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CMBS Structure Efficient for Lenders and Borrowers

•Buyers / Lenders:

Rating % of Deal Buyer Base
AAA 80% Buyers with relative value call

Fast Money (hedge funds, prop desks)
Money Managers

AA 5% Traditional Insurance Companies in lieu of making loans
A 5% Traditional Insurance Companies in lieu of making loans
BBB 5% Traditional Insurance Companies in lieu of making loans
BB 1% Real estate opportunity funds w/12% - 15% promised returns to fund investors
B 1% Real estate opportunity funds w/12% - 15% promised returns to fund investors
NR 3% Real estate opportunity funds w/12% - 15% promised returns to fund investors

1

•Issuers / Borrowers:

Positive Efficiency of cost of funds provided cheaper financing than a whole loan borrower

Negative Inflexible lender – too many parties adhering to servicing standard

•Disproportionate Liquidity Caused Problems:

-Fast money purchased below AAA

-CDO brought new buyers to BBB classes

-Credit curve became too flat and encouraged levered lending



CMBS Issuance
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Debt Markets Fueled Equity Markets / CRE Financial Statements

Commercial Real Estate Transaction Balance Sheet

•Similar to RMBS market, increased leverage enticed buyers to spend more on the
same property  thereby elevating property prices

Pre 2007 2007

Assets Liabilities / Equity Assets Liabilities / Equity
Property 100,000,000     Mortgage Debt 80,000,000    Property 120,000,000      Mortgage Debt 102,000,000  

Equity (20%) 20,000,000    Equity (15%) 18,000,000    

Total 100,000,000   100,000,000 Total 120,000,000    120,000,000
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Debt Markets Fueled Equity Markets / CRE Financial Statements

Commercial Real Estate Transaction Income Statement

•Unlike residential real estate, commercial real estate derives net income
•NOI - largest contributor to real estate valuation
•Comparison of Net Operating Income underwriting

Pre 2007 2007
Rents 5,000,000              6,000,000           
Parking Income 100,000                 125,000              
Total Revenues 5,100,000      6,125,000          
Building Maintenance 2,000,000              1,900,000           
Utilities 375,000                 345,000              
Payroll 250,000                 225,000              
Total Expenses 2,625,000      2,470,000          
Net Operating Income 2,475,000    3,655,000        

Property Value with 7% cap rate 35,357,143    52,214,286        
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Cap Rates

Property Value = NOI / Cap Rate
Cap Rate is a simple way to express returns on NOI
– If required return to own building is 7%, you can pay $52,214,286 for the 

building with 2007 underwriting to get back NOI of $3,655,000
If Cap Rate is higher than financing rate, building has positive cash flow
Availability of cheap debt fueled lowering of cap rates
Lower Cap rates fueled increased property valuation
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Price Appreciation via Cap Compression

In addition to aggressive underwriting and cap rate compression fueled 
property price appreciation

Pre 2007 2007
NOI 2,475,000          3,655,000       
Cap Rate 7% 6%
Value 35,357,143        60,916,667     
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Commercial Real Estate Income Statement – Same Asset / 
Different Underwriter

Issuers began underwriting income to pro-forma rents instead of rents in place which led to:
1) Loose interpretation of revenues and expenses 
2) Aggressive underwriting and abnormal property appreciation

599 Lexington Avenue ; co-lenders / seperately securitized by Credit Suisse & JP Morgan
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Commercial Real Estate Income Statement – Same Asset / 
Different Underwriting

Issuers began underwriting income to pro-forma rents and not rents in place

450 Lexington ; financed in 2005 & financed again in 2007 with very different appraisal and NOI
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Rating Agency / Credit Enhancement
Rating Agencies come to value via NOI and Cap Rates

Rating Agency NOI is usually haircut to issuer's NOI due to :
     - Lower revenues
     - Higher expenses

Rating Agency Cap Rates higher than issuer/appraiser cap rates
     - 20 year look back over most stressed period and arrive at cap rate where properties traded

Rating Agency LTV ("RA LTV") went significantly higher as underwriting got increasingly aggressive
     - Values over stressed period remained same 
     - Amount lent on properties went significantly higher

