itself without consent. If they do, the pledge securing the mezzanine loan, as well as 
any foreclosure of that pledge, could trigger a default under the ground lease.

Key Mezzanine finanCing transaCtion doCuMents
Loan agreement
If the mortgage loan and mezzanine loan are originated simultaneously, it is most efficient to base both 
loan agreements off of the same form. Typically, the mortgage loan agreement will be fully negotiated, then 
the mezzanine loan will be drafted based on the form of mortgage loan agreement. The mortgage loan 
representations will be recast so that entity level representations (due formation, authorization, etc.) refer to both 
the mezzanine borrower and the property owner. Property-related representations will refer to the property owner. 
In terms of covenants, the mezzanine borrower will be required to comply with entity-level covenants (maintaining 
existence, not incurring indebtedness) and causing the property owner to both comply with the entity-level 
covenants and the property-related covenants.

There are several provisions that will appear in the mezzanine loan agreement but not the mortgage loan 
agreement. The mezzanine loan agreement will include a covenant to cause the mortgage lender to comply with 
the terms of the mortgage loan agreement. There will also be a provision that allows the mezzanine lender to act 
on behalf of the mezzanine borrower to cure defaults under the mortgage loan agreement. If you are representing 
the mezzanine borrower, you should try to limit the mezzanine lender to acting on behalf of the mezzanine 
borrower only if all cure periods have expired (i.e., if an “Event of Default”) is continuing under the mortgage loan. 
Allowing the mezzanine lender to step in before the mezzanine borrower’s cure period has expired creates the 
potential for additional costs (not to mention confusion), and effectively limits the mezzanine borrower’s own cure 
period.

As the mezzanine lender’s counsel, you might argue that your client needs the right to step in and cure defaults 
under the mortgage loan to preserve the value of its collateral; if the mortgage loan is foreclosed, the mezzanine 
lender’s collateral will no longer have any value. However, this risk is more appropriately addressed in the 
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intercreditor agreement between the mortgage lender and the mezzanine lender (discussed further below under 
“Intercreditor Agreement”).

The mezzanine loan will also include a cross-default with the mortgage loan agreement, so that any event 
of default (as such term is defined in the mortgage loan agreement) under the mortgage loan agreement is 
automatically an event of default under the mezzanine loan agreement. Note that the reverse should not be the 
case—an event of default under the mezzanine loan agreement should not automatically trigger an event of 
default under the mortgage loan agreement. While most (if not all) of the mezzanine borrowers’ nonmonetary 
obligations are the same under both loans, the same is not the true for monetary obligations. There could be 
enough income from the property to pay debt service on the mortgage loan but not the mezzanine loan. This will 
normally trigger cash management under the mortgage loan; however, it should not give the mortgage lender the 
ability to foreclose if there are no defaults outstanding.

Pledge agreement
As previously discussed, the mezzanine borrower’s obligations to the mezzanine lender are secured by a pledge 
of equity interests in the property owner, evidenced by a pledge agreement. The pledge agreement creates a 
security interest in the equity interests in the property owner. The interests in the mortgage borrower subject to the 
pledge are personal property governed by the UCC. A typical requirement of mezzanine lenders and title insurers 
of mezzanine loans is that the security interest in the pledge of the equity interests be perfected (known as opting 
in) under Article 8 of the UCC, and that the mezzanine borrower’s ownership interest in the mortgage borrower 
(or whichever entity acts as collateral for the mezzanine loan) be certificated. Opting in under Article 8 permits the 
mezzanine lender to take physical possession of the membership certificates and protects their priority against 
potential bona fide purchaser claims. In order to effectuate conversion into Article 8 certificated securities, the 
mortgage borrower’s operating agreement should be reviewed and revised to include appropriate Article 8 opting-
in language and irrevocable proxies for Article 8 matters. For a detailed discussion of creation and perfection of 
security interests in LLC and partnership interests, see LLC and Partnership Interests Security Interests.

recourse guaranty
The recourse carve-out guaranty will typically include several additional carve-outs to address risks arising from 
the distinct nature of the mezzanine collateral. The mezzanine lender’s security interest in the collateral is not 
recorded in the real property records, increasing the risk that the collateral could be transferred free and clear of 
the security interest. In addition, as discussed above, a foreclosing mezzanine lender will not be able to “foreclose 
out” the entity liabilities of the property owner. The mezzanine lender will thus not be able to realize the value of 
the property without satisfying the liabilities of the property owner.

The recourse carve-out for vitiating the mezzanine lender’s security interest will take different forms, depending 
on how that security interest is perfected. If the mezzanine lender has a pledge of certificated securities, the 
guarantor will be liable if the issuer of those securities opts out of Article 8. If the pledge is in registered form, the 
recourse carve-out will cover any action by the issuer to void or change that registration.

