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he commercial real estate capital

markets are much more than just

Real Estate Investment Trusts

(REITs) and Commercial Mort-
gage-Backed Securities (CMBS) — the
overall market is roughly ten times the size of
the REIT and CMBS markets combined
(when counting corporate real estate). How-
ever, the volatile and dynamic securities
markets continue to have significant aftects
on investors and other capital providers.

Some market observers suggest that
the sensitivity of the CMBS and REIT mar-
kets to changing market conditions is just
what the real estate industry needed, and
focusing attention on these sectors is natural
and appropriate. Other observers comment
that the real estate securities markets overre-
acted to non-real estate issues, proving real
estate 1s a poor asset class to have securitized
in the first place.

Regardless of your perspective, there
is no question, as demonstrated by the evi-
dence in this article, that changes in the
securities markets do have significant ramifi-
cations for both real estate property values as
well as for the firms that make their living in
the real estate arena.

The rest of this article will highlight
the rebound in the CMBS market and the
continuing troubles in the REIT market-
place, although glimmers of hope have
arisen, and will provide some assessment of
the implications of these securities market

changes on investors and other capital mar-
ket providers.

CMBS MARKET REBOUND

Moody’s Investors Service forecast
volume for 1999 is $55 billion. It also pro-
jects that volume over the next few years
should remain in a band of $45 billion to $90
billion, indicating a strong healthy CMBS
market for years to come.

There is expected to be a slowdown
in the second and perhaps third quarter of
1999, due to the dearth of lending activity
during the latter part of 1998. Moody’s also
projects that deal structures will become
more conservative over the next few years.
The average conduit deal size should decline
as cautious issuers focus on controlling
inventories and minimizing exposure to
spread volatility. Fewer esoteric assets and
structures are expected. While CMBS loan
to value ratios climbed 5.6% between 1997
and 1998, some reversal of this trend is
expected in 1999.!

Treasury rates have risen over 100
basis points between January and the first
week of June, but the CMBS market has been
quite active so far this year. First quarter secu-
ritizations totaled over $18 billion, which was
20% greater than the previous record set in
last year’s first quarter. Second quarter vol-
ume was sluggish during April and most of
May until nearly $6 billion in new issues hit
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in the last two weeks of May. Combined with projec-
tions of near $8 billion for the month of June, total first-
half CMBS volume is expected to be $35 billion.?

Apartment mortgages are in particularly strong
demand by capital providers. Wall Street investment
banks are eager to make multifamily mortgages because
CMBS buyers like to see apartments make up a large
percentage of securitized pools. Fannie Mae and Freddie
Mac are also gobbling up multifamily mortgages at
prices that Wall Street has difficulty competing with.
The result is very attractive mortgage pricing for exist-
ing owners of apartment properties.’

Part of the reason investors have come back so
quickly to the CMBS market is the strong historic credit
performance of the mortgage loans collateralizing
CMBS. Based on a recent study by Fitch IBCA, only
0.5% of the mortgage loans collateralizing CMBS conduit
deals had defaulted, and none had incurred a loss through
December 31, 1998. Of the 9,760 commercial mortgage
loans in the 69 CMBS transactions that Fitch has evaluat-
ed since 1993, only 50 loans have defaulted, and 44 of the
69 transactions have not experienced a single loan default.

Loans secured by hotel properties have the high-
est cumulative default rate of 1.07%, followed by multi-
family loans with a default rate of 0.81%. Office, indus-
trial, retail, and other property types default rates have
averaged less than 0.25% per year.

These loss statistics for conduit loans are particu-
larly important given the dramatic growth and develop-
ment of commercial loan conduits — financial companies
that originate commercial mortgage loans with the
intention of immediately selling the loans through secu-
ritization rather than holding loans on their balance
sheet. Total outstanding conduit issuance is about $105
billion, somewhat less than half the overall CMBS
industry. Conduits largely came of age in 1995 with $5.9
billion in issuance. In 1998, roughly $53 billion of
CMBS backed by conduit loans were issued.

