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HEARING ON COMMERCIAL REAL ESTATE’S
IMPACT ON BANK STABILITY

FRIDAY, FEBRUARY 4, 2011

U.S. CONGRESS,
CONGRESSIONAL OVERSIGHT PANEL,
Washington, DC.

The panel met, pursuant to notice, at 10 a.m. in Room D 538,
Dirksen Senate Office Building, Senator Ted Kaufman, chairman of
the panel, presiding.

Present: Senator Ted Kaufman [presiding], Richard H. Neiman,
Damon Silvers, J. Mark McWatters, and Kenneth R. Troske.

OPENING STATEMENT OF HON. TED KAUFMAN, U.S. SENATOR
FROM DELAWARE

The Chairman. Good morning. I'm Ted Kaufman, the chairman
of the Congressional Oversight Panel for the Trouble Asset Relief
Program.

And we’re here this morning—and I'm—welcome our witnesses
and visitors—at a pivotal moment in the Nation’s economic recov-
ery. The financial panic that plagued our country is over. The Dow
Jones industrial average has exceeded its year-end peak from 2007,
only a few percentage points below its all-time high. Housing prices
have begun to recover. Private companies are very slowly hiring
again, beginning to put our millions of unemployed friends and
neighbors back to work, although we have a long way to go, as ev-
eryone knows.

It’s only fitting that, at a crisis past, a government should set
aside its crisis authorities. And so, Treasury’s most extraordinary
authority, to stabilize our financial system, the Troubled Asset Re-
lief Program, has ended. However, threats to the banking system
and the broader economy remain.

Our hearing this morning will explore one of those threats in de-
tail: the troubled market for commercial real estate loans.

Commercial mortgages are exactly what they sound like, the
loans taken out by developers to buy, build, and maintain commer-
cial properties. Almost everyone who lives in an apartment, works
in an office building, or shops in a mall has spent time in a build-
ing that owes its existence to a commercial mortgage.

Most commercial mortgages have terms of 3 to 10 years, but the
monthly payments are too low and—to fully repay the loan in that
period. At the end of the term, the entire remaining balance comes
due, and the borrower must take out a new loan to finance its con-
tinued ownership of that property. Put another way, a commercial
borrower must reapply for credit every few years. In today’s mar-
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ket, where banks remain hesitant to lend and the values of com-
mercial properties have fallen by a third, many borrowers will be
turned down.

The loans at greatest risk are those made at the peak of the real
estate bubble, obviously; loans that will come due for refinancing
in 2011, 2012, and 2013, and beyond. In essence, the term of a
commercial loan creates a lag between the moment the market col-
lapses and the moment that the economic impact is felt. The fuse
has been lit, but no one knows how much damage will occur when
it finally burns down.

The Congress Oversight Panel has been closely monitoring the
commercial real estate market since its first hearing on the subject,
in May have 2009. The panel issued a comprehensive report in
February 2010. Even after almost 2 years, the panel remains deep-
ly concerned.

In fact, just last month, the missed payment rate for commercial
mortgage-backed securities reached an all time high of over 9.3
percent. The commercial real estate market encompasses $3.4 tril-
lion in debt. If borrowers default in large numbers, commercial
properties could face a wave of foreclosures. Customers, businesses,
and renters in those properties could face uncertainty, and even
eviction. Small banks, in particular, could face insolvency, as near-
ly 1,300 banks nationwide are considered by regulators to have
concentrations in commercial real estate.

Concerns about commercial real estate also illuminate a broader
theme of our oversight work, that even in a crisis, while authorities
must deal with the short-term dangers, they must also be vigilant
to the longer-term threats. If a small bank survived the financial
crisis, thanks to the TARP, but collapses next year, due to commer-
cial real estate losses, then TARP support will have served only to
postpone the inevitable.

Further, more than 500 small banks continue to hold TARP
money. And the greater the degree of these banks’ exposure to com-
mercial real estate, the lower is the likelihood that taxpayers re-
cover all of our money.

We are grateful this morning—and I truly mean grateful—to be
joined by two panels of expert witnesses, who will help us to ex-
plore these concerns, including government regulators and bank
analysts. We appreciate your presence and look forward to your
testimony.

Let me now turn to Mr. McWatters for his opening remarks.



Opening Statement of Ted Kaufman

Congressional Oversight Panel Hearing
on Commercial Real Estate

Febraary 4, 2011

Good morning. 1am Ted Kaufman, the chairman of the Congressional Oversight Panel for the
Troubled Asset Relief Program.

‘We are here this morning at a pivotal moment in the nation’s economic recovery. The financial
panic that plagued our country is over. The Dow Jones Industrial Average is nearing its year-end
peak from 2007. Housing prices have begun to recover. Private companies are, very slowly,
hiring again, beginning to put our millions of unemployed friends and neighbors back to work.

It is only fitting that, as a crisis passes, a government should set aside its crisis authorities, and so
Treasury’s most extraordinary authority to stabilize our financial system — the Troubled Asset
Relief Prograni — has ended. However, threats to the banking system and the broader economy
remain. Our hearing this morning will explore one of those threats in detail: the troubled market
for commercial real estate loans.

Commercial mortgages are exactly what they sound like: the loans taken out by developers to
buy, build, and maintain commercial properties. Almost evervone who lives in an apartment,
works in an office building, or shops at a mall has spent time in a building that owes its existence
to a commercial mortgage.

Most commercial mortgages have terms of three to 10 years, but the monthly payments are too
low to fully repay the loan in that period. At the end of the term, the entire remaining balance
comes due, and the borrower must take out a new loan to finance its continued ownership of the
property.

Put another way, a commercial borrower must reapply for credit every few years — and in today’s
market, where banks remain hesitant to lend and the values of commercial properties have fallen
by a third, many borrowers will be turned down. The loans at greatest risk are those made at the
peak of the real estate bubble — loans that will come due for refinancing in 2011, 2012, 2013, and
beyond. In essence, the term of a commercial loan creates a lag between the moment that the
market collapses and the moment that the economic impact is felt. The fuse has been lit, but no
one yet knows how much damage will occur when it finally burns down.
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The Congressional Oversight Panel has been closely monitoring the commercial real estate
market since its first hearing on the subject in May 2009, and the Panel issued a comprehensive
report in February 2010. Even after almost two years, the Panel remains deeply concerned. In
fact, just last month the missed-payment rate for commercial mortgage-backed securities reached
an all-time high of over 9.3 percent.

The commercial real estate market encompasses $3.4 trillion in debt. If borrowers defaultin
large numbers, commercial properties could face a wave of foreclosures. Customers, businesses,
and renters in those properties could face uncertainty and even eviction. Small banks in
particular could face insolvency, as nearly 1,300 banks nationwide are considered by regulators
to have concentrations in commercial real estate.

Concerns about commercial real estate also illuminate a broader theme of our oversight work:
that even in a crisis, while authorities must deal with short-term dangers, they must also be
vigilant about longer-term threats. If a small bank survived the financial crisis thanks to the
TARP but collapses next year due to commercial real estate losses, then TARP support will have
served only to postpone the inevitable. Further, more than 500 small banks continue to hold
TARP money, and the greater the degree of these banks’ exposure to commercial real estate, the
Tower is the likelihood that taxpayers will recover all of our money.

We are grateful this morning to be joined by two panels of expert witnesses who will help us to
explore these concerns, including government regulators and bank analysts. We appreciate your
presence and look forward to your testimony.

Let me turn now to Mr. McWatters for his opening remarks.

Opening Statement of Ted Kaufman, Februgry 4, 20112
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STATEMENT OF J. MARK McWATTERS, ATTORNEY AND
CERTIFIED PUBLIC ACCOUNTANT

Mr. MCWATTERS. Thank you, Senator Kaufman.

And welcome to our distinguished witnesses.

There is little doubt that much uncertainty continues to exist
within the commercial real estate, or CRE, market. In order to sug-
gest a solution to the challenges facing the CRE market, it is crit-
ical that we thoughtfully identify the sources of the underlying dif-
ficulties. Without a proper diagnosis, it is unlikely that we may
craft an inappropriately targeted remedy with adverse unintended
consequences.

Broadly speaking, it appears that today the CRE industry is
faced with both an oversupply of overleveraged CRE facilities and
an undersupply of respective tenants and purchasers. In my view,
there has been a remarkable decline in demand for CRE property
over the past 2 years, and many potential tenants and purchasers
have withdrawn from the CRE market, not simply because rental
rates and purchase prices are too high due to the excess debt load
carried by many CRE properties, but because their business oper-
ations do not presently require additional CRE facilities.

Over the past few years, while CRE developers have constructed
new office buildings, hotels, multifamily housing, retail facilities,
and industrial properties with an excess of cheap, short-term cred-
it, the end users of such facilities have suffered the worst economic
downturn in several generations. Any positive solution to the CRE
focus—problem that focuses only on the oversupply of overlever-
aged CRE facilities, to the exclusion of the economic difficulties fac-
ingdthe end users of such facilities, appears less than likely to suc-
ceed.

The challenges confronting the CRE market are not entirely
unique to the industry, but instead are indicative of the systemic
uncertainties manifest throughout the entire economy. In order to
address the oversupply of overleveraged CRE facilities, developers
and their creditors are currently struggling to restructure and refi-
nance their portfolio loans. In some instances, creditors are ac-
knowledging economic reality and writing the loans down to mar-
ket value, with perhaps the retention of an equity kicker right. In
other cases, lenders and borrowers are merely kicking the can
down the road by refinancing problematic credits on a short-term
basis at favorable rates so as to avoid loss recognition and capital
impairment for lenders and adverse tax consequences for the bor-
rowers.

While each approach may offer assistance in specifically tailored
instances, neither addresses the underlying reality of too few ten-
ants and purchasers of CRE facilities. Until small and large busi-
nesses regain the confidence to hire new employees and expand
their business operations, it is doubtful that the CRE market will
sustain a meaningful recovery. As long as business persons are
faced with the challenges of rising taxes and increasing regulatory
burdens, it is less than likely that they will enthusiastically as-
sume the entrepreneurial risk necessary for protracted economic
expansion and a robust recovery of the CRE market.

It is fundamental to acknowledge that the American economy
grows one job and one consumer purchase at a time, and that the
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CRE market will recover one lease, one sale, and one financing at
a time. With the expanding array of less-than-friendly rules, regu-
lations, and taxes facing business persons and consumers, we
should not be surprised that businesses remain reluctant to hire
new employees, consumers remain cautious about spending, and
the CRE market continues to struggle.

The problems presented by today’s CRE market would be easier
to address if they were solely based on the oversupply of overlever-
aged CRE facilities in certain well-delineated markets. In such an
event, a combination of thoughtful, yet no doubt painful,
restructurings, refinancings, and foreclosures would result in the
material deleveraging and repricing of troubled CRE properties.
Unfortunately, even though CRE properties that are appropriately
leveraged and priced must also assimilate a drop in demand from
prospective tenants and purchasers who have suffered a reversal in
their business operations and prospects.

Although some progress has been made, the Administration
could further assist the recovery of the CRE market, as well as the
broader U.S. economy, by sending an unambiguous message to the
private sector that it will not directly or indirectly raise the taxes
or increase the regulatory burden of CRE participants and other
business enterprises. Without such action, the recovery of the CRE
market will quite possibly proceed at a sluggish and costly pace,
with further adverse consequences for those financial institutions
and investors that hold CRE loans and commercial mortgage-
backed securities.

Thank you, and I look forward to our discussion.

The CHAIRMAN. Thank you. Damon Silvers.
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Congressional Oversight Pane] Hearing
on Commercial Real Estate

February 4, 2011

Thank you Senator Kaufman and welcome to our distinguished witnesses.

There is little doubt that much uncertainty continues to exist within the commercial real estate, or
CRE, market. In order to suggest a solution to the challenges facing the CRE market it is critical
that we thoughtfully identify the sources of the underlying difficulties. Without a proper
diagnosis it is likely that we may craft an inappropriately targeted remedy with adverse
unintended consequences.

Broadly speaking, it appears that today’s CRE industry is faced with both an oversupply of over-
leveraged CRE facilities and an undersupply of prospective tenants and purchasers. In my view,
there has been a remarkable decline in demand for CRE property over the past two years and
many potential tenants and purchasers have withdrawn from the CRE market not simply because
rental rates and purchase prices are too high due to the excess debt loads carried by many CRE
properties, but because their business operations do not presently require additional CRE
facilities. Over the past few years while CRE developers have constructed new office buildings,
hotels, multi-family housing, retail facilities and industrial properties with an excess of cheap,
short-term credit, the end users of such facilities have suffered the worst economic downtum in
several generations. Any posited solution to the CRE problem that focuses only on the
oversupply of over-leveraged CRE facilities to the exclusion of the economic difficulties facing
the end users of such facilities appears less than likely to succeed. The challenges confronting
the CRE market are not entirely unique to that industry, but, instead, are indicative of the
systemic uncertainties manifest throughout the larger economy.

