BACK TO THE

FUTURE: A LOOK
AT TODAY’S CMBS

MARKET FROM

THE YEAR 2000

CMBS returns can outperform those of other investment
vehicles, as long as investors do not ignore demand and are
able to make more accurate future forecasts.

Steven B. Wolgin, MAI, CRE

he year 1s 2000. A CMBS investor turns on

his computer in the morning to survey the
Bloomberg listings and pricings of 40 tranches
of previously issucd AAA sccurities and 10
tranches of B piece securities offered for sale. Most
of these securities were issued from 1991 through
2000 and were rated by Fitch, Duff & Phelps, or
Standard & Poor’s. Our investor notices that 3
tranches were added overnight and 22 tranches
reflect new market pricing, as a result of an
overnight change in interest rates. His computer
is preset to search and 1o beep whenever any
unrated or rated CMBS pool offered for sale mects
his investment parameters. As he scans the threc
highlighted tranches identified. one deal catches
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his eye: a $20 million piece of an AAA-rated
tranche of a $300 million issue of which $50 mil-
lion is rated single B. With the click of the mouse,
a truckload of information is instantly downlocaded
to his computer right into the latest data direc-
tory of a new neural network software program
called "CMBS Blood Test.”

This “smart system test program™ takes the
downloaded information and performs a full-scale
ratio and variance analysis based on sophisticated
tests of CMBS relationships. The information is
graphically and statistically illustrated and
printed out when a significant investment oppor-
tunity has been identified. Seconds later, the dis-
played results indicate that this $20 million
pool meets all of the invesior’s real estate invest-
ment and collaterai-reasonability regression
tests. The securities appear to be priced at a dis-
count relative to the underlying assets. The
investor places his order for the $20 million pool
on his computer, Within seconds, the investor’s



bid 1s accepted automatically, since it is above
the seller’s minimum take price. In sum, the
investor has used year-2000-and-beyond tech-
nology, an understanding of how to interpret real
cstate markets, and the ability to time the mar-
ket and invest with a much higher degree of cer-
tainty in cyberspace. His bid depended cn the rapid
growth of the secondary market for CMBS
1SSUEs.

Technology

This futuristic scenario 18 not only plausible, but
technology companies, real estate associations,
and industry committees are working rapidly
toward it. In fact, a consortium of industry groups
spearheaded by the Investors Committee of the
Commercial Real Estate Secondary Market and
Securitization Association (CSSA) are advocat-
Ing and proposing minimum reporting require-
ments for CMBS post-1ssuance information:

I The public issuance of monthly servicing
tapes in a standardized format:

2 The dissemination of selected credit inlor-
mation regarding collateral property finan-
cial performance and rent roll based on a
consistent reporting methodology;

3 The dissemination of information about the
status of specially serviced loans based on
a consistent reporting methodology; and

4 Provisien of full access to the servicer’s files.

1996 Paradigm

For the past 10 years, CMBS transactions have
been carefully structured, but even when a worst-
case scenario for underwriting and investment
decisions 1s used, bond downgrades sometimes
cccur. In the near future, standardization of
documents will help, and stricter criteria will make
this a less trequent occurrence.

One important issue must be addressed: What
is the real debt service coverage and loan-to-valuc
that 1s betng analyzed? The focus has not been
on market demand. net operating income, or the
renewal probabilities of the underlying collateral
but on the financial engineering of the bonds and
mortgage certificates. This has slowed the devel-
opment of the secondary market, caused down-
grades, and generally undermined the credibility
of the ratings process,

Rated transactions have, for the most part,
worked because, starting 1n the early 1990s, the
real estate markets have been repriced. Many
CMBS investors have used conventional
approaches to determine that the CMBS pools are
somewhat efficient and that spreads over Trea-
suries will, on balance, reflect a return on the use
of their capital, as a return for compensation of
risk. Most of the current thinking 1s based on anti-
quated rules of thumb or averages. Prior deals were
also used as a proxy for current and future deals,
and this further compounded the pricing inetfi-
ciencies.

In the next 10} years, commercial real estate
markets, however, will undoubtedly endure at least
one or two cyclical irregularities caused by sev-
eral factors: the further reduction of the typical
workers’ office space needs by cost-conscious cor-
porations; the continued acceptance of the “home
office” and “on-line retail” shopping; and “hotel-
ing,” the sharing of office space by more than one
employee.