Given the specific short-term exit strategy of con-
duit lenders, underwriters, rating agencies and investors
often refer to them as a distinct class of loans. Strong con-
duit loan performance during the last six years provides a
good foundation for the continued growth of the indus-
try, but continued diligence by underwriters, rating agen-
cies, and other participants in the industry will be neces-
sary to continue the strong performance as real estate
markets stabilize after a long ride up in recent years.*

With the resurgence of the CMBS marketplace
during the fist half of the year, conduit lenders are strug-
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gling to meet loan production goals, a trend that is
expected to result in a decline in CMBS volume in the
second half of the year. Among the reasons being cited
for the lending slowdown include fewer property sales,
hard feelings against those conduits who pulled out of the
market during tough times, and fewer refinancing oppor-
tunities due to the sustained loan rates in recent years and
moderating property values. Strong and active competi-
tion by portfolio lenders is also contributing to the over-
all competitive lending landscape for conduits.>

Conduit lenders, despite the increased competi-
tion in 1999, are still the dominant providers of mort-
gages for the CMBS marketplace. Conduits originated
46% of the mortgages for CMBS transactions in 1996,
65% of the mortgages in 1997, and 73% of the mortgages
in 1998.° While this percentage is unlikely to increase in
1999 due to growing interest and origination of mort-
gages for the CMBS market by banks and insurance com-
panies, conduit lenders are expected to maintain their
strong presence in the marketplace.

A maturing secondary market is also providing the
foundation for CMBS market growth. The secondary
market for CMBS has grown in recent years as docu-
mentation and market data improve, and rating agencies
continue to upgrade their surveillance processes. For
example, Fitch IBCA has a two-tiered CMBS monitor-
ing process. The first tier consists of monthly or quarter-
ly reviews of transaction level information and serves as a
leading indicator, allowing surveillance analysts to deter-
mine when more thorough reviews are necessary. The
second tier incorporates detailed review of loan level
information to determine whether rating changes are
required. While each transaction is scheduled for at least
an annual review, the frequency and timing of these
reviews are determined by the transaction’s stability.

Fitch IBCA also analyzes other changes that might
affect a transaction rating including loan defeasance, addi-
tional debt, collateral release, collateral substitution, loan
assumption, easement agreements, as well as changes in
management, master servicer, special servicer, liquidity
provider rating, and corporate rating.”

REIT MARKET SHOWS SIGNS OF LIFE

REITs have bounced back in the last 90 days after
nearly nine months of negative news. REIT total returns
for 1999 as of June 10 were up to 5.7%, as a result of over
10% returns during the last 90 days. March and April
were the big months with over 12% gains followed by a
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2% loss during May and early June. While REIT per-
formance over the last 12 months is still a negative 6%,
recent increases are certainly positive news.

The hotel sector, which had returns of -53% in
1998, rebounded the strongest, with year-to-date returns
of 15.5%. Apartments at 12.1%, and office and industri-
al properties with 8.0% returns were other top perform-
ers so far this year. Health care, at —4.4%, and Shopping
Center REITs at —0.7% have performed the worst.

REIT dividend yields have also declined from
7.5% at the end of April 1999 to approximately 6.9% in
the middle of June. While the 6.9% REIT dividend yield
is close to the average for the last six years, the yield is still
up nearly a percent from much of 1997 and the first half
of 1998, when REIT money raising reached its peak.

Declining REIT yields and improving perfor-
mance should improve the ability of REITs to raise
additional reasonably priced capital. However, new
equity issuance during the start of 1999 remains down,
with new activity limited to approximately $1 billion
through the end of May. This total approximately equals
the amount achieved for the last half of 1998, but 1s well
below the $11 billion raised during the first half of 1998
and the $22 billion raised in 1997.