In order to address the oversupply of over-leveraged CRE facilities, developers and their
creditors are currently struggling to vestructure and refinance their portfolio loans. In some
instances creditors are acknowledging economic reality and writing their loans down to market
value with, perhaps, the retention of an equity participation right, In other cases lenders and
borrowers are merely “kicking the can down the road” by refinancing problematic credits on a
short-term basis at favorable terms so as to avoid loss recognition and capital impairment for the
lenders and adverse tax consequences for the borrowers. While each approach may offer
assistance in specifically tailored instances, neither addresses the underlying reality of too few
tenants and purchasers of CRE facilities.
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Until small and large businesses regain the confidence to hire new employees and expand their
business operations it is doubtful that the CRE market will sustain a meaningful recovery. As
long as businesspersons are faced with the challenges of rising taxes and increasing regulatory
burdens, it is less than likely that they will enthusiastically assume the entrepreneurial risk
necessary for protracted economic expansion and a robust recovery of the CRE market. Itis
fundamental to acknowledge that the American economy grows one-job and one-consumer
purchase at a time, and that the CRE market will recover one-lease, one-sale and one-financing
at a time. With the expanding array of less than friendly rules, regulations and taxes facing
businesspersons and consumers we should not be surprised if businesses remain reluctant to hire
new employees, consumers remain cautious about spending, and the CRE market continues to
struggle.

The problems presented by today’s CRE market would be easier to address if they were solely
based upon the oversupply of over-leveraged CRE facilities in certain well delineated markets.
Tn such an event, a combination of thoughtful—yet no doubt painful-restructurings,
refinancings and foreclosures would result in the material de-leveraging and re-pricing of
troubled CRE properties. Unfortunately, even those CRE propetties that are appropriately
leveraged and priced must also assimilate a drop in demand from prospective tenants and
purchasers who have suffered a reversal in their business operations and prospects.

Although some progress has been made, the Administration could further assist the recovery of
the CRE market—as well as the broader U.S. economy—by sending an unambiguous message o
the private sector that it will not directly or indirectly raise the taxes or increase the regulatory
burden of CRE market participants and other business enterprises. Without such action, the
recovery of the CRE market will quite possibly proceed at a sluggish and costly pace with further
adverse consequences for those financial institutions and investors that hold CRE loans and
commercial mortgage-backed securities.

Thank you for joining us today and I look forward to our discussion.

Opening Statement of J. Mark McWatters, February 4, 20112
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STATEMENT OF DAMON SILVERS, DIRECTOR OF POLICY AND
SPECIAL COUNSEL, AFL-CIO

Mr. SILVERS. Thank you, Mr. Chairman.

Good morning. This is the third hearing this panel has conducted
on the interaction of the commercial real estate market with the
Troubled Asset Relief Program.

Our earlier hearings looked at this issue through the experience
of the New York and the Atlanta metropolitan areas. And so, this
is really the first hearing that is focused on the national picture
and on the viewpoint and efforts of the bank regulators in relation
to issues raised by the commercial real estate market.

In our February 2010 report, as my fellow panelists have noted,
this panel urged the Treasury Department and the bank regulators
to closely monitor commercial real estate market, out of concern
that the rapid decline of this market could lead to problems for fi-
nancial institutions with significant exposure to commercial real
estate loans, and, in particular, could affect the small banking sec-
tor. We noted that, due to the shorter term of most commercial real
estate loans compared to conventional residential mortgages, the
banking system would face rollover problems for more than $2 tril-
lion worth of commercial real estate loans between 2011 and 2017,
loans whose collateral seems likely to have fallen in value dramati-
cally when the loans become due.

Today’s hearing is an opportunity for us to revisit the question
of what is going to happen to smaller banks as commercial real es-
tate loans become due, and what impact these developments will
have on efforts to revive commercial lending, and on the degree of
concentration in our banking system. We do this against the back-
drop of smaller TARP recipient banks having significant concentra-
tions in commercial real estate even when compared to non-TARP
recipients of the same size, and against the backdrop, that we—as
we have noted in other reports, of the challenges that the Treasury
Department faces, in terms of constructing an exit from TARP for
these smaller recipients of TARP assistance.

But, this hearing is also an opportunity for us to look more
broadly at the implications of the commercial real estate market for
oversight of TARP as a whole. Several of our witnesses today have
pointed out, in their written testimony, that commercial real estate
loans are concentrated in smaller banks, and are not a problem, by
and large, that threatens the stability of systemically significant in-
stitutions. We also have a substantial body of testimony today that
discusses the capacity of banks and other commercial real estate
lenders to restructure commercial real estate loans, and the dif-
ference that that capacity and flexibility has made, in terms of
miltigating the impact of the dramatic fall of commercial real estate
values.

Now, neither proposition is a great comfort to me, nor, I think,
would either proposition be a great comfort to the American public
if the public understood the implications of these statements.

Every week, the FDIC resolves more failed small banks. Those
banks are shut down; their stockholders, wiped out; in many cases,
their employees, laid off; the communities which they served, left
without important institutions in some cases; in other cases, they
continue under new names and new ownership.
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All the—all those harmed by these actions, unavoidable as they
certainly are, know that, if they had just been systemically signifi-
cant, they might be well on their way to enjoying the fruits of the
recent miniboom in finance. And then, consider any one of the more
than 200,000 American families facing the loss of their home each
month due to residential real estate foreclosures, in substantial
part because of the lack of flexibility in the approach the bank have
taken to residential real estate.

Now, today, rather than dwell too long on these injustices that
appear, at this point, to be profoundly lodged at the heart of our
financial policy landscape, I would hope we could learn something
practical from this hearing as to, one, whether we still have cause
to be concerned about rollover risk in commercial real estate, the
risk that this panel has raised in prior reports; and, two, What can
we learn from the commercial real estate experience that might
help us in dealing with the profoundly troubled residential real es-
tate market?

So, I look forward to hearing from our witnesses, and extend my
thanks to all of you for helping us today.

The CHAIRMAN. Thank you, Mr. Silvers.

Dr. Troske.
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Good morning. This is the third hearing this panel has conducted on the interaction of the
commercial real estate market with the Troubled Asset Relief Program. Our earlier hearings
looked at this issue through the experience of the New York and the Atlanta metropolitan areas,
and so this is the first hearing that is focused on the national picture and on the viewpoint and
efforts of the bank regulators.

In our February, 2010 report, this panel urged the Treasury Department and bank regulators to
closely monitor the commercial real estate market out of concern that the rapid decline of this
market could lead to problems for financial institutions with significant exposure to commercial
real estate, and in particular could affect the small banking sector. We noted that due to the
shorter term of most commercial real estate loans compared to conventional residential
mortgages, the banking system would face rollover problems for more than $2 trillion worth of
real estate loans between 2011 and 2017—loans whose collateral seems likely to have fallen in
value dramatically when the loans become due.

This hearing is an opportunity for us to revisit the question of what is going to happen to smaller
banks as commercial real estate loans become due, and what impact these developments will
have on efforts to revive commercial fending. We do s0 against the backdrop of smaller TARP
recipient banks having significant concentrations in commercial real estate even when compared
to non-TARP recipients of the same size.

But this hearing is also an opportunity for us to look more broadly at the implications of the
commercial real estate market for oversight of TARP as a whole. Several of our witnesses today
have pointed out in their written testimony that commercial real estate loans are concentrated in
smaller banks, and are not a problem by and large that threatens the stability of systemically
significant institutions. We also have a substantial body of testimony today that discusses the
capacity of banks to restructure commercial real estate loans and the difference that has made in
terms of mitigating the impact of the dramatic fall of commercial real estate values.

Neither proposition is a great comfort to me, nor 1 think would they be to the American public if
the public understood the implications of these statements. Every week the FDIC resoives more
failed small banks. They are shut down, their stockholders wiped out, in many cases their
employees laid off-—all knowing that if they just had been systemically significant they might be
well on their way to enjoying the fruits of the recent mini-boom in finance. And consider any
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one of the more than two hundred thousand American families facing the loss of their home in
substantial part because of the lack of flexibility in the approach the banks have taken to
residential real estate.

Rather than dwell too long on these injustices that appear at this point to be profoundly lodged at
the heart of our financial policy landscape, I would hope we could learn from this hearing (1)
whether we still have cause to be concerned about rollover risk in commercial real estate, and (2}
what we can learn from the commercial real estate experience for the profoundly troubled
residential real estate market.

1 look forward to hearing from our witnesses.

Opening Statement of Damon Silvers, February 4, 2011~ 2
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STATEMENT OF KENNETH TROSKE, WILLIAM B. STURGILL
PROFESSOR OF ECONOMICS, UNIVERSITY OF KENTUCKY

Dr. TROSKE. Thank you, Senator Kaufman.

I would like to start by thanking the witnesses for appearing be-
fore the panel today. I appreciate you coming here to help us with
our oversight responsibilities.

In my opening comments today, I want to touch on a topic that,
while not the primary subject of today’s hearing, is certainly re-
lated. That is the role of regulation and regulatory oversight in the
recent financial crisis.

One common theme in the aftermath of our—the recent crisis
has been that the crisis could have been prevented by more regula-
tion. Of course, in our economic system, there are two sources of
regulation, that imposed by the market and that imposed by the
government. Both forms of regulation have their strengths and
weakness. In my opinion, however, many of the calls for increased
government regulation fail to recognize some of the inherent weak-
nesses in this type of regulation.

It is important to start off by recognizing that regulators are
human beings, not superheroes, and they respond to incentives,
just like all other normal human beings. Government regulators
with no skin in the game have little incentive to closely monitor
the behavior of companies to ensure that they protect investors and
the economy. In contrast, in a well-functioning market, share-
holders and creditors have a great deal of incentive to monitor firm
behavior, since they do have skin in the game.

Some government regulators certainly do an exemplary job, but
there are others, whose efforts will focus on merely implementing
rules in a way to maintain their positions, and it is hardly—hard
to know which is which before problems arise. As far as I know,
no government regulator lost his or her job because the firm they
regulated failed or received a bailout. In fact, many of the regu-
latory agencies that have received the most blame for the financial
crisis received additional regulatory authority in the recent Dodd-
Frank legislation. It seems clear that regulators have little finan-
cial incentive to develop and apply the kind of regulatory proce-
dures that will yield maximum benefit, so we are forced to rely on
regulators’ personal motivation for doing the right thing. Hardly a
sound basis for effective regulation.

We must also recognize that government regulators operate in a
political process. When regulators try to regulate large companies,
the shareholders and executives of these companies complain to
their elected representatives about the undue burden of regulation,
and these legislators try to limit the efficacy of regulators. We have
seen this process play out time and time again in a variety of set-
tings. When companies are making large profits, as often occurs in
a price bubble, it is unreasonable to expect government regulators
to have the political will to defy Members of the Congress and pop
the bubble. I am not saying that the way the political process
works is inappropriate, just that this dynamic must be kept in
mind when thinking about the likely effectiveness of new regula-
tion.

Finally, we need to recognize how executives, shareholders, and
creditors of financial firms will respond to regulation. All busi-
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nesses, including financial firms, aim to provide the products their
customers demand. Customers demanded, and continue to demand,
many of the financial products that they're—at the heart of the fi-
nancial crisis, such as collateralized debt obligations and other
complicated derivatives. Given new government—new government
regulation will likely push firms to develop more complicated and
difficult-to-regulate financial products, and move these products
into an even more shadowy part of the banking sector.

In addition, with an increase in government—an increase in gov-
ernment regulation will decrease shareholders’ and creditors’ ef-
forts at monitoring managers, and allow their oversight to be sup-
planted by government regulation. Given that regulation pushes
companies to hide risky investments and reduces the incentives for
shareholders and creditors to monitor the behavior of executives,
government regulation likely leads to a world where there are
fewer crises, but those crises that do occur will be much harder to
spot and much larger and more destabilizing. Is this a tradeoff we
want to make?

Of course the government’s guarantee that systemically impor-
tant financial firms will not be allowed to fail has effectively re-
moved any incentive creditors have to monitor the behavior of ex-
ecutives and shareholders. It seems to me that a much simpler and
more efficient solution would simply—would be to simply eliminate
the government’s guarantee, which would again provide creditors
with the incentives to monitor the behavior of firms.

Claims that government—claims that the lack of regulation led
to the recent financial crisis are akin to claims that someone got
sick because they didn’t take enough medication. Obviously, some
medicine can kill you, some may prevent you from getting sick, but
the correct medication is a complex function of the patient’s overall
health prior to becoming ill, his behavior, and the disease he ulti-
mately encounters. So, it is virtually impossible to design a regime
of medication that will prevent someone from ever getting sick. In-
stead, doctors advise us to follow a few basic rules—eat a balanced
diet, exercise on a regular basis, don’t smoke, avoid drinking to ex-
cess—that are designed to help build resistance to most common
diseases and minimize the effects if we do become ill. However,
even following these rules, people still get sick.

Good regulation would follow a similar course. Establish a set of
basic rules, to enhance the ability of the natural regulators, share-
holders, and creditors to oversee the behavior of managers. How-
ever, even the best government regulation will not prevent the oc-
currence of future financial crises. The best it can do is to reduce
their frequency, minimize the effects when crises occur, and make
people aware of the risks so they can prepare.

