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Glossary: 
 
Securitization: The act of securitizing is the 
financial process of pooling various types of 
contractual debt such as commercial 
mortgages (CMBS), residential mortgages, 
auto loans or credit card debt obligations (or 
other non-debt assets which generate 
receivables) and selling their related cash flows 
to third party investors as securities, which may 
be described as bonds, pass-through 
securities, or collateralized debt obligations 
(CDOs). The ownership of the assets is usually 
transferred to a legal trust or special purpose, 
bankruptcy remote corporation to protect the 
interests of the security holders. Investors are 
repaid from the principal and interest cash flows 
collected from the underlying debt and 

TO PREPAY OR NOT TO PREPAY? WHY BOSTON PROPERTIES 
PAID $26.9 MILLION TO DEFEASE THE JOHN HANCOCK TOWER 
LOAN. 
  January 15, 2016 
 
Many commercial real estate (“CRE”) owners are reluctant to prepay their commercial real 
estate loan due to the assumed high cost of defeasing or prepaying their loan. Would you, 
the commercial real estate owner, pay approximately $26.9 million in transaction fees plus 
the cost of securities to defease your commercial real estate loan today? That is the crux 
of the question, which Boston Properties, Inc. (“Boston Properties” or “BXP”), one of the 
largest owners, managers, and developers of Class A office properties in the United States, 
answered by deciding to defease their CRE loan today due to the current and future interest 
rate environment despite paying approximately $26.9 million for their loan that would have 
been open to prepayment in October of 2016. If a firm the size and as sophisticated as 
Boston Properties knew it was best to prepay the loan, then why aren’t more commercial 
real estate owners similarly positioned in this market cycle defeasing or prepaying their 
performing loans?  
 
Despite the Recent Interest Rate Hike, Interest Rates Are Still at “Eye-
Opening” Historical Lows 
 
Interest rates are still near historical lows despite the recent increase in the Federal Funds 
Rate by 25 basis points implemented by the Federal Reserve on December 16, 2015 (see 
exhibit 1 below).   
 
 
 
 
 

 
 

 
 
As displayed in Exhibit 1, the current interest rate environment remains near “eye-opening” 
historical lows and many believe this will not last forever. Please click here to access 
Saratoga Springs Capital’s July 8, 2015 research publication that discusses interest rates 
further [www.saratogaspringscapital.com/research--analytics]. 

Exhibit 1: Historical 10-Year Treasury Rate (1/2/1962 - 1/4/2016)  

Sources: Federal Reserve Economic Data 
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redistributed through the capital structure of the 
new financing.  
 
Commercial Mortgage Backed Security:  
Commonly referred to as CMBS, which are 
securities collateralized by a pool of mortgages 
on commercial real estate properties in which 
all principal and interest from the mortgages 
flow to certificate holders in a defined sequence 
or manner. 
 
Defeasance: A process to substitute real 
property collateral when looking to sell or 
refinance an existing property, which was 
acquired through a real-estate loan that is call 
protected but allows defeasance at a certain 
point in time. The defeasance process is an act 
of making an investment whole by substituting 
real property collateral with a specified type of 
other collateral, typically government 
securities, that will generate sufficient cash 
flows on a schedule to closely mirror the 
principal and interest payments on the loan 
through maturity and including the maturity 
balance.  
 
Basis Point (Bps): A basis point is one 
hundredth of one percent, which is used mainly 
to express differences in interest rates. 
 
 
 

Why did Boston Properties pay approximately $26.9 million in transaction fees to defease 
a loan that would have been open to prepayment within the next year? As mentioned 
above, the markets are projecting interest rates to rise and not return to the current 
historical lows for a very long time. Therefore, BXP decided to incur the $26.9 million in 
transaction costs in order to save a far greater amount with a lower fixed interest rate for 
the next 10-years.  
 
Boston Properties Could Potentially Save $14.1 Million by Defeasing their 
Loan 10-Months Early 
 
In 2006, Broadway Partners obtained a 10-year interest only loan for the John Hancock 
Tower from Greenwich Capital and Lehman Brothers, which was assumed by Normandy 
Real Estate Partners and Five Mile Capital Partners in 2009 and subsequently acquired 
and assumed by Boston Properties in 2010.  
 
By defeasing their loan before the October 2016 open prepayment date, Boston Properties 
could potentially save approximately $14.1 million, which comprises $32.0 million by 
reducing their next 10-years of interest payments if you consider a modest 50 basis points 
rise in interest rates by the open prepayment period, $9.0 million in opportunity costs by 
foregoing 10-months of higher interest payments until the open prepayment date, minus 
$26.9 million in transaction costs to defease their loan. The $41.0 million saved by reducing 
their overall interest payments significantly offsets the $26.9 million transaction costs (see 
Exhibit 2 below). 
 
 
 
 
 

 

 
 

 

 
 
As per Exhibit 2, Boston Properties saved approximately $14.1 million just by defeasing 
their loan 10-months before the open prepayment date and locking in a potential lower 
interest rate today. In addition, this does not include the additional tax savings by expensing 
the transaction costs during the 2015 fiscal year, which would reduce both the taxable 

Exhibit 2: Projected Savings Through Defeasance  

Source: Saratoga Springs Capital, Trustee – Financials as of June 2015 (annualized) 
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income and liability for BXP, as well as taking advantage of a lower cap rate environment 
that probably will produce greater non-recourse proceeds. 
 
Hesitating or Delaying “Probably Will” Cost Borrowers More Money in the 
Future 
 
For commercial real estate owners, the time is probably right to defease or prepay their 
loans in order to maximize profits over the long term. Borrowers should not worry as on 
average transaction costs would not be anywhere near what Boston Properties had to pay 
given their original loan amount was $640.5 million. On average, transaction costs typically 
range from $20,000 to $60,000, and borrowers can expect to only pay a small fraction of 
the loan amount to purchase government bonds at a premium. Those transaction costs 
should be a very small percentage of the increased loan proceeds that a CRE owner will 
obtain given the growth in property’s values and inflation since the prior loan origination 
date.  
 
Selecting a Broker/Advisor Who Can Guide the CRE Owner Through This 
Process Is Key 
 
Commercial real estate owners will save and profit significantly as long as they are careful 
with whom they select to help guide them through this process. Saratoga Springs Capital 
has seen variances as great as 60% between different lenders and brokers/advisors on 
how they underwrite. Selecting a broker/advisor such as Saratoga Springs Capital that has 
sat in the lenders’ seat and knows in-depth how the market works is key to securing the 
best loan terms and maximum proceeds. 
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APPENDIX A: Sample of Loans in Upstate New York and Vermont that are Candidates for 
Defeasance/Prepayment 
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