
CMBS: Separating Business Risk from Financial Risk in a Covenant-lite Lending Environment  

One of the most profound statements in Warren Buffett’s annual reports to shareholders (there 

are just too many too count) is the following when talking about the nature of investments in 

various businesses: Our lack of strong convictions about these businesses, however, means that  

we must structure our investments in them differently from what we do when we invest in a  

business appearing to have splendid economic characteristics.     He was referring to whether he 

would invest in common stock, preferred share with conversion features or some other 

structure in different industries.  An extension of this argument is the way you structure an 

investment in a company.  You might believe in the business prospects of the company but are 

worried that management would mess up the whole show (particularly if the new management 

is a leveraged player such as a private equity shop).  In such cases, one has to structure one’s 

credit investments so as to separate the business risk from the financial risk of the company. 

One way in which lenders to casinos can protect themselves from management overreach and 

from management excessively levering up the company is having strong covenants.  That would 

prevent the assumption of excessive financial risk.  A way to separate business risk from 

financial risk of a casino is to participate as an investor in commercial mortgage backed 

securities (CMBS) linked to the casino.  The casino company, if not prevented by covenants in 

other loans, can sell and leaseback viable casino properties to a special purpose vehicle, which 

issues CMBS.  The company can have a residual interest in the SPV after paying off the CMBS. 

The advantage to the lender in using this structure is that the SPV is remote from the 

bankruptcy of the casino company.  As long as the business is doing well, there is no risk to the 

lender.  If the business does well and the company does not take on too much financial risk, the 

company obviously should have no problem paying its lease rentals.  On the other hand, if the 



business does well but the company gets into financial trouble through excessive leverage, the 

CMBS investors are protected.  As the casino company goes through a bankruptcy process, the 

direct lenders to the casino company have to take haircuts.  The CMBS would not be a part of 

such bankruptcy proceedings and should continue to get its lease rental, even if there is a minor 

disruption.  Of course, the properties backing the CMBS must be ones which generate returns- 

not construction projects or undeveloped land. 

Harrah’s Entertainment is one of the largest casino operators in the world, operating through 

brand names such as Harrah’s, Caesar’s and Horseshoe.  Harrah’s can trace its origin to 1937.  In 

early 2008, the company was acquired by some private equity shops and it involved Harrah’s 

assuming $12.4 billion of debt, which doubled the company’s outstanding debt.  Harrah’s had a 

CCC+ credit rating from S&P in the middle of 2009.  The company had a $23 billion dollar debt at 

the end of 2008 and total assets of $30 billion.  If one expected writedown of the almost $10 

billion of goodwill and intangible assets that the company was carrying on its books at the end 

of 2008,  the creditors, particularly the unsecured ones cannot expect much in the event of 

bankruptcy.  The only creditors who were not affected much were the CMBS investors who held 

$ 6.5 billion of the company’s debt.
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