Responsibility for a firm’s failure does not reside with govern-
ment regulators, but instead rests with the managers and owners
who made poor decisions. We need to keep this in mind when try-
ing to design optimal regulation and planning for future crises.
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Hopefully, the testimony we hear today will help us better under-
stand remaining problems in the market so that political leaders
can continue to work towards better, more efficient regulation to
ensure the stability of the financial sector.

The CHAIRMAN. Thank you, Dr. Troske.

Mr. Neiman.
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Thank you Senator Kaufman,

1 would like to start by thanking the witnesses for appearing before the panel today. Irecognize
that all of you are very busy people with a number of other responsibilities, so I appreciate you
taking time to come here and help us with our oversight responsibilities.

One common theme in the aftermath of the recent financial crisis has been that the crisis could
have been prevented by more regulation. Of course in our economic system there are two
sources of “regulation,” that imposed by the market and that imposed by government. Both
forms of regulation have their strengths and weaknesses. In my opinion, many of the calls for
increased government regulation fail to recognize some of the inherent weaknesses in this type of
regulation.

To begin with, it is important to recognize that regulators arc human beings, not superheroes, and
they respond to incentives just like all other normal human beings. And while we can argue
about whether executives, shareholders, and creditors of failed companies suffered sufficiently
large losses, there is no question that they lost more money in the crisis than government
regulators as a direct result of firm failure. Government regulators with no “skin in the game”
have little incentive to closely monitor the behavior of companies to ensure that they protect
investors and the economy. In contrast, in a well-functioning market shareholders and creditors
have a great deal of incentive to monitor firm behavior since they do have skin in the game.
There are of course some government regulators who do an exeraplary job, but there are others
whose efforts will focus on merely implementing rules in a way to maintain their positions, and
it is hard to know which is which before problems arise. And while it may have occurred, I
know of no government regulator who lost his or her job because the firm they regulated failed
or received a bailout. In fact, as a glance at the Dodd-Frank financial reform legislation reveals,
many of the regulatory agencies that received the most blame for the financial crisis received
additional regulatory authority in this legislation. In the end, it scems clear that regulators have
little financial incentives to develop and apply the kinds of regulatory procedures that will yield
raaximum benefit, so we are forced to rely on regulators personal motivation for doing the right
thing—hardly a sound basis for effective regulation.

‘We must also recognize that government regulators operate in a political process, so politics
affects the outcome. When regulators try to regulate large companies, the shareholders and
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executives of these companies complain to their elected representatives about the undue burden
of regulation, and in turn, these legislators try to limit the efficacy of regulators. We have seen
this process play out time and time again in the enforcement of environmental regulation,
occupational health and safety standards, and financial regulation. When companies are making
large profits—as often occurs in a price bubble—it is unreasonable to expect government
regulators to have the political will to defy members of Congress and pop the bubble. Note, I am
not saying that the way the political process works is inappropriate. Rather I simply note that
this dynamic must be kept in mind when thinking about the likely effectiveness of new
regulation.

Finally, we need to recognize how executives, shareholders and creditors of financial firms will
respond to regulation. All businesses, including financial firms, aim to provide the products their
customers demand. It is clear that customers demanded many of the financial products that are
at the heart of the financial crisis, such as collateralized debt obligations and other complicated
derivatives, and customers continue to demand these products. Given this demand, one primary
effect of new government regulation will be that firms will develop even more complicated and
difficult to regulate financial products and work to move these products into an even more
shadowy part of the banking sector where they will be even more difficult to monitor.

In addition, with an increase in governmental regulation, shareholders and creditors, who in a
market economy are the strongest and most effective regulators of firms, will decrease their
efforts and allow their oversight to be supplanted by the government’s regulation. Given that
regulation pushes companies to hide risky investments and reduces the incentives for
shareholders and creditors to monitor the behavior of executives, even ideal government
regulation will likely lead to a world where there are fewer crises, but those crisis that do ocour
will be much harder to spot, and much larger and more destabilizing. We need to ask ourselves
whether this is a trade-off we want to make.

Of course the government’s guarantee that systemically important financial firms will not be
allowed to fail has effectively removed any incentive creditors have to monitor the behavior of
executives and shareholders. Much of the new regulations appear to be attempts to fix the
probleras created by the existence of too big to fail firms. It seems to me that a much simpler
and more efficient solution would be to simply eliminate the government’s guarantee which
would again provide creditors with the incentive to monitor the behavior of the firms.

Claims that the lack of regulation led to the recent financial crisis are akin to claims that
someone got sick because they didn’t take enough medication. As we all know, some medicine
can kill you, some may prevent you from getting sick, but the correct medication is a complex
function of the patient’s overall health prior to becoming ill, his behavior, and the disease that he
ultimately encounters. Given the complexity and uncertainty surrounding this problem, it is
virtually impossible to design a regime of medication that will prevent someone from ever
getting sick. Instead doctors advise us to follow a few basic rules—eat a balanced diet, exercise
on a regular basis, don’t smoke, avoid drinking to excess—that are designed to help build
resistance to most common diseases and minimize the effects if we do become ill. However,
even following these rules people still get sick. Good regulation would follow a similar course:
establish a set of basic rules to enhance the ability of the natural regulators—shareholders and
creditors-—to oversee the behavior of managers. However, even the best government regulation

Opening Statement of Kenneth Troske, February 4, 2011~ 2
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will not prevent the occurrence of future financial crises; the best it can do is reduce their
frequency, minimize the effects when crises occur, and make people aware of the risk so they
can prepare. Responsibility for a firm’s failure does not reside with government regulators, but
instead rests with the managers and owners who made poor decisions. We need to keep this in
mind when trying designing optimal regulation and planning for future crises. Hopefully, the
testimony we hear today will help us better understand remaining problems in the market so that
political leaders can continue to work toward better, more effective regulation.

Opening Statement of Kenneth Troske, Februory 4, 20113
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STATEMENT OF RICHARD NEIMAN, SUPERINTENDENT OF
BANKS, NEW YORK STATE BANKING DEPARTMENT

Mr. NEIMAN. Thank you.

Good morning. I want to thank our witnesses, particularly our
senior Federal regulators who are appearing today at our Hearing
of the Congressional Oversight Panel on Commercial Real Estate
Lending.

The panel first explored these issues around commercial real es-
tate in our field hearings in New York City in 2009 and in Atlanta
in January of last year. In the time since then, there is reason to
remain concerned about mounting pressure in the commercial real
estate sector. Financial stability overall has been returning, but
this nascent recovery is still vulnerable to shocks. The concern is
that the credit risk, and particularly the maturity risk embedded
in commercial real estate loans, could provide such a trigger in the
near term.

It is estimated that hundreds of billions of dollars in commercial
real estate debt will be maturing through 2014. The prospects for
refinancing this debt are uncertain, as the recession and high lev-
els of unemployment continue to put downward pressure on prop-
erty values and reduce rent rolls. This could even jeopardize the vi-
ability of loans that were properly underwritten. These difficulties
may weigh heavily on midsized and community banks, which are,
comparatively, more concentrated in commercial real estate than
larger institutions.

But, the future of commercial real estate lending matters to more
than just a subset of lenders and borrowers. Commercial real es-
tate impacts every community, on multiple levels, so understanding
this sector is an important aspect of stabilizing our national econ-
omy. We are talking about the office buildings, shopping malls, and
hotels that shelter jobs. Mortgages that help businesses remain
open are critical to economic recovery.

Commercial real estate also includes multifamily and affordable
housing units. For apartment buildings, in particular, there is a
concern that the properties’ condition will deteriorate as the own-
er’s cashflow is diverted to making debt payments. Further, ten-
ants who pay their rent on time can find themselves homeless be-
cause their landlord defaulted on the underlying commercial mort-
gage. Workouts for distressed loans on multifamily properties
should be restructured with community preservation goals in mind.

So, in my questions this morning, I will be exploring this connec-
tion between the well-being of our society and financial stability.
There are many open issues, such as: What steps are being taken
at the national level to protect members, renters, and multifamily
properties during a foreclosure? Are tightened underwriting stand-
ards being set at the right level to ensure prudent loans, or is cred-
it being artificially restricted? And are banks adequately prepared
for additional loan losses that may be coming?

I look forward to the witnesses’ response on these issues, and to
hearing your innovative ideas on stabilizing commercial real estate.
So, thank you, again, for joining us.

The CHAIRMAN. Thank you all.

I'm pleased to welcome our first witness panel, which consists of
Federal bank regulators. We’re joined by Sandra Thompson, direc-
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tor of the Division of Supervision and Consumer Protection for the
FDIC; Patrick Parkinson, director of the Division of Banking Su-
pervision and Regulation for the Federal Reserve; and David Wil-
son, deputy comptroller for Credit and Market Risk for the OCC.

Thank you for coming this morning.

We ask that you keep your oral testimony to 5 minutes so we can
have adequate time for questions. Your complete written record
will be printed in the official record of the hearing.

And please proceed with your testimony. We’'ll start with Ms.
Thompson.
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Good morning, and thank vou to our witnesses for appearing today at this hearing of the
Congressional Oversight Panel on commercial real estate lending. The Panel first explored
issues around commercial real estate at our field hearings in New York City in 2009 and Atlanta
in January of last year.

In the time since then, there is reason to remain concerned about mounting pressure in the
commercial real estate sector. Financial stability overall has been returning, but this nascent
recovery is still valnerable to shocks. The concern is that the credit risk, and particularly the
maturity risk, embedded in commercial real estate loans could provide just such a trigger in the
near-term.

Tt is estimated that hundreds of billions of dollars in commercial real estate debt will be maturing
through 2014, The prospects for refinancing this debt are uncertain, as the recession and high
levels of unemployment continue to put downward pressure on property values and reduce rent
rolis. This could even jeopardize the viability of loans that were properly underwritten.  These
difficulties may weigh heavily on mid-size and community banks, which are comparatively more
concentrated in commercial real estate than larger institutions. :

But the future of commercial real estate lending matters to more than just a subset of lenders and
borrowers. Commercial real estate impacts every community on multiple levels, so
understanding this sector is an important aspect of stabilizing our national economy. We are
talking about the office buildings, shopping malls and hotels that shelter jobs. Morigages that
help businesses remain open are critical to economic recovery.

Commercial real estate also includes multifamily and affordable housing units. For apartment
buildings in particular, there is a concern that the property’s condition will deteriorate as owners’
cash flow is diverted to making debt payments. Further, tenants who pay their rent on time can
find themselves homeless, because their landlord defaulted on the underlying commercial
mortgage. Workouts for distressed loans on multifamily properties should be structured with
community preservation goals in mind.

So in my questions this morning, I will be exploring this connection between the well-being of
our society and financial stability. There are many open issues, such as-
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o What steps are being taken at the national level to protect renters in multifamily
properties during a foreclosure?

o Are tightened underwriting standards being set at the right level to ensure prudent loans,
or is credit being artificially restricted?

o And are banks adequately prepared for additional loan losses that may be coming?

1 look forward to the witnesses’ responses on these issues and to hearing your innovative ideas
on stabilizing commercial real estate.

Opening Statement of Richard Neiman, Februory 4, 2011~ 2
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STATEMENT OF SANDRA THOMPSON, DIRECTOR, DIVISION OF
SUPERVISION AND CONSUMER PROTECTION, FEDERAL DE-
POSIT INSURANCE CORPORATION

Ms. THOMPSON. Good morning. Chairman Kaufman and mem-
bers of the panel, I appreciate the opportunity to testify on behalf
of the FDIC regarding the condition of the commercial real estate
market and its relationship to the overall stability of the financial
system.

The events surrounding the recent financial crisis have taken a
heavy toll on economic activity across our Nation. The past 3 years
have been difficult for many institutions that focused on CRE lend-
ing, especially in home construction.

In 2009, there were 140 bank failures. Last year, 157 banks
failed. And many of those failures were caused by losses on con-
struction loans that were made during the boom years before the
crisis.

Some community banks with CRE concentrations continue to ex-
perience elevated losses. Distressed CRE loan exposures take time
to work out and, in some cases, require restructuring to establish
more realistic and sustainable repayment programs. Some loans
may not be able to be modified and must be written off. This proc-
ess of prompt loss recognition and restructuring, painful as it may
be, is needed to lay the foundation for recovery in the CRE market.

At the same time, it must be recognized that many institutions
with CRE concentrations have weathered the financial crisis. As of
the end of the year in 2008, there were over 2200 institutions that
had CRE concentrations. Many of these institutions continue to op-
erate in a safe and sound manner and serve the credit needs of
their communities.

It is important to note that capital levels at insured institutions
are relatively strong. Of the almost 8,000 insured depository insti-
tutions reporting as of the end of last September, some 96 percent
are in the well-capitalized categories. For banks with CRE con-
centrations, 87 percent are well-capitalized.

The FDIC and the other Federal banking regulatory agencies
have taken a number of steps to better understand the nature and
extent of CRE concentrations. The FDIC has expanded the use of
supervisory visitations at institutions with CRE concentrations.
We'’ve broadened our offsite surveillance programs to better capture
CRE outliers. We receive more detailed information on a quarterly
basis on owner-occupied CRE exposures so that we can better de-
lineate a bank’s CRE portfolio.