As mezzanine lender’s counsel, you should include a carve-out that requires the guarantor to be responsible 
for any obligations under agreements entered into by the property owner. If you are representing a mezzanine 
borrower, you should narrow this as much as possible. For example, if there is a hotel management agreement in 
place that has significant termination fees, the mezzanine lender’s counsel might argue that a creditworthy third 
party should be responsible for those termination fees, not the mezzanine borrower. As the mezzanine borrower’s 
counsel, you would argue that the hotel management agreement creates value for the property and that value 
benefits both the mezzanine borrower and the mezzanine lender. Making the guarantor liable for obligations 
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under that agreement in a foreclosure scenario could discourage the mezzanine borrower from entering into an 
agreement that adds value for all parties involved. A fair compromise would be to limit the guarantor’s liability 
to those agreements that the mezzanine borrower entered into without the mezzanine lender’s consent. This 
protects the mezzanine lender from unforeseen liabilities, while allowing the mezzanine borrower to maximize 
the value of the property. As mezzanine borrower’s counsel, you should seek to exclude liability for an agreement 
entered into without consent that the mezzanine lender affirmatively assumes. If the mezzanine lender is 
benefiting from the agreement, they should pay for the services provided.

The mezzanine lender will also want to avoid making any payments to affiliates of the mezzanine borrower. If 
there is an affiliate property management agreement, for example, the mezzanine lender would not want property 
income going to that affiliate at the expense of the mezzanine lender. On the other hand, if the affiliate is providing 
services that are of value to the foreclosing mezzanine lender, that affiliate should be paid for those services. 
Similar to an agreement entered into without the mezzanine lender’s consent, the guarantor should not be liable 
for amounts payable under agreements from which the mezzanine lender is benefitting.

Mezzanine recourse carve-out guaranties also often include a carve-out for legal fees incurred by the property 
owner. The justification for this is that the mezzanine lender should not be liable for the fees incurred by the 
owner in contesting a foreclosure. As a mezzanine borrower’s counsel, however, you might note that not all of 
the property owner’s legal fees are for contesting the exercise of lender’s remedies; the property owner might 
be negotiating with tenants, entering into new leases, or negotiating a property sale which, like the agreements 
described above, adds value to the property as a whole. Therefore, you should limit the carve-out for legal fees to 
fees incurred in negotiating or contesting the lender’s exercise of remedies.

The termination provisions of the recourse guaranty and environmental indemnity (both at the mortgage level and 
at the mezzanine level) will be different than a mortgage-only financing. Recourse carve-outs cover actions by 
the property owner. If there is a foreclosure of the mezzanine loan, the property owner will no longer be controlled 
by the owner, but by the mezzanine lender. In order to prevent the guarantor for being liable for bad acts of a 
foreclosing lender, the recourse guaranty should terminate on foreclosure of the mezzanine loan.

As mezzanine borrower’s counsel, you should point out that the pledge allows the mezzanine lender to exercise 
voting rights and otherwise exercise control over the property owner before foreclosing on (or accepting an 
assignment in lieu of) the equity interests in the property owner. You should therefore try to limit the guarantor’s 
liability for bad acts occurring after any exercise of control by the mezzanine lender. As the mezzanine lender’s 
counsel, you may be concerned with the lack of a “bright line” standard for termination of the guaranty. A 
reasonable compromise on this point would provide that the guarantor is not liable for any losses occurring after 
foreclosure, assignment in lieu of foreclosure or other transfer of title to the equity interests to mezzanine lender, 
or for any other losses it can show were caused by mezzanine lender.

assignment of Management agreement
Other customary loan documents—the note, the assignment of management agreement, the recourse carve-
out guaranty, and the environmental indemnity—will also largely mirror the mortgage loan documents. There 
are two primary approaches to a mezzanine assignment of management agreement. Some mezzanine lenders’ 
counsel draft this as a second priority assignment (the first priority assignment being from the property owner 
to the mortgage lender). While this is certainly not objectionable from the mezzanine borrower’s perspective, it 
is not really necessary; a foreclosing lender will become the owner of the equity in the property owner and thus 
own the equity of the manager’s counterparty, without the need for an assignment. The better approach is to 
recast the assignment as an estoppel and recognition agreement that gives the foreclosing mezzanine lender 
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the same rights and protections upon a mezzanine foreclosure that the mortgage lender would have after a 
mortgage foreclosure. The property manager agrees that, upon a foreclosure of the mezzanine lender’s collateral, 
the property owner (now owned by the mezzanine lender) will have the same termination rights that a mortgage 
lender would have upon succeeding to the property owner’s interest in the property. This effectively replicates the 
benefit of the assignment of management agreement at the mezzanine level.

recognition agreements
A recognition agreement is essentially a subordination non-disturbance and attornment agreement (SNDA), 
estoppel, or comfort letter for a mezzanine loan. This agreement is key for those situations described above 
where a transfer of interests in the property owner is not permitted without the counterparty’s consent. This 
agreement also allows the mezzanine lender to benefit from certain lender protections that might, pursuant to the 
underlying agreement, only extend to the mortgage lender, such as notice and cure rights. An SNDA or franchisor 
comfort letter also frequently includes a provision that excuses a foreclosing lender from liability for obligations 
incurred by the landlord or franchisee prior to the date of foreclosure. These agreements will also often provide 
that the foreclosing lender is not bound by modifications made without its consent. A recognition agreement 
entered into by the mezzanine borrower, mezzanine lender, and counterparty—whether tenant, ground lessor, or 
franchisor—can provide for these benefits to be extended to the mezzanine lender.

intercreditor agreement
The mezzanine lender will also enter into an intercreditor agreement with the mortgage lender. The key premise 
of the intercreditor agreement is the subordination of the mezzanine loan (i.e., that the mortgage lender’s debt 
should be paid in full before the mezzanine lender’s debt is paid). At the same time, the intercreditor agreement 
should allow the mezzanine lender to preserve the value of its collateral even while allowing for payment in full of 
the mortgage loan.