RA LTVs were apparently ignored when coming to final credit enhancement levels

Vintage RA LTV AAA C/E AA C/E A C/E BBB C/E
2001 81.2% 20.6% 16.7% 13.0% 9.0%
2002 81.0% 18.0% 14.6% 11.0% 7.6%
2003 82.7% 16.5% 13.3% 9.7% 6.3%
2004 84.5% 13.4% 10.8% 7.9% 4.8%
2005 92.7% 12.5% 10.3% 7.6% 4.5%
2006 96.9% 11.8% 9.8% 7.3% 4.0%
2007 104.9% 12.2% 10.2% 7.6% 4.5%
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CMBX
- Akin to ABX for Commercial Real Estate

ABX commenced trading in Jan-06
CMBX commenced trading in Mar-06

- 5  Series
Series Vintage
06.1 a/k/a CMBX.1 Aug-05 to Jan-06
06.2 a/k/a CMBX.2 May-06 to Oct-06
07.1 a/k/a CMBX.3 Nov-06 to Mar-07
07.2 a/k/a CMBX.4 Apr-07 to Sep-07
08.1 a/k/a CMBX.5 Aug-07 to May-08

- Indicative levels  (CMBX.4)

25-Oct-07 24-Oct-08 Change (bp) Change (pts)
AAA 39 215 176 11.9%
AA 186 960 774 39.9%

A 390 1415 1025 45.1%
BBB 670 2125 1455 48.5%

BBB- 800 2625 1825 49.7%

- Self governing instrument over the markets that was sorely missed from 2002 to 2006
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CMBS / CMBX Basis
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Represents the difference between where CMBS and CMBX trades

CMBX has positive attributes over CMBS :

- CMBX represents exposure on CMBS bonds with matched term financing
- CMBX has more liquidity as bulge bracket dealers are all making markets in same "security"
- CMBX is a diversifed pool of credits (25 constituents for each class)
- Hedging needs on CMBS 

  CMBS is fixed rate of instrument susceptible to shortening / extending, where 
   most buyers turn into floaters via paying fixed on swap
  CMBX trades on a spread basis only, eliminating interest rate risk

In times of market stress, the basis grows as investors embrace the relative qualities of CMBX

AAA Cash AAA CMBX Basis
30-Apr-07 25 7 18
31-Jul-07 57 33 24

31-Oct-07 67 39 28
31-Jan-08 165 133 32
30-Apr-08 163 104 59
31-Jul-08 262 163 99

28-Oct-08 555 217 338



How Market Will Likely Re-Emerge

Minimum equity contribution by owner
Consistent and regulated U/W standards
Rating Agency Regulation
– Consistent application of rating agency LTV to subordination levels
Confirmation of CMBX or similar ongoing product to govern market
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Opportunities in Current Environment
Current Delinqucies

Vintage 2002 2003 2004 2005 2006 2007 total
30Day Dlq Bal Pct 0.09% 0.15% 0.16% 0.13% 0.20% 0.19% 0.17%
60Day Dlq Bal Pct 0.08% 0.07% 0.04% 0.04% 0.04% 0.07% 0.05%
90Day Dlq Bal Pct 0.20% 0.17% 0.19% 0.12% 0.21% 0.12% 0.16%
FCL or REO Bal Pct 0.40% 0.14% 0.11% 0.19% 0.13% 0.03% 0.12%
total 0.76% 0.56% 0.50% 0.48% 0.57% 0.41% 0.50%

Delinquencies low because borrowers have very aggressive financing terms on properties and will stay with properties while positive cashflow
1 Low coupons
2 Interest Only Periods
3 Low required reserve payments (building renovations, etc)

Problems will likely occur at refinance date

CMBX Implied Losses Implied Implied
% Loss at Months til

Price Spread Maturity 100% loss
AAA 87.76 215 21% N/A
AA 58.6 960 77% N/A
A 52.18 1415 N/A 80
BBB 41.49 2125 N/A 46
BBB- 33.49 2625 N/A 35
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