The FDIC has also joined with the other Federal bank regulators
in encouraging lenders to continue making prudent loans and
working with borrowers who are experiencing financial difficulties.

Although a number of financial institutions have reported poor
results for the past several years, there are emerging signs of sta-
bilization. Year-over-year earnings have improved for five consecu-
tive quarters through September 30th, and loan-loss provisions
have declined. Additionally, noncurrent loan balances have de-
clined, with the largest decline occurring in the construction and
development lending sector.

There are other signs pointing to a slow stabilization in the resi-
dential and commercial property sectors, with improvement in
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prices and vacancy rates. Nonetheless, while there are signs of sta-
bilization, the CRE market is distressed and it will take some time
to work through these issues.

All banks, community banks in particular, play a critical role in
helping local businesses fuel economic growth. And we support
their efforts to make good loans in this challenging environment.

Thimk you. And I'll be pleased to answer any questions from the
panel.

[The prepared statement of Ms. Thompson follows:]
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Chairman Kaufman and members of the panel, | appreciate the opportunity to
testify on behalf of the Federal Deposit Insurance Corporation (FDIC) concerning the
condition of the commercial real estate (CRE) market and its relationship to the overall
stability of the financial system. My testimony will describe the FDIC’s observations
about commercial real estate lending and how this sector has affected the condition of
insured depository institutions. [ will also draw a distinction between the types of CRE
loans originated by banks to explain how the more risky elements, such as acquisition,
development, and construction (ADC) lending, has experienced much higher loss rates
than categories such as owner-occupied loans to small businesses. I will close with a
summary of the FDIC’s supervisory activities related to CRE lending and current market

trends.

As the Panel well knows, the events swrrounding the financial crisis of late 2008
have taken a heavy toll on real economic activity across our nation. The effects of the
dislocations in real estate finance that triggered the crisis are still with us in the form of
depressed real-estate prices, high levels of foreclosures and credit distress, and elevated

levels of unemployment.

In response to these challenging economic circumstances, banks are clearly taking
more care in evaluating applications for credit. While this more conservative approach to
underwriting may mean that some borrowers who received credit in past years will have
more difficulty receiving credit going forward, it should not mean that creditworthy

borrowers are denied loans.
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In retrospect, it is clear that the bank regulatory agencies could have been more
aggressive in their approach to institutions with the riskiest CRE exposures, especially in
real estate development lending. As outlined later in my testimony, the FDIC has taken
steps to address our supervisory approach while at the same time recognizing that we, as
bank supervisors, have a responsibility to encourage institutions, regularly and clearly, to
continue to make soundly structured and underwritten loans. There is a balance that must
be met. Bank lending is an essential aspect of economic growth and will be vital to
facilitating a recovery. Our efforts to communicate supervisory expectations to the
industry should help banks become more comfortable extending and restructuring loans,

and in turn promote the availability of credit as the economy recovers.

The Boom Years

The early and middle years of the last decade were marked by strong housing
market activity and rising home prices. In addition, residential construction lending was
a rapidly growing part of insured institutions’ lending activity, especially among
community banks. The annual number of single-family housing starts averaged 1.4
million between 2001 and 2007, well above the average of 1.1 million starts between
1980 and 2000. At the same time, home prices were growing faster than disposable
personal incomes. Average U.S. home prices as measured by the S&P/Case-Schiller
National Home Price Index rose by 89 percent between 2000 and 2006, while total

disposable personal income rose by 35 percent. During 2005, the total number of
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housing units grew at a rate two-thirds faster than the population, while the

homeownership rate stood just below the all-time high of 69 percent reached in 2004.

As housing boomed, ADC loans also grew rapidly. Construction of single-family
housing also tends to spur demand for new commercial developments to serve growing
communities. The total volume of outstanding ADC loans held by FDIC-insured
institutions increased from $360 billion as of the first quarter of 2005 to a peak of $630
billion as of the first quarter of 2008, an increase of 75 percent in just three years. Along
with this rapid growth in total holdings came increases in the magnitude of bank portfolio
concentrations of ADC loans. The banking industry average concentration of ADC loans
to total capital rose from 26 percent in 2000 to a peak of 50 percent in third quarter 2007.
Similarly, the percentage of insured depository institutions with ADC concentrations

exceeding total capital rose from 8 percent to 28 percent between 2000 and 2008.

All of these measures of housing market and construction activity reflected a
boom that could not last. Home prices peaked in early 2006 and then fell by 31 percent -
the largest nationwide decline in home prices since at least the 1930s — before stabilizing
in mid-2009. Meanwhile, annual housing starts have declined by more than 70 percent
from peak levels, and the homeownership rate declined to 66.7 percent by the third
quarter of 2010. The record levels of mortgage credit distress that triggered the wider
financial crisis began in subprime and nontraditional loans, but spread to prime loan
portfolios. FDIC calculations based on the First American Corelogic database of

privately-securitized mortgages shows that more than half of subprime loans originated in
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2006 and 2007 had defaulted by November 2010. Further, more than 40 percent of Alt-A
loans and more than 15 percent of prime loans made in those same years had defaulted in
the same time period. This mortgage credit distress has led to record levels of loans
entering foreclosures. FDIC estimates based on data from the Mortgage Bankers
Association show that foreclosures reached 2.8 million in 2009 and appear to have

exceeded 2 million again in 2010,

Impact of Housing Declines on CRE Loan Portfolios in the Banking Sector

Severe mortgage and housing market distress has adversely affected the credit
performance of construction and other commercial real estate loan portfolios, both
directly and indirectly. The most direct effect involves the decline in collateral values for
residential properties and undeveloped land that serve as collateral for residential ADC
loans. As these values declined in the last half of the decade, sales proceeds were
insufficient to retire debt as planned and the percentage of problem residential ADC loans

soared.

I would like to make a distinction between the risk management challenges posed
by ADC loans, and loans collateralized by income-producing properties that are past the
construction phase or are owner-occupied. While both of these are subcategories of what
is commonly referred to as “commercial real estate lending,” they differ a great deal in
their cash flow characteristics and the losses they generate in periods of real estate market

distress. What we observed in an earlier banking crisis, between 1989 and 1992, and
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what we are experiencing now, is that the largest percentage losses are incurred in ADC
portfolios, and that these losses tend to occur earlier in a real estate market downturn. By
contrast, losses on other CRE loans tend to be more modest, but also tend to take more

time to be fully realized during economic downturns.

Noncurrent residential construction loans held by FDIC-insured institutions rose
from 1.45 percent of outstanding balances in the first quarter of 2007 to 25.7 percent at
the end of 2009, before falling slightly in 2010.' In addition, the wider economic effects
of the real estate market bust and the financial market crisis of 2008 have included a
marked deterioration in the cash flow characteristics and collateral values of commercial

real estate construction and development projects.

As conditions worsened in residential and commercial real estate markets in the
latter years of the decade, the level of total problem ADC loans — including both
residential and commercial projects — also rose rapidly. The ratio of total noncurrent
ADC loans held by FDIC-insured institutions rose from a cyclical low of 0.4 percent at
the end of 2005 to a peak of 16.9 percent in first quarter 2010 before declining slightly by
September 2010. Net charge-off rates for total ADC loans followed a similar pattern.
After falling to a cyclical low of 0.01 percent in the second quarter of 2005, the
annualized net charge-off rate for ADC loans held by FDIC-insured institutions rose
steadily to a peak level of 8.08 percent by the fourth quarter of 2009, before declining
modestly in the first three quarters of 2010. As institutions worked through the

unprecedented decline in residential construction and home values, construction

' Noncurrent loans include loans 90 or more days past due or on nonacerual status.
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financing as a percentage of CRE lending declined from 32 percent in the fourth quarter

of 2007 to 20 percent as of September 30, 2010.

The historic real estate market downturn we have recently experienced is
contributing to acute credit distress in portfolios of ADC loans as well as other
commercial real estate loans, which the banking industry is addressing. Since the end of
2007, FDIC~insured institutions have charged off almost $64 billion in ADC loans, while
the outstanding balances of these loans have fallen by 44 percent. Over the same period,
charge-offs in the somewhat larger nonfarm nonresidential portfolios have totaled $21

billion.
Commercial Mortgage Backed Securitizations

An important non-bank source of CRE financing during the last decade was
commercial mortgage-backed securitizations. Issuance of commercial mortgage-backed
securities, or CMBS, peaked in 2007 at $230 billion, having more than doubled from a
total of less than $100 billion in 2004.% These securitizations focus almost exclusively on
large, fully-leased investor properties. It is important to note that the CMBS market does
not typically include ADC credits, or owner-occupied (small business) loans which
represent a significant portion of community bank CRE lending. At the peak, CMBS
accounted for almost 28 percent of all CRE financing. However, with the deterioration in
CRE market fundamentals that occurred thereafter, combined with heightened risk

aversion by investors in general that was centered on mortgage-backed securities, CMBS

% Source: Commercial Real Estate Finance Council, www.crefe.org.
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issuance ground to a complete halt in late 2008 and early 2009. The CRE Finance
Council estimates that total CMBS issuance was just $3 billion in 2009 and $12.3 billion
in 2010, while Moody’s projects that total CMBS issuance will rise to $37 billion in
2011. Disruption in the CMBS market has had a significant impact on market liquidity
and has contributed to lower CRE valuations since 2007. A return of CMBS financing is
likely to be slow, improving gradually over time with the recovery in CRE market
fundamentals. In the interim, CRE valuations will likely remain under pressure, and the

sector will continue to be highlry dependent on depository institutions for new credit.

Effect of Declining CRE Values on Bank and Thrift Performance

The FDIC direcﬂy supervises nearly 5,000 community banks, many of which
have some level of credit concentration in CRE. From a supervisory standpoint, the past
three years have been difficult for many institutions that focus on CRE lending,
especially in home construction. A large number of institutions have failed, and as of
September 2010, some 860 banks were designated as “problem institutions.” Many of
these troubled institutions entered the financial crisis with high concentrations in ADC

and non-owner occupied CRE loans.

Distressed CRE loan exposures take time to work out, and in some cases, require
restructuring and/or charge-offs to establish a more realistic and sustainable repayment
program given cash flow deterioration. A number of community banks supervised by the

FDIC are still contending with these CRE lending problems. They are striving to
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overcome an environment of high credit-related costs (charge-offs, other real estate

holding costs, loan workout expenses), lower interest income and weak loan demand.

The combination of high concentrations in ADC lending and the sharp
deterioration in credit performance has made ADC lending an important factor in bank
and thrift failures that have taken place since the start of 2008. FDIC analysis shows that
institutions that failed during this period had concentrations of ADC loans to total assets
that were roughly three times the average concentrations of non-failed institutions. Of
the 322 insured institutions that failed during this period, more than 86 percent exceeded
the CRE concentration levels that were defined in the December 12, 2006, Joint
Guidance on CRE Lending.” This is more than twice the proportion of banks with
elevated CRE concentrations observed in the industry as a whole. At the same time, it
must be recognized that many institutions with CRE concentrations have weathered the
financial crisis. As of December 31, 2008, there were over 2,200 institutions that had
CRE concentrations according to the 2006 Joint CRE guidance and many of those
institutions continue to operate in a safe and sound manner and serve the credit needs of

their communities.

Largely driven by trends in CRE and ADC lending, the number of failed
institutions has increased in each of the past four years, reaching 157 in 2010 — the
highest annual total since 1992. While the number of failures is expected to remain

elevated in 2011, we expect that 2010 represented the peak year for failures in this cycle.

? See: FIL 104-20086, hitp://www fdic.gov/news/news/press/2006/pr06 1 14.html. The concentration levels
are construction and development loans greater than 100 percent of total capital or total commercial real
estate loans to total capital greater than 300 percent.
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It is important to note that capital levels at insured institutions are relatively
strong. Of the 7,770 insured depository institutions reporting as of September 30, 2010,
some 96 percent are in the “well-capitalized” category according to the calculation used
for Prompt Corrective Action. We expect that these capital levels will help most

financial institutions absorb potential future losses on CRE loans.

Although a number of financial institutions have reported poor resuits for the past
several years, there are emerging signs of stabilization. Year-over year earnings have
improved for five consecutive quarters through September 30, 2010, and loan-loss
provisions have declined. In dollar terms, noncurrent loan balances have declined, with
the largest decline occurring in the construction and development lending sector which
saw a $5.7 billion drop in noncurrent loans in the third quarter of 2010. Thus far,
improved performance has been most evident among larger institutions, with
performance still lagging somewhat at community banks considered as a group,
especially those with elevated CRE concentrations. While the rate of noncurrent loans in
the nonfarm nonresidential CRE category rose to 4.36 percent in the third quarter of 2010
from 3.41 percent the previous year, we expect credit performance in these portfolios will

begin to improve as the economic recovery strengthens.



35

FDIC and Federal Bank Supervisory Agency Action on CRE Issues

The FDIC has taken a number of steps to better understand the nature and extent
of CRE concentrations, and address banks’ outsized credit exposures in a timelier
manner. For example, we now have more detailed quarterly Call Report data reported by
insured depository institutions on owner-occupied CRE exposures so that we can more
readily differentiate among potentially more or less risky elements of banks’ portfolios.
The FDIC also has expanded the use of supervisory visitations at institutions with CRE
concentrations and has broadened our off-site surveillance programs of institutions’ data

to better capture CRE outliers.