The intercreditor agreement will include an express consent to the mezzanine financing by the mortgage lender 
and include various protections for the mezzanine lender so that it can preserve the value of its collateral. Without 
an intercreditor agreement, there is a risk that the mortgage lender could foreclose on the property, thereby 
eliminating the value of the mezzanine collateral. The mezzanine lender would still have a security interest in the 
property owner following a mortgage foreclosure, but that entity would no longer have any assets.

Under the intercreditor agreement, the mezzanine lender will get the right to receive notices from the mortgage 
lender, including, most importantly, notices of default. It will also include cure rights, whereby the mortgage lender 
agrees not to enforce its mortgage and to accept a cure of any mortgage loan defaults from the mezzanine 
lender. This standstill period allows the mezzanine lender to enforce on its collateral and take control of the 
property owner without the risk that the mortgage lender will complete its foreclosure, eliminating the value of 
the mezzanine lender’s collateral. To further minimize this risk, the intercreditor agreement will also include a 
covenant by the mortgage lender not to accept a deed in lieu of foreclosure without giving the mezzanine lender 
an opportunity to either effectuate its own foreclosure (or accept its own deed in lieu).

The intercreditor will also include restrictions on transfer of the mezzanine loan and outline the conditions 
to foreclosure of the mezzanine loan. Although the mortgage lender could effectively control the identity of 
the mezzanine lender and any successor owner of its mezzanine borrower through the covenants in its loan 
agreement, an intercreditor agreement gives the mortgage lender direct privity with the mezzanine lender and 
the ability to enforce these restrictions on it directly. These conditions to foreclosure typically include a cure of 
all outstanding monetary defaults, engagement of a qualified property manager, and delivery of a supplemental 
guaranty and environmental indemnity from the party that will now be in control of the property.
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The intercreditor agreement will also include a purchase option, which is effectively a right to pay off the mortgage 
loan under certain circumstances. These circumstances include a bankruptcy filing by the mortgage mezzanine 
borrower and an event of default under the mortgage loan (sometimes with a requirement that such default be 
outstanding for a certain period of time). This is usually a fallback option for the mezzanine lender that cannot 
satisfy the foreclosure conditions; it is not ideal as it requires the mezzanine lender to advance the amount 
necessary to pay off the mortgage loan. Although the mortgage lender would probably accept a payoff at that 
stage even without a pre-agreed purchase option, this allows the mezzanine lender to negotiate the terms before 
it is in imminent danger of losing its collateral.

The intercreditor agreement will typically also require the mezzanine lender to subordinate its claims against any 
guarantors that are also guarantors under the mortgage loan. Typically, the same entity or individual will be the 
recourse guarantor and environmental indemnitor. Assuming that entity or individual does not have unlimited 
assets, any amount that go to pay a mezzanine lender’s claim—which in many cases will come earlier than the 
mortgage lender’s claim, since the mezzanine loan typically encounters trouble earlier than the mortgage loan—
will reduce amounts available to pay any claims of the mortgage lender. The guaranty subordination provision 
maintains the agreed order of priority of payment between the mortgage loan and the mezzanine loan by requiring 
that any amounts paid to the mezzanine lender on a guaranty claim be paid over to the mortgage lender. For 
further information on intercreditor agreements, see Intercreditor Agreements (Mortgage Lender and Mezzanine 
Lender).

non-consolidation opinion
Lenders typically require that mezzanine borrowers to be bankruptcy remote special purpose entities (SPEs). 
Counsel for the mezzanine borrower will need to provide a legal opinion that the assets of the mezzanine 
borrower will not be consolidated into the bankruptcy estate of any affiliated entities that collectively own more 
than 49% of the mezzanine borrower. This legal opinion is known as a non-consolidation opinion. For further 
information on legal opinions in loan transactions, see Legal Opinions in an Acquisition Loan.

title insurance Policy
The mezzanine lender should obtain a UCC insurance policy, which is offered by all the major land-title insurance 
companies. A basic UCC lender’s insurance policy insures the creation, attachment, perfection, and priority of the 
mezzanine lender’s security interest in personal property collateral. For a detailed discussion of UCC insurance, 
see Title Insurance for Mezzanine Financing.

ConCLusion
As interest rates stay relatively low, mezzanine loans will continue to be attractive for borrowers looking to obtain 
as much leverage as possible and lenders looking to maximize their yields. Although based on the same forms 
and due diligence considerations as mortgage loans, the subordinate nature of mezzanine loans, together with 
the distinct nature of the collateral securing them, result in additional risks and considerations that the real estate 
finance practitioner should understand.
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