Furthermore, despite funds from operations con-
tinuing to grow and real estate fundamentals remaining
solid, the ability to raise new monies is still severely lim-
ited by real estate investors upset about REIT stock per-
formance in 1998 and individual investors’ tremendous
success with high-flying internet stocks.®

One positive step for REITs came from President
Clinton when he revealed in his State of the Union
Address on January 19, 1999, that REITs should be
allowed to provide non-real estate related services to
tenants, a far cry from just one year ago when Clinton
and Congress retracted such activities from paired-share
REITs. This latest proposal would lift the restrictions on
REITs that wish to operate non-real estate related sub-
sidiaries such as those that provide services to tenants.
However, the income received from those subsidiaries
would still be subject to corporate income tax. While
there are still some limitations related to the total per-
centage of income that a REIT can generate from such
subsidiaries, market insiders believe that most REITs
will take advantage of this change, creating enormous
possibilities for REITSs to increase their cash flow and
earnings going forward.’

The debt picture for the REIT industry is both
good and bad news. The good news is that debt spreads
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have come down from highs of more than 300 basis
points, if you could do them at all, to lows of 200 to 225
basis points in February. The bad, and somewhat confus-
ing, news is that a real estate company whose debt is rated
investment grade with covenants that restrict overall debt
to 60% of cost, still finds its debt priced more expensive-
ly than a mom and pop company borrowing on a single
asset basis from the myriad of mortgage conduits and
portfolio lenders.'"

MARKET RESPONSES TO
SECURITIES VOLATILITY

Robert Brunswick of Buchanan Street Partners
observes that strong opportunities for private real estate
investors have emerged from the REIT and CMBS
market volatility in the last half of 1998. Steady eco-
nomic growth, solid real estate fundamentals, lowering
CMBS spreads, and less acquisition competition from
REITs provide investors a solid platform for success in
1999. In addition, with strong positive leverage —
mortgage rates at a point or two below capitalization
rates — investors can maximize their real estate returns
with acceptable risks.

Private investors are in a stronger competitive
position to acquire properties as a result of the decline in
REIT acquisitions due to their continuing performance
and money raising problems. During the first six weeks of
1998, REITs accounted for 70% of the $12.8 billion
acquisition volume represented by the 271 transactions
tracked by Institutional Real Estate, Inc. Today, most
REITs have retreated to the sidelines. During the first six
weeks of 1999, REITs accounted for only 30% of the
192 property deals tracked by Institutional Real Estate. In
the hotel sector, where REIT returns declined 53% in
1998, only a single acquisition was noted during the first
six weeks of 1999, compared to $800 million in acquisi-
tions during a similar period in 1998.

Private investors have been further aided by the
rebound in the CMBS market. Despite serious setbacks
during August of 1998, the average ten-year AAA
spread in the first ten deals in 1999 averaged 123 basis
points over-Treasuries compared to 147 basis points for
the last ten deals in 1998. Even BBB spreads dropped
from 325 basis points over-Treasuries during the fourth
quarter of 1998 to 254 basis points during the first quar-
ter of 1999. CMBS spreads on select ten-year AAA
deals were back down to 105 to 110 basis points by the
end of May.
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In combination, the declining competition from
REITs, and the continuing health in the equity and debt
marketplace has established 1999 as a potentially excel-
lent year for private investors.!!

Some market participants are concerned about
the aggressive rebound of the CMBS and overall debt
markets. Prior to the collapse of the CMBS market in
the fall, those with short-term memory will remember
that there was significant concern about overbuilding
and capital excess. When the CMBS market declined in
the late summer and fall of 1998, what was expected was
a slow and prudent return to an equilibrium market by
disciplined underwriting and rational pricing. Instead,
the spreads in AAA securities are down nearly 100 basis
points from November 1998, and with many existing
lenders and conduit programs expanding, some market
observers believe we are heading into an aggressive, per-
haps overly aggressive lending cycle.!?