Moreover, we are beginning to ask bankers at each examination for their views on
credit availability and to gauge how the regulatory process might positively influence
banks’ interest in originating new loans. The FDIC’s supervisory process continues to
evolve based on the lessons learned from this crisis, and we will continue to use our bank
examination procedures to identify prospective risks that could affect an institution’s
safety and soundness. At the same time, the FDIC will continue to encourage banks to

make prudent loans in their markets.

The FDIC monitors changes in a bank’s condition between examinations by
following-up on significant issues and analyzing financial reports. ADC loans and other
CRE loans are necessarily a significant focus of our examinations and have been for

some time. However, the FDIC provides banks we supervise with considerable
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flexibility in dealing with customer relationships and managing loan portfolios. We do
not require banks to recognize losses on loans solely because of collateral depreciation or
require appraisals on performing loans unless an advance of new funds is being
contemplated or is otherwise clearly warranted. Write-downs on assets to “fire-sale” or
liquidation values would be counterproductive for the economy and contrary to

regulatory guidance.

The FDIC understands that businesses rely on banks to provide credit for their
operations, and that extensions of credit from banking institutions will be essential in
supporting economic growth, Accordingly, we have not instructed banks to curtail
prudently managed lending activities, restrict lines of credit to strong borrowers, or deny
a refinance request solely because of weakened collateral value. To the contrary, through
the 2009 interagency Policy Statement on Prudent Commercial Real Estate Loan
Workouts' (CRE Workout Guidance), the FDIC has encouraged prudent and pragmatic
CRE workouts within the framework of financial accuracy, transparency, and timely loss
recognition. The FDIC expects that banks will work with commercial borrowers who
remain creditworthy despite some deterioration in their financial condition. This
interagency guidance has helped banks become more comfortable extending and
restructuring loans, which will help businesses and expedite economic recovery. Atthe
same time, we recognize that the economic environment for real estate continues to be
stressed, and we expect that banks will continue to accurately recognize losses in a timely
manner in accordance with accounting and financial reporting standards. We conducted

follow-up surveys of institutions which restructured or renewed loans in accordance with

* hitp//www.fdic.gov/news/news/financial/2009/fi10906 1 tm!
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the guidance. The results of our survey were positive as approximately 97 percent of
respondents said that the guidance was helpful. Nearly 88 percent of respondents said
there were not any specific regulatory policies that were impeding their ability to work

constructively with CRE borrowers.

The FDIC has also been a strong supporter for new, sound lending. Since the
onset of the crisis, we have activeiy’ encouraged banks to make good loans to consumers
and businesses that are seeking credit. Accordingly, on November 12, 2008, the FDIC
joined the other federal banking agencies in issuing the Inferagency Statement on
Meeting the Needs of Creditworthy Borrowers,” which encourages banks to continue
making loans available to creditworthy borrowers and to work with mortgage borrowers
that have trouble making payments. On February 12, 2010, the FDIC joined the other
agencies again in issuing the Interagency Statement on Meeting the Credit Needs of
Creditworthy Small Business Borrowers,® which reminded banks of the harmful
economic effects of an excessive tightening of credit availability for small businesses,
and stated that institutions engaging in prudent small business lending will not be subject
to criticism as long as a comprehensive review of a borrower’s financial condition is
conducted. We believe that these efforts have helped banks become more comfortable

originating credit in this difficult environment.

More recently, the FDIC hosted a Small Business Forum on January 13, 2011,

with industry and government leaders to identify obstacles to small business lending.

* htp/fwww. fdic gov/news/news/financial/2008/fi108128 htmi
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The Forum covered a range of issues, including the impediments that are constraining the
availability of credit for small businesses, and articulated ideas for overcoming these
obstacles. Small businesses rely heavily on commercial real estate to collateralize
borrowings for working capital and other needs. Community banks fulfill critical small
business lending needs for cities and towns across the country. The FDIC will continue
its support for small business credit availability, and in particular, credit availability

needs for borrowers with commercial real estate.

Current Trends

Recent signs point to a tentative stabilization of the residential and commercial
property sector, with improvement in price and vacancy rates. After weakening slightly
in recent months, the S&P/Case-Shiller National Housing Index shows just a 2 percent
year-over-year decline in residential real estate prices through September 2010.
Similarly, the Moody’s/REAL Commercial Property Price Index rose by almost 3 percent
in the vear ending in November 2010. But while vacancy rates appear to have leveled off
for most major commercial property types, rental rates — typically a lagging indicator of
market conditions — do not yet show clear signs of a broad-based stabilization. Through
the fourth quarter of 2010, gross asking rents for office properties had declined for three
consecutive quarters.” By contrast, average apartment rents increased in both the second
and third quarters of 2010, while full- and limited-service hotels reported an increase of

over 9 percent in revenue per available room during 2010.% As CRE cash flow

7 Source: CBRE Econometrics.
® Source: CBRE Econometrics.
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fundamentals slowly recover, so will the ability of CRE borrowers to service their debt

out of current income.

Just as in the case of residential property markets, declines in commercial real
estate prices that have taken place during the past few years will pose a longer term
problem for commercial real estate lenders. Declines in CRE prices are leaving some
borrowers with insufficient collateral to refinance their current loans when they come
due, and are also inhibiting the ability of commercial borrowers to access new credit
backed by the real estate they own. Concerns over collateral shortfalls for existing loans
have been expressed by a number of analysts as property prices and market fundamentals
have deteriorated. However, it is difficult to precisely measure the volume of CRE loans
that will come due in any given year, or how many will experience collateral shortfalls.
In any event, supervisory measures undertaken by the federal banking agencies to
promote the responsible restructuring of CRE loans will help to ensure that the resulting

credit distress is minimized.

Conclusion

The FDIC understands the significant challenges faced by banks and their
borrowers in the commercial real estate market as the economy and financial sector
recover from the dislocations that precipitated the crisis. Accordingly, the FDIC has
enhanced its regulatory program and joined with other federal financial institution

regulators in encouraging lenders to continue making prudent loans and working with
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borrowers experiencing financial difficulties. Community banks play a critical role in
helping local businesses fuel economic growth, and we support their efforts to make good

loans in this challenging environment.

Thank you. I am pleased to answer any questions from members of the Panel.

16
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The CHAIRMAN. Thank you very much.
Dr. Parkinson.

STATEMENT OF PATRICK PARKINSON, DIRECTOR, DIVISION
OF BANKING SUPERVISION AND REGULATION, BOARD OF
GOVERNORS OF THE FEDERAL RESERVE

Dr. PARKINSON. Chairman Kaufman, members of the panel,
thank you for your invitation to discuss the current state of com-
mercial real estate and its relationship to the overall stability of
the financial system.

Over the past year, the rate of deterioration for CRE market and
credit conditions has leveled off, and there are some early signs of
price stabilization in a number of key markets. However, weakness
in real estate markets, both commercial and residential, continues
to be a drag on overall growth in the economy.

CRE-related issues also present ongoing problems for the bank-
ing industry, particularly for community and regional banking or-
ganizations. Losses associated with CRE, particularly residential
construction and land development lending, have been the domi-
nant reason for the high number of bank failures since the begin-
ning of 2008. Credit losses for bank CRE loans typically continue
well past the trough of recessions, and we expect this pattern to
continue in this cycle.

Working through the large volume of troubled CRE loans will
take time as banks go through the difficult process of loan work-
outs and loan restructurings. However, if done prudently and effec-
tively, loan restructuring can reduce the ultimate losses to the
banking system. In addition, proper restructuring can reduce the
damage done to businesses and the economy by limiting the forced
liquidation of properties that would further depress prices.

While we expect significant ongoing CRE-related problems, it ap-
pears that worst-case scenarios are becoming increasingly unlikely.
During 2010, delinquency rates on construction and development
loans began to improve slightly, falling 1 percent. Still, even if CRE
delinquency metrics continue improving, there remains a suffi-
ciently large overhang of distressed CRE at commercial banks that
loss rates for this portfolio will likely stay high for some time to
come.

Approximately one-third of all CRE loans are scheduled to ma-
ture over the next 2 years. This circumstance represents substan-
tial refinancing risk, as CRE loans typically have large balloon pay-
ments due at maturity. Since the passage of the October 2009 su-
pervisory guidance on prudent loan workouts, banks have signifi-
cantly increased the level of restructuring of CRE loans. Economic
incentives to restructure or refinance existing loans are aided by
the current low interest rate environments. Some banks with prop-
erties in healthier markets are also beginning to see a pickup in
demand for high-quality properties with strong tenants.

Since the beginning of 2008 through the third quarter of 2010,
commercial banks have incurred almost $80 billion of losses related
to CRE exposure, equating to a little over 5 percent of the average
exposure outstanding during that period. Given past historical ex-
perience and the recent improvement witnessed in the broader
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economy, it is estimated that banks have taken roughly 40 to 50
percent of the CRE losses that they will realize over this cycle.

While we can project potential losses facing banks, losses ulti-
mately realized in this cycle will depend on macroeconomic and fi-
nancial factors, especially unemployment rates and interest rates.
Sensitivity of losses to those factors are why—is why we continue
to emphasize the importance of stress testing as a critical element
of managing risks associated with CRE concentrations.

Progress on working through the overhang of distressed CRE will
take time and it will depend on banks taking strong steps to en-
sure that losses are recognized in a timely manner, that loan-loss
reserves and capital appropriately reflect risk, that loans are modi-
fied in a safe and sound manner, and that loans continue to be
made available to creditworthy borrowers. To this end, the Federal
Reserve will continue to work with lenders to ensure that bank
management and supervisors take a balanced approach to ensuring
safety and soundness in serving the credit needs of the community.

Thank you. And I look forward to your questions.

[The prepared statement of Mr. Parkinson follows:]
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Chairman Kaufman, members of the Congressional Oversight Panel, thank you for your
invitation to discuss the current state of commercial real estate (CRE) finance and its relationship
to the overall stability of the financial system. Since the panel published its report, Commercial
Real Estate Losses and the Risk to Financial Stability, one year ago, the rate of deterioration in
market and credit conditions has leveled off, and there are some early signs of price stabilization
in a number of key markets. Nonetheless, CRE delinquencies and losses are expected to remain
elevated for some time.

Weakness in real estate markets, both commercial and residential, continues to be a drag
on overall growth in the economy. Construction of nonresidential structures continues to lag
because of weak fundamentals in the sector, including high vacancy rates and low property
values, factors that are unlikely to change in the near term. Similarly, new home construction is
likely to be constrained by the continuing overhang of distressed and vacant homes.

CRE-related issues also present ongoing problems for the banking industry, particularly
for community and regional banking organizations. Losses associated with CRE, particularly
residential construction and land development lending, were the dominant reason for the high
number of bank failures since the beginning of 2008, and further CRE-related bank failures are
expected over the next few years.

Credit losses for bank CRE loans typically continue well past the trough of recessions,
and we expect this pattern to continue in this cycle. Working through the large volume of
troubled CRE loans will take time as banks go through the difficult process of loan workouts and
loan restructurings. If done prudently and effectively, including allocating appropriate levels of

reserves and capital, loan restructuring can reduce the ultimate losses to the banking system. In
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addition, proper restructuring can reduce the damage done to businesses and the economy by
limiting the forced liquidation of commercial properties that would further depress prices.

While we expect significant ongoing CRE-related problems, it appears that worst-case
scenarios are becoming increasingly unlikely. CRE portfolio loan concentrations are not a
significant risk factor for systemically important financial institutions. Some systemically
important financial institutions have substantial exposures to commercial mortgage-backed
securities (CMBS) and to derivatives securities such as CRE collateralized debt obligations.
However, risks in these areas have been reduced, as significant mark downs have already been
taken on these securities. In addition, conditions in the CMBS market have been improving,
with spreads tightening and some new deals coming to market. However, we see losses in CRE
to be an ongoing negative factor in bank portfolios that will need to be worked through over the
next several years.
Current Conditions in the Commercial Real Estate Market

As housing market conditions deteriorated sharply throughout 2007, CRE markets began
to experience weakness. Broad CRE market conditions remained relatively healthy until the
second half of 2008, when CRE performance metrics turned down rapidly as a result of severe
financial market disruptions and accelerating job losses. Vacancy rates increased sharply, rental
rates plummeted, and property sales and values declined substantially. The higher vacancy rates
and declines in the values of existing properties placed particularly heavy pressure on
construction and development projects, which depend on market conditions at the time of
completion for absorption and thus repayment.

Underlying market fundamentals of CRE remain a significant concern, but they have

shown some signs of stabilizing. For instance, vacancy rates on office, industrial, and retail
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properties have stopped increasing, aithough they remained at elevated levels at the end of 2010,
ranging between 13 percent and more than 16 percent, depending upon the property type and
location. These levels are, on average, 5 to 6 percentage points above levels experienced in
2007. The rate of decline in rental rates has also slowed. At the beginning of 2010, office and
industrial rental rates were between 10 and 12 percent lower than a year earlier, on average, but
declines had slowed to between 5 and 7 percent at an annual rate af the end of the year. Sales
volume of CRE properties improved each quarter during 2010, accumulating to almost $135
billion for the year as a whole. ! This total is double the CRE property sales volume for all of
2009.