Therefore, the importance of the underlying
collateral to a CMBS deal will become a key indi-
cator of risk and performance. A 1996 CMBS
investor shouwld recognize that his purchase and
sell decisions made using current tools, method-
ologies, and common wisdom are based on tools
that are being improved. The reality is that we
are currently in the “Model T stuges of the CMBS
market, and now that the RTC sales have ended.
we can look back from the yvear 2000 at both the
performance and the critical variables of rated
CMB5s as well as the underlying collateral
hased on models develeped for:

I Average hife protection:
i Prepayment;
B Price level/quality; and

¥ Liquidity.

In the transitional (interim) years {1996 - 1999),
these variables will become so sophisticated that
the rating agencies’ outcome will be very pre-
dictable. By the year 2000, refinements of the
strengths and weaknesses of the optimal portfo-
lio mix of these variables will result in efficient
and almost automatic execution, as 1s described
in the following text.
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Transitional Years: 1996—-1999

inearly 1996, scrious and sophisticated research’
was instituted on the tollowing four variables that
will be in place by the year 2000:

B Average life is an integral part of where Trea-
sury rates are at the time of 1ssuance rela-
tive to final spreads and 1s sensitive to the
refationship of the following three other vari-
ables described.

B Prepayment protection will include measuring
the number of years of lockout as a percent
of number of years to maturity as of the date
of securitization and the number of years of
prepayment penalty as a percent of the
number of years to maturity as of the date
of securitization.

B Price level will be much more sensitive to
new models developed and will focus on the
quality ot the collateral. which 1s not easy
to quantify and capture in rating a debt i1ssue.
Bonds from a lower end of the spectrum of,
tor exampile, the BB-rated pool will be
more volatile and will experience a greater
likelthood of losses. The collateral should
be examined as a percent of the subordina-
tion below the AAA level and the year of orig-
ination.

B Liquidiry 1s analyzed in terms of the num-
ber of years of lockouts and 1s related to pre-
payment penalties from the date of issuance
to the date an investor projects that liguid-
ity might be important. Liquidity analysis will
be on a standard basis and will be refined to
incorporate and measure the pricing for
bonds that trade above par, which are at wider
spreads tor AAA debt. Size will be increas-
ingly important and pricing thresholds for
various types of bonds will increase and/or
decrease the ultimate price.

1996 Framework of the CMBS Market

In order to understand the present framework of
the CMBS market, 1t is necessary to examine who,
why, and how tnvestors make investment deci-
sions. There are several critical components of
the CMBS market.

Who Are CMBEBS Investors? The investors for
CMBSs are mostly vield-driven bond funds that
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might want a portion of their portfolio in AAA-
or AA-rated debt. Investors who do their own
underwriting might invest in the first loss posi-
tion or B piece of a CMBS issue. Sometimes the
B piece 1ssuer and/or investor will also be the ser-
vicer. For example, a company may create an
investment vehicle and then retain the B prece and
the servicing to keep the spreads over Treasuries
that are generated, There are also some buyers
who are wealthy real estate investors (e.g., the
Bass Brothers, the Pritskers) who have a con-
trofling or significant interest in-the B piece of
an 1sSue.

Why Purchase A and B Pieces of
Issues?

Although i1t may make economic sense for
investors to consider CMBSs in their asset allo-
cation strategies, each purchase must be weighed
in terms of the risk/return tradeoffs provided by
other investments within the investor’s total
portfolio.”

The AAA- rated piece is viewed by investors
as a protected investment based on the conserv-
ative underwriting standards used by rating
agencies, and the yield has been appreciably higher
than other AAA investment opportumties. Many
typical 1996 investors look purely at the credit
rating of the issue and the spread over Treasuries
based on their asset allocation strategies and other
imnvestment options.

The B investor takes a somewhat different
approach. That investor is yteld driven and banks
on his understanding of the real estate markets
in which the underlying assets are located as well
as the risk/return relationship of the CMBS
issue.

Reasons for including CMBSs in an
investment Portfolio

There are four important reasons’ for including
CMBSs 1n a investment portfolio:

1. Daversification 1s required to optimize a mulfi-
asset portfolio. Investors recognize the
inherent relationship between risk and return,
and the relationships between different asset
classes are important in determining return
and reducing risk.