Other market observers — the majority —
believe the outlook for the existing equilibrium in the
real estate market to continue has improved due to
changes in the capital markets during the last six
months. Given slightly increased risk aversion by mort-
gage lenders, and the problems in the REIT market-
place, it now appears less likely that over zealous lending
and building will occur. Decreased credit availability has
curtailed commercial construction, which had rebound-
ed strongly from a trough in the early 1990s. A large
percentage of proposed commercial real estate activity
has little or no advance leasing commitments, so many
of these speculative projects have been put on hold.
REITs directly and indirectly sponsored a significant
portion of construction currently in the pipeline, or in
the proposal stage, and many of these projects have been
put on the back burner.'?

Life insurance companies’ involvement in the
commercial mortgage sector is continuing to change as a
result of CMBS market growth, risk-based capital
requirements, and the trend towards demutualization.
Risk-based capital requirements that increased the reserve
capital for commercial real estate mortgages a number of
years ago have encouraged life companies to downsize
their commercial mortgage holdings. The competition
from the CMBS market has also eroded market share.
Finally, demutualization (mutual companies converting
to public stock companies) has increased life insurance
company interest in mortgage growth and profitability.

An example of a response to these trends is
shown by John Hancock Real Estate Finance, Inc. They
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are leveraging their existing origination infrastructure to
perform balance sheet and oft balance sheet lending. To
capture non-conforming mortgage business, John Han-
cock has begun its own securitization program to allow
quality nonconforming loans to be processed through its
origination infrastructure, creating a new origination and
securitization revenue stream. John Hancock’s securitiza-
tion objective for 1999 is between $750 million and a bil-
lion dollars.'*

Commercial bank activity in the mortgage mar-
kets increased strongly between 1994 and the second
quarter of 1998, and is expected to be strong in 1999 as
somewhat higher conduit pricing continues. Between
1994 and the second quarter of 1998, commercial bank
real estate mortgage holdings increased by $93.2 billion.
During the same period, securitized mortgages increased
by $139.2 billion.

While CMBS pricing has declined significantly
during the first quarter of 1999, it is unlikely that conduit
pricing will go down to levels seen in 1998. Cutthroat
competition for loan originations pushed profit margins
to the 2% level in early 1998. These thin profit margins
turned into losses when the market reversed in Septem-
ber and October. This year, conduit lenders are targeting
gross profits in the 4% range to provide a wider cushion
for unexpected spread increases. The resulting higher
conduit loan pricing provides the basis for a strong com-
petitive lending market in 1999.13

The difficult performance of the hospitality indus-
try in 1998 has contributed to a tripling of mergers and
acquisitions compared to 1997. Globally, lodging compa-
nies completed $33.4 billion in transactions last year,
compared to $11.2 billion in 1997. There were fewer
transactions in 1998, but the average size of the deals
increased from $204 million in 1997 to $866 million last
year. Consolidation trends in the lodging industry have
slowed in 1999. Through April, only one transaction val-
ued at $128 million has closed, compared to $21 billion
in hotel deals in the first quarter of 1998.16

The strength and interest of international real
estate investment was demonstrated by the quick sellout
in only two months of the £$505 million retail partner-
ship sponsored by London-based Lend Lease Group. The
partnership will seek retail acquisitions in Europe, includ-
ing a 25% interest in Bluewater, the largest shopping cen-
ter in Great Britain, and England’s Touchwood shopping
center, which currently is under development. This more
favorable outlook on Europe is reflected in the CMBS
market where international CMBS—much of it dealing

SUMMER 1999



with distressed European real estate—dropped from 8%
of the market in 1997 to 1% of the market in 1998.17

CONCLUSION

The real estate securities markets have become
so prominent that they now affect all aspects of the real
estate industry. However, in keeping track of these
markets and evaluating their implications, it is impor-
tant to clearly distinguish the frame of reference from
which the evaluation is done. For example, the impli-
cations of market changes on REIT and CMBS
investors, borrowers, and capital market competitors
can be quite different. Problems for one group can be
opportunities for another, and the volatility introduced
by the securities markets provides excellent investing
prospects for those smart enough to read the signs and
react accordingly.
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