Recent readings from CRE price indexes indicate that the rate of price declines has
slowed substantially. The NCREIF Transactions Based Index fell more than 36 percent from its
peak in the second quarter of 2007 to the first quarter of 2010. In contrast, the index indicated
that prices as of the third quarter of 2010 were only 0.2 percent lower than they were at the
begimning of the year. However, the degree of price stabilization across different types of
properties and locations is uneven. In particular, demand has been rebounding for well-occupied
properties in top-tier markets, while less desirable properties in less favorable markets are still
struggling from a lack of demand.

Concentrations of CRE Exposure on Bank Balance Sheets

At the end of the third quarter of 2010, approximately $3.2 trillion of outstanding debt
was associated with CRE, including loans for multifamily properties. Of this amount, about one-
half, or $1.6 trillion, was held on the balance sheets of commercial banks and thrifts. An
additional $700 billion represented collateral for CMBS, and the remaining balance of $900

billion was held by a variety of investors, including pension funds, mutual funds, and life

! Real Capital Analytics
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insurance companies, Outstanding CRE debt has contracted 6 percent from its peak in 2008,
while outstanding CRE loans at banks have contracted by almost 12 percent. The majority of the
decrease in bank loans was associated with reductions in construction and development loan
balances, which were largely the result of foreclosures and charge-offs,

Despite the decline in aggregate CRE loans at commercial banks, many banks still have
CRE loan concentrations, as defined in the 2007 “Interagency Guidance on Concentrations in
Commercial Real Estate.”” Banks are considered to have a CRE concentration when loans for
construction, land development, and other land exceed 100 percent of risk-based capital or total
CRE is greater than 300 percent of risk-based capital.’ By this definition, almost 1,200
commercial banks, or 18 percent of all banks, had CRE concentrations at the end of the third
quarter of 2010. CRE concentrations have been the dominant factor in bank faitures. Ofthe
more than 300 commercial banks and thrifts that have failed since the beginning of 2008, more
than three-fourths had CRE concentrations at year-end 2007.

Notably, CRE concentrations are not a significant issue at the largest banks. Among
banks with total assets of $10 billion or more, 10 percent had CRE concentrations. In contrast,
one-third of all banks with assets between $1 billion and $10 billion had CRE concentrations.
For banks with less than $1 billion in assets, approximately 17 percent had CRE concentrations.
Credit Quality of Commercial Real Estate in Bank Portfolios

At the end of the third quarter of 2010, almost 10 percent of CRE loans in bank portfolios
were considered delinquent, a three-fold increase since the end of 2007.* Not surprisingly, loan

performance problems have been most striking for construction and development loans,

2 Board of Governors of the Federal Reserve System, Division of Banking Supervision and Regulation (2007),
“Interagency Guidance on Concentrations in Commercial Real Estate,” Supervision and Regulation Letter SR 07-1
(January 4), www.federalreserve gov/boarddocs/srietters/2007/SR0O701 htm.

* Owner-occupied CRE loans are not included in the CRE concentration definition.

* Delinquent CRE loans are defined as those that are 30 days or more past due.
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especially for those that finance residential development. Almost 19 percent of all construction
and development loans were considered delinquent at the end of the third quarter of last year.

During 2010, delinquency rates on construction and development loans began to improve
slightly, falling 1 percent in the first three quarters of 2010. Additionally, delinquency rates on
loans backed by existing nonfarm, nonresidential properties leveled off in 2010, Still, even if
CRE delinquency metrics continue improving, there remains a sufficiently large overhang of
distressed CRE at commercial banks such that loss rates for this portfolio will likely stay high for
some time and many banks with CRE concentrations will remain under stress.

Approximately one-third of all CRE loans {both bank and non-bank), totaling more than
$1 trillion, are scheduled to mature over the next two years, This circumstance represents
substantial refinancing risk as CRE loans typically have large balloon payments due at maturity.
Banks have been dealing with maturing loans in a variety of ways, including providing
extensions of performing assets, troubled debt restructurings, equity injections, collateral sales,
and, in some cases, pursuing foreclosures. Since the issuance of the October 2009 supervisory
guidance on prudent loan workouts, banks have significantly increased the level of restructuring
of CRE loans.” Bconomic incentives to restructure or refinance existing loans are aided by the
current low interest rate environment, Some banks with properties in healthier markets are also
beginning to see a pick-up in investor demand for high-quality properties with strong tenants.

Since the beginning of 2008 through the third quarter of 2010, commercial banks have
incurred almost $80 billion of losses related to CRE exposure, equating to a little over 5 percent
of the average exposure outstanding during this time. In past cycles, CRE credit and market

fundamentals generally lagged the larger economy by a year or more. Given this historical

5 Board of Governors of the Federal Reserve System (2009), “Federal Reserve Adopts Policy Statement Supporting
Prudent Commercial Real Estate (CRE) Loan Workouts,” press release, October 30,
www.federalreserve.gov/newsevents/press/bereg/20091030a.htm.
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experience and the recent improvement witnessed in the broader economy, it is estimated that
banks have taken roughly 40 to SO percent of the CRE losses that they will realize over this
cycle. Using past cycles as a guide, we expect that the remaining losses will likely be incurred
over the next few years.

While we can project potential losses facing banks, losses ultimately realized through this
eycle will depend on the pace of improvement in the labor market, overall credit availability, and
other macroeconomic and financial factors, especially unemployment rates and interest rates.
Those factors are why we continue to emphasize the importance of stress testing as a critical
element of managing risks associated with CRE concentrations.

Federal Reserve Supervisory Approach to Commercial Real Estate Concentrations

As noted in our previous statement to the panel on CRE conditions, the Federal Reserve
led an interagency effort to develop supervisory guidance on CRE concentrations that was
finalized in 2006 and published in the Federal Register in early 2007.% In that guidance, we
outlined our expectations that institutions with concentrations in CRE lending need to perform
ongoing assessments to identify and manage concentrations through stress testing and similar
exercises to identify the impact of adverse market conditions on earnings and capital.

Since the quality of CRE loans at supervised banking organizations began to weaken, the
Federal Reserve has devoted significant additional resources to assessing the quality of CRE
portfolios. These efforts include monitoring the impact of changing cash flows and collateral
values, as well as assessing the extent to which banks have been complying with our CRE
guidance. Examiners have taken a balanced approach to ensuring that banks are recognizing

losses in a timely manner, maintaining sufficient loan loss reserves, and monitoring collateral

® See Jon D. Greenlee (2010), “Commercial Real Estate,” statement before the Congressional Oversight Panel Field
Hearing, Atlanta, Ga., January 27, www.federalreserve.gov/newsevents/testimony/greenlee20100127a.htmy; also see
Board of Governors, “Interagency Guidance,” in note 3.
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values while being mindful not to discourage healthy banks from making loans available to
creditworthy borrowers.

Additionally, in an effort to encourage prudent CRE loan workouts, especially among
maturing loans, the Federal Reserve led the development of interagency guidance issued in
October 2009 regarding CRE loan restructurings and workouts.” To better understand the
effectiveness of this guidance, the agencies conducted a survey of financial institutions during
their examinations. The survey was completed in the third quarter of 2010,

The survey was designed to gain an understanding of the current trends in the
institution’s CRE portfolios and an estimation of the volume of loan restructurings that are likely
to occur within the next year. The majority of respondents described the quality of their CRE
portfolios as relatively stable but expressed concern regarding borrowers” deteriorating
repayment abilities and declining collateral values, which were of particular concern where
maturing loans no longer met the institution’s underwriting standards. Approximately two-thirds
of the respondents were engaged in workout activity. Of note, respondents reported that almost
three-fourths of loan modifications were performing according to their modified terms. The
survey also noted that the volume of future CRE workouts was estimated to increase by
approximately 60 percent during 2011. In contrast, banks have only restructured approximately
5 percent of all outstanding CRE portfolios to date.

Given the level of restructured loans to date and the estimated volume of future
restructurings, the Federal Reserve will continue to review institutions’ restructuring policies to
ensure that modifications are pursued in a prudent manner. Moreover, examiners will also
monitor banks’ internal reporting systems to determine if restructured loans are performing in

accordance with modified terms.

7 See Board of Governors, “Federal Reserve Adopts Policy Statement,” in note 5.
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Regulated institutions continue to face significant challenges in determining the value of
real estate in the current environment. For this reason, the Federal Reserve and the other federal
banking agencies issued revisions to the Interagency Appraisal and Evaluation Guidelines in
December 2010.% The Federal Reserve expects institutions to have policies and procedures for
obtaining new or updated appraisals as part of their ongoing credit reviews. An institution
should have appraisals or other market information that provide appropriate analysis of the
market value of the real estate collateral and reflect relevant market conditions, the property’s
current “as is” condition, and reasonable assumptions and conclusions.

Changes to Supervision at the Federal Reserve

To improve both the Federal Reserve’s consolidated supervision and our ability to
identify potential risks to the financial system, we have made substantial changes to our
supervisory framework. We have augmented our traditional supervisory approach, which
focuses on examinations of individual firms, with greater use of horizontal reviews, which
simultaneously examine portfolios across a group of firms, to identify common sources of risks
and best practices for managing those risks. To supplement information from examiners in the
field, we have enhanced our quantitative surveillance program to use data analysis and formal
modeling to help identify vulnerabilities at both the firm level and for the financial sector as a
whole. This analysis is supported by the collection of more timely, detailed, and consistent data
from regulated firms. Many of these changes draw on the 2009 Supervisory Capital Assessment

Program, or SCAP.

® Board of Governors of the Federal Reserve System, Office of the Comptroller of the Currency, Federal Deposit
Insurance Corporation, Office of Thrift Supervision, and National Credit Union Administration (2010), “Agencies
Issue Final Appraisal and Evaluation Guidelines,” joint press release, December 2,
www.federalreserve.govimewsevents/press/bereg/20101202a htm,
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Regarding CRE exposures specifically, we are working with the Office of the
Comptroller of the Currency and the Federal Deposit Insurance Corporation on the collection of
loan-level CRE data from a number of national and regional banks. The data collected will
provide critical information on the credit quality and performance of these loan portfolios. These
data will aid in the development of more forward-looking loan loss projections that will provide
a useful benchmark for the broader CRE market that can be used for all institutions. They will
also be used to develop more accurate stress test parameters for CRE portfolios of banks that the
Federal Reserve supervises. In addition, the agencies have made adjustments to the
Consolidated Reports of Condition and Income, or the Call Report, filed quarterly by banks, to
obtain more detailed information with respect to their CRE restructurings.

Cenclusion

Over the past year, CRE market and credit conditions have shown signs of stabilization
and, in some areas, modest signs of improvement. We are also seeing signs of price stabilization
in a number of CRE markets. Nevertheless, while some directional metrics are improving, the
CRE market is still distressed and the strength and pace of improvements remains uneven.

We expect that banks will continue to incur substantial additional CRE losses over the
next two years and that many banks with CRE concentrations will continue to be under stress.
While problems in the CRE market will be an ongoing concern for a number of banking
organizations and a negative factor for economic growth and lending, we do not see CRE losses
as a threat to systemically important financial institutions.

Progress on working through the overhang of distressed CRE will take time and will
depend on banks taking strong steps to ensure that losses are recognized in a timely manner, that

loan loss reserves and capital appropriately reflect risk, that loans are modified in a safe and
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sound manner, and that loans continue to be made available to creditworthy borrowers. To this
end, the Federal Reserve will continue to work with lenders to ensure that bank management and

supervisors take a balanced approach to ensuring safety and soundness and serving the credit

needs of the community.
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The CHAIRMAN. Thank you, Dr. Parkinson.
Mr. Wilson.

STATEMENT OF DAVID WILSON, DEPUTY COMPTROLLER FOR
CREDIT AND MARKET RISK, OFFICE OF THE COMPTROLLER
OF THE CURRENCY

Mr. WILSON. Chairman Kaufman and members of the panel, I
appreciate the opportunity to discuss the OCC’s observations about
{,)he kcommercial real estate market and its impact on national

anks.

The OCC supervises about 1415 national banks, representing
about 18 percent of all insured depository institutions, and approxi-
mately 63 percent of all IDI assets.

Commercial real estate lending is a prominent business line for
many national banks and is a sector that the OCC monitors very
closely. National banks hold approximately 735 billion in out-
standing CRE loans, which is about 16 and a half percent of their
aggregate loan balances.

While there are signs that the commercial real estate markets
are beginning to stabilize, we are a long way from full recovery.

Vacancy rates across major property types are starting to re-
cover, but remain high by historical standards. We expect vacancy
rates to remain elevated for at least the next 12 months.

Capitalization rates, the rate of return demanded by investors,
have also shown recent signs of stabilization. Cap rates fell sub-
stantially from 2002 to 2007, to a point where they often did not
fully reflect the risks associated with the properties being financed.
Then they increased markedly in 2008 and 2009, as investors be-
came more risk-averse. Recently, cap rates appear to have sta-
bilized, particularly for high-quality assets, but the spreads being
demanded by investors relative to treasuries remains wide.

A key driver for property values and CRE loan performance is
the net operating income or cash flows generated by the underlying
properties. Overall, NOI has continued to decline due to soft rental
rates. While we expect the rate of decline to lessen, only apart-
ments are expected to show meaningful NOI growth this year, with
other major market segments expected to turn positive in 2012.

Property prices have also shown recent signs of stabilization. The
Moody’s All Property Index recorded an increase of 0.6 percent in
November 2010, which was the third consecutive month of national
price gains. While this trend is encouraging, we expect the prices
to be volatile until underwriting market fundamentals improve con-
sistently.

The trends and performance of CRE loans within national banks
mirror those in the broader CRE market. While there are some
signs of stabilization in charge-off rates, nonperforming loan levels
remain elevated and continue to require significant attention by
bank management and supervisors.

The effect of distressed commercial real estate on individual na-
tional banks varies by size, location, type of CRE loan. Because the
charge-off rates for construction loans led performance problems in
the sector, banks with heavier concentrations in this segment tend-
ed to experience losses at an earlier stage. Performance in this seg-
ment is expected to improve more rapidly as the pool of potentially
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distressed construction loans has diminished. Conversely, banks
whose lending is more focused on income-producing commercial
mortgages are continuing to experience increased charge-off rates.

Another factor for many community and midsized banks is their
CRE concentrations. Although CRE concentrations as a percentage
of capital has declined recently, they are still significant for many
midsized and community banks. CRE concentrations and problem-
loan workouts continue to be areas of emphasis and OCC examina-
tion activities, and our objectives are threefold: ensuring that the
banks accurately risk-rate their loans, that they work construc-
tively with troubled borrowers, and that they maintain adequate
loarzl-l(zlss reserves and capital, taking appropriate charge-offs when
needed.

We are also emphasizing the importance of stress testing—and
are assessing whether additional supervisory policies or guidance
may be needed for examiners and institutions, to more effectively
deal with the risks that CRE concentrations can pose to the indus-
try and the viability of individual financial institutions.

In summary, there are modest signs of improvement, but the
CRE markets still face significant headwinds. Ultimately, stabiliza-
tion of the CRE markets will require restoring equilibrium between
supply and demand, and will hinge on recovery of the overall econ-
omy. This process is not painless, and we expect CRE portfolios
will continue to be a drag on some bank’s performance for at least
the next 12 to 18 months. During this period of adjustment, the
OCC will continue to take a balanced and measured approach in
its supervision.

[The prepared statement of Mr. Wilson follows:]
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L Introduction

Chairman Kaufman and members of the Congressional Oversight Panel, my name
is Dave Wilson and I am the Deputy Comptroller for Credit and Market Risk at the
Office of the Comptroller of the Currency (OCC). I appreciate the opportunity to present
the OCC’s observations about the commercial real estate (CRE) market and its impact on
national banks. The OCC supervises approximately 1,415 insured national banks, which
comprise about 18 percent of the 7,760 FDIC-insured depository institutions {IDIs) in the
United States, holding approximately 63 percent of all IDI assets. In terms of size,
national banks constitute 13 of the 19 banks with assets over $100 billion, including the
six largest banks in the United States; 42 percent of mid-size banks, with assets ranging
from $5 billion to $100 billion; and 22 percent of community banks, with assets of less
than $5 billion.!

Commercial real estate lending is a prominent business line for many national
banks, and many have been adversely affected by the sharp and protracted downturn in
the commercial real estate markets. The vast majority of national banks have and will
continue to be able to manage through their troubled CRE exposures. For these banks,
our supervisory message has been consistent and clear: work constructively with
borrowers who are facing difficulties, but also recognize and address problem credits by
maintaining appropriate loan loss reserves and taking appropriate charge-offs when
repayment is unlikely. There will, however, be national banks whose CRE exposures and
related losses are such that the bank will no longer be viable. In these cases, our

supervisory objective is for early and least cost resolution strategies.

! Figures are based on 9/30/2010 data and include all FDIC-insured institutions, but do not include
federally insured credit unions.
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Pursuant to the Panel’s request letter, the first part of my testimony discusses the
OCC’s current assessment of the CRE markets and the status of national banks’ CRE
lending portfolios. Ithen address the OCC’s supervisory approach and actions for
dealing with banks with high CRE concentrations.
L Current CRE Market Conditions and National Banks’ CRE Portfolios

Coﬁ}mercial property markets across the United States have begun to show signs
of stabilization, as the economy slowly regains momentum. As shown in Chart 1 below,
national vacancy rates across property types have started to recover, but remain high by
historical standards. Based on projections by Property & Portfolio Research, elevated

vacancy rates are likely to continue well into 2012.

Chart 1

National vacancy rates starting to recover but
are very high and will improve slowly

Prior Historicat Peak Vacancy (%)
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Notwithstanding the modest improvement in vacancy rates, net operating income

~a key driver for CRE property values and the primary source for loan repayment —
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continues to decline across most CRE sectors. This is because leasing rates remain soft.
Chart 2 below shows the recent and projected annual percentage changes in net operating
income {NOI). As can be seen from the chart, while NOI is expected to stabilize for
apartments this year, other property types are expected to experience further declines.
Additionally, growth in 2012 is projected to be relatively modest.

Chart 2

Net operating income (NOI) will recover slowly
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A third factor affecting commercial property values is the capitalization rate, or
rate of return, demanded by investors. This rate of return reflects, in part, investors’
outlook on risk. The higher the required return, the lower the price investors are willing
to pay (all other factors held constant). As ocourred in other sectors, capitalization rates
and risk premiums in relation to Treasury securities fell substantially for much of the past

decade as investors and lenders competed for deals, relaxed their underwriting and

3.
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investment standards, and accepted lower rates of return. We believe those capitalization
rates were unsustainable as they often did not fully reflect the risks associated with the
properties being financed. As investors became more selective, capitalization rates
increased ratiler markedly in 2008 and 2009. As shown in Chart 3, cap rates appear to
have stabilized and indeed have fallen somewhat, particularly for high quality assets, but
the spreads being demanded by investors, relative to Treasuries, remains wide.

Chart 3

Cap rates falling for the high quality assets
that are trading but spreads remain wide
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These trends in vacancies, NOI, and cap rates are reflected in overall property
prices. In aggregate, commercial property prices fell roughly 40 percent from their peak
in 2007, but prices have begun to show signs of stabilization. The Moody’s/REAL All
Property Type Aggregate Index” recorded an increase of 0.6 percent in November 2010,

the third consecutive month of national price gains. While this is an encouraging trend,

? The Moody’s/REAL Commercial Property Index measures the change in actual transaction prices for
commercial real estate assets based on the repeat sales of the same assets at different points in time.
Moody’s Investors Service: Moody’s/Real Commercial Property Price Indices, August 2010, page 3.
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we expect that property values may remain volatile until underlying market fundamentais
improve consistently. Within the aggregate Moody’s index, only apartments are
experiencing a meaningful recovery. As a further sign of the continued sofiness in the
market, the Moody’s report indicates that about 24 percent of the November transactions
involved sales of properties that had notices of default, were in foreclosure, or had an
owner in bankruptcy.3 As measured by this index and illustrated in Chart 4, commercial
property prices, while up 2.8 percent from a year ago, are still well below the 2007 peak.
Qur expectation is that property values will slowly rise, but remain substantially
below their 2006/2007 peaks (see Chart 5). While the pace and range of recovery will
vary by geography, in general we expect office markets will face the longest road to
recovery. Many retail markets will continue to be adversely affected by weak consumer
spending and the overbuilding that occurred in this market segment, Within the CRE
market, there is substantial bifurcation, with aggressive pricing reserved for quality assets
in major urban markets such as Los Angeles, San Francisco, Chicago, Boston, New York,

and the District of Columbia.

* Bloomberg/Business Week, “U.S. Commercial Property Prices Rise for Third Month,” January 24, 2011.
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Chart 4

Commercial property values show signs of
stabilizing but remain well below peak
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Chart 5

Property values will recover slowly with prior
peaks well out of reach over the next few years
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There also are some early signs of improvement in the CRE capital markets, but

here again, activity is substantially below past peak levels. Issuance of commercial
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mortgage backed-securities in the U.S. totaled approximately $11.6 billion in 2010, up
from $2.7 billion in 2009, but well-off the record level of $230.2 billion in 20074
Similarly, sales transactions of CRE properties nearly doubled from 2009 to 2010, but at
$120 billion, sales activity in 2010 was just a fraction of the $514 billion of properties
traded in 2007.°

As shown in Chart 6, the rate of increase in CMBS delinquencies appeared to
have moderated in the latter part of 2010, but trends remain uneven. By any measure,

delinquency rates are exceedingly high and will continue to be a drag on this market.

Chart 6

Increases in CMBS delinquency have moderated;
but level remains exceedingly high
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Given the continued weakness of CRE capital markets, the overhang of
commercial mortgages that mature in the next few years represents one of the greatest

risks to CRE loan performance. As shown in Chart 7, approximately $2.2 trillion of CRE

* Source: Commercial Mortgage Alert, January 201 1.
* Source: Real Capital Markets Analytics, data through December 2010 for sales of $5 million or more.
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loans are scheduled to mature from 2011 to 2018, with CRE loans from banks
representing more than 60 percent of all maturities over the next few years. Additionally,
a substantial portion of CRE debt that was expected to mature in 2010 may have been
extended into 2011 or later. Permanent or rollover refinancing of these loans may be
difficult due to lower property values coupled with lenders’ and investors’ greater
reliance on in-place cash flow and more stringent loan-to-value requirements., One
mitigating factor is the current low interest rate environment, which allows for some
projects to cash flow since debt service requirements are low. If interest rates increase
without a corresponding improvement in the economy, CRE refinancing difficulties
would be exacerbated. This is a situation that we are continuing to monitor.

Chart 7

Near term refinancing risk is elevated
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Consistent with the trends in the CRE markets, there are signs that CRE lending

and loan portfolio performance have begun to stabilize within the banking sector. As
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measured by the Federal Reserve Board’s Quarterly Senior Loan Officer Opinion Survey
and summarized in Chart 8, fewer bankers are tightening underwriting standards and loan
demand is starting to improve. These trends are consistent with what we are hearing
from our examiners in the field. Despite these improving trends, new loan originations
remain tepid (see Chart 9). As previously noted, we expect significant new activity in the
CRE market to remain sluggish until underlying fundamentals, such as vacancies, NOIs,

cap rates, and overall economic demand, show consistent and marked improvement.

Chart 8
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Chart 9
... but loan originations still well off peak levels
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High vacancy rates and declining NOIs continued to adversely affect national
banks’ CRE portfolio performance throughout 2010 as nonperforming loan levels and
loss rates remained well above long-term averages. Within the national bank population,
there appears to be some stabilization in the level of non-performing CRE loans.® After
increasing for every quarter since the third quarter of 2006, non-performing levels
relative to total CRE loans declined slightly in the second and third quarters of 2010 to
8.41 percent (see Chart 10). However, through the third quarter of 2010, income-
producing commercial mortgage charge-off rates continued to trend upward while

charge-off rates for construction loans remained elevated (see Chart 11).

6 Norn-performing loans include loans that dre on nonaccrual plus any other loans that are 90 days or more
past due.

10~
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Chart 10

Nonperforming CRE remains high and well
above historical averages
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Chart 11
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As part of our on-going supervision, the OCC uses a variety of tools to stress test
possible CRE losses under a range of possible economic scenarios. Our current baseline
analysis suggests that the two-year charge-off rate for CRE in total will remain near
recent levels, with a peak in 2011, followed by a slight decline in 2012. In this scenario,
commercial mortgage charge-offs increase due to another year of declining NOI in 2011
across most property types. Under a slower growth economic scenario, CRE charge-offs
would rise higher, as demand for space falls, property values decline, and CRE credit
markets tighten. This scenario would result in faster income-producing commercial
mortgage deterioration and a slower improvement in construction loans compared to our
baseline scenario.

The timing and effect of the distressed CRE market on national banks” overall
financial condition varies by the size, location, and type of CRE exposure of the bank.
As noted in Chart 11, charge-off rates for construction loans have led performance
problems in the CRE sector and thus banks with heavier concentrations in this segment
tended to experience losses at an earlier stage. Performance in this segment is expected
to improve more rapidly as the poo! of potentially distressed construction loans has
diminished. Conversely, banks whose lending is more focused on income-producing
commercial mortgages, including many smaller community banks, are continuing to
experience increased charge-off rates. Compounding this problem for many community
and mid-size banks is their significant CRE concentrations. As shown in Chart 12,
although CRE concentrations as a percentage of capital have trended downward for all
national banks, they are still significant for many mid-size and community banks. High
CRE concentrations centered in construction and development loans have been a

significant factor in the sharp uptick in bank failures over the past two years. In the vast
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majority of cases, failed banks had CRE concentrations of 300 percent or more of their

capital two years before their eventual failure.

Chart 12

CRE concentrations declining, but remain
high and centered in smaller banks
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L. OCC Supervisory Approach to CRE Concentrations

The OCC has been raising and addressing concerns about the CRE market, and in
patticular, the concentrated exposures that many community banks have to this market,
since early 2004 when we initiated the first of a series of targeted examinations at banks
that we believed were at significant risk due to the nature and scope of their CRE
activities. These supervisory efforts have continued with various targeted examinations
and reviews at national banks with significant CRE concentrations. For example, in each
of the last three years, we have conducted annual targeted examinations in all of our mid-

size national banks that have significant CRE exposures. Similarly, our district offices
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have established action plans for ongoing monitoring and assessment of community
banks with elevated CRE exposures. As part of these reviews, examiners evaluate the
adequacy of the bank’s internal loan risk rating and classification systems and determine
whether bank management is recognizing problem loans and developing realistic workout
plans, and maintaining adequate loan loss reserves.

We have also been directing national banks with significant CRE corcentrations
to develop more rigorous stress testing capabilities. For example, we have instructed
banks that their stress testing of CRE transactions should consider the effect of multiple
variables (e.g., changes in interest rates, vacancy rates, and capitalization rates), and that
such stress tests should be performed periodically throughout the life of the loan.

To assist bankers in identifying and assessing potential CRE vulnerabilities, we
developed, and have made available via our National BankNet Web site, a CRE stress
testing tool that bankers can use. Although BankNet is a system designed for national
banks, we make available our CRE tools to state banks upon request. Currently, we have
two tools available on BankNet, The Acquisition & Development (A&D) Stress-Testing
Worksheet is an Excel-based tool that allows bankers to perform comprehensive
sensitivity analysis on an A&D project quickly and easily. The tool helps to identify
potential changes in project value based on changes in market and project conditions.
The CRE Stress Testing Worksheet is an Excel-based tool that only requires an input of
some basic loan underwriting criteria, yet it provides a concise output of the potential
credit quality deterioration posed by the embedded risks. The worksheet shows the
progression of the potential impact to debt service coverage (DSC) and loan-to-value

(LTV) from individual changes in the capitalization rate, interest rate, and vacancy rate.
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We also provide examiners with access to various market databases that allow them to
monitor and analyze CRE trends by major geographies and product type.

We elected to start targeted exams at selected banks early in the credit cycle ~
before problems were manifested in borrower performance — so that we could give
bankers an opportunity to correct and address weaknesses. Findings from these initial
examinations, and the weaknesses we discovered in various risk management practices,
helped to formulate the guidance that we and the other federal banking agencies issued in
2006 on sound risk management practices for concentrations in CRE lending.”

To ensure that we were applying a consistent approach in our examinations, in
April 2008, we issued internal supervisory guidance to our examiners to reiterate and
clarify our policies on CRE lending. That same month we held a nationwide
teleconference with our examiners to discuss the guidance. During that call we stressed
the need for examiners to take a balanced approach in their supervision and to maintain
open and effective communications with bankers during their examinations. Given the
issues that examiners were identifying in CRE loans, in April 2009 we issued follow-up
supervisory guidance to examiners on factors that they should consider when evaluating
banks’ workout programs and risk ratings for problem CRE loans. Much of this guidance
was subsequently incorporated into the agencies’ October 2009 guidance on CRE loan
workouts.®

The October 2009 guidance includes specific, real world examples to provide
greater clarity and certainty for bankers in how examiners review and assess certain CRE

loan structures. Given the concerns and questions we were hearing about how examiners

7 OCC Bulletin 2006-46, “Concentrations in Commercial Real Estate Lending, Sound Risk Management
Practices: Interagency Guidance ou CRE Concentration Risk Management.”
¥ OCC Bulletin 2009-32, “Commercial Real Bstate (CRE) Loans;_Guidance on CRE Loan Workouts.”
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differentiate between performing and non-performing loans, each example provides
various fact patterns and describes the appropriate classification, accrual, and accounting
treatment for each different set of circumstances. Drilling down into these specifics is a
basic tenet of our loan review processes. The simple fact is that two loans or borrowers
that initially appear to be similarly situated often have significant differences that will
affect their ability to perform as structured.

To help assess the effectiveness of the October 2009 guidance, the federal
banking agencies and Conference of State Bank Supervisors asked institutions to
complete a CRE Questionnaire included in their pre-examination packages from May 31,
2010 through July 9, 2010. The agencies collectively received 370 responses, consisting
of 325 institutions with total assets of less than $1 billion and 45 institutions with total
assets of $1 billion or more. Approximately 97 percent of the survey respondents
indicated that the guidance has been helpful, and nearly 88 percent indicated there were
not any specific regulatory policies that were impeding their ability to work
constructively with troubled CRE borrowers.

As previously noted, CRE concentrations, risk exposures, and problem loan
workouts continue to be areas of emphasis in our current examination activities. We
have conducted quality control testing in our banks to ensure that examiners are
consistent in the risk rating of CRE loans and in the examination of banks with CRE
concentrations. Key objectives of our CRE examinations are to ensure that bank
management recognizes and addresses potential problerns at the earliest stage possible—
when workout efforts are likely to be most successful-—and that previously identified
deficiencies and shortcomings in risk management practices have been addressed. For

example, last year we conducted a CRE horizontal review across 12 mid-size national
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banks with significant CRE exposures. Our review focused on a wide range of CRE
portfolio management issues, with a particular emphasis on stress testing, concentration
management, and corpliance with the October 2009 guidance on prudent CRE workouts.

As noted in the agencies’ October 2009 guidance, prudent CRE loan workouts are
often in the best interest of the financial institution and the borrower. It has been our
longstanding policy that examiners will not criticize prudent loan workout arrangements.
Sirmnilarly, we have encouraged, and continue to encourage, bankers to extend credit to
creditworthy borrowers. This does not mean, however, that examiners will allow bankers
to ignore loans with structural weaknesses or insufficient cash flows to support
repayment. While we encourage bankers to work with troubled borrowers, we also insist
that banks maintain the integrity of their financial books and records by maintaining
appropriate loan loss reserves and capital, and when warranted, taking appropriate
charge-offs. Forestalling the recognition of problems in the hope that market conditions
might improve is not an effective regulatory strategy, nor does it promote a return to
more sustainable market conditi(;ns.

I want to stress that the OCC does not direct banks to classify borrowers that have
the demonstrated ability to service their debts under reasonable payment schedules.
There are instances, however, where liberal underwriting structures can mask credit
weaknesses that jeopardize repayment of the loan. A common example in today’s
environment is bank-funded interest reserves on CRE projects where expected leases or
sales have not occurred as projected, and property values have declined. In these cases,
examiners will not just accept that the loan is of good quality because it is current;
instead, they will also evaluate the borrower’s ability to make future payments required

by the terms of the loan. In making loan classification or write-down decisions,
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examiners first focus on the adequacy of cash flow available to service the debt,
including cash flow from the operation of the collateral, support from financially
responsible guarantors, or other bona fide repayment sources. However, if these sources
do not exist, and the only likely repayment source is sale of the collateral, then, consistent
with generally accepted accounting principles (GAAP), examiners will direct the bank to
write down the loan balances to the value of the collateral, less costs to sell.

In addition to our ongoing supervision of individual banks, in light of the
significant number of bank failures that have occurred over the last 18 months ~ most of
which had significant CRE concentrations — we also are assessing whether additional
supervisory policies or guidance may be needed for examiners and bankers to more
effectively deal with the risks that CRE concentrations can pose fo the industry and the
viability of individual financial institutions. Some of our efforts — such as working with
accounting standard setters to develop a more forward looking loan loss model — would
extend beyond CRE loans. But we are also evaluating the need to develop more clear
and explicit expectations that as concentrations increase, so must the level and robustness
of risk management systems, stress testing, capital planning, and capital levels. While
this work is still in the very early stages, we believe it is one of the critical lessons
learned from the recent financial crisis.

IV,  Conclusion

In summary, while there are modest signs of improvement and stabilization, the
CRE markets still face significant headwinds. Ultimately, stabilization of these markets
will require restoring equilibrium between the underlying supply and demand factors
within this market and will hinge on recovery in the overall economy. As we have seen,

this process is not painless, and we expect CRE portfolios will continue to be a drag on
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national banks’ performance for at least the next 12 to 18 months. During this period of
adjustment, the OCC will continue to take a balanced and measured approach in its
supervision: encouraging bankers to make prudent loans and to work effectively with
troubled borrowers, but to also maintain appropriate loan loss reserves and capital levels,

and recognize losses.
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The CHAIRMAN. Thank you, Mr. Wilson.

We have some questions.

I'd like to start out talking about—primarily about small banks.
And TI’d like each witness to comment on how much you think—
you've all talked about the distressed commercial real estate mar-
ket—how much you think that overhang on small banks is affect-
ing their recovery.

And we’ll start with Ms. Thompson.

Ms. THOMPSON. I think the overhang is impacting their recovery.
But, when we issued the guidance on CRE loan workouts, we start-
ed to see a lot of restructurings. And for the banks that are in our
portfolio, they have a close and good relationship with their bor-
rowers. We have about 4,700 institutions where we are the primary
Federal regulator, and our employees are located and live in the
communities. The bankers that service the commercial real estate
loans and their portfolio have a high touch with their borrowers,
and they are familiar with the markets, and it would be a win-win
for them to work out and restructure these loans. We’ve been en-
couraging them to do so. We've also been encouraging them to ac-
knowledge when they can’t work these loans out, so that they can
take the losses right away.

The CHAIRMAN. Dr. Parkinson.

Dr. PARKINSON. I think it is affecting the recovery. As I think all
of us have been saying, we've really been emphasizing the impor-
tance of prudent and effective workouts, and certainly monitoring
what the banks are doing in that area.

But, even with prudent and effective workouts, many of them
have large volumes of assets that are extremely troubled, and, in
the course of working them out, further losses are going to be rec-
ognized. And, in some cases, that’s going to jeopardize their ability
to pay the economic role that they need to play. And I don’t think,
at this stage, there’s much we can do about that, other than make
sure that they follow the workout guidance to mitigate and limit
whatever damage their troubled condition would otherwise
produce.

The CHAIRMAN. Mr. Wilson.

Mr. WILSON. Yes. I have similar comments. There are a number
of severely distressed community banks that probably won’t make
it. And, there is no real silver bullet. But, the best we can do is
make sure that we’re fair and consistent with our workout guid-
ance, because, in many cases, that’s the best for the bank, that’s
the best for the customer, and, as was mentioned before, it’s also
best for the community.

The CHAIRMAN. Many times, when you talk to borrowers,—I
think it’s—many, many borrowers, you have good relationships
with the banks—the borrowers say the banks tell them they can’t
lend them the money, they can’t extend the loan, they can’t work
it out because of the regulators. I've heard this, time and time and
time again.

And so, Ms. Thompson, do you have some comments you can ad-
dress to this complaint? Because it is—I mean, the person that
these borrowers are blaming are not the banks that won’t lend
them the money, it’s the—they blame it on the regulators.
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Ms. THOMPSON. You're absolutely correct. We hear that all the
time.

And we really, as regulators, try to take a balanced approach to
supervision. We want banks to make good, prudent loans. We don’t
want them to create further problems by “kicking the can down the
road.” We think it’s important that there are good underwriting
standards. And as long as a bank is making good loans, we are en-
couraging that practice, both for small business lending and for
residential CRE. The regulators are trying to work with institu-
tions so that we can have a safe and sound banking system with
good loans, because we all know what happens when a bad loan is
made.

The CHAIRMAN. Dr. Parkinson.

Dr. PARKINSON. Consistent with that, we’re certainly aware of
these reports, and we've been taking a very careful look at what
our examiners are doing to try to ensure that they follow the guid-
ance that we've set out and take an objective and balanced ap-
proach.

We try to continue to enforce that through guidance to examiners
and through training. We're very carefully looking and monitoring
the examination process, which includes local management vettings
of exam findings, and reviewing a sample of exam reports to see
if there are any inconsistencies with the guidance.

Our monitoring, to date, suggests that by and large, the exam-
iners are appropriately considering the guidance. And if we've
made it clear that if a banking organization is concerned about su-
pervisory structures imposed by our examiners, they should incur
contact either the Reserve Bank or contact us, in Washington, to
discuss and identify the problems.

The CHAIRMAN. Mr. Wilson.

Mr. WILSON. I agree with that. We do hear that a lot. We are
very sensitive to it. When we try to solicit specific examples of a
situation, where we can follow up, as Pat says, many times when
we do get specific situations, we do believe our examiners are work-
ing appropriately. But, lots of times it’s more general, that we can’t
really track it down.

The CHAIRMAN. I don’t have anymore time for questions, be-
cause—I will not ask—the question I want to ask is, How many
times do you think the bankers are blaming you for the fact that
they don’t want to make the loan, anyway? But, I won’t ask that
question.

Mr. McWatters.

Mr. MCWATTERS. Thank you, Senator.

Let me start at a 30,000-foot altitude and ask a basic question.

Back at—the last time we had a severe real estate depression
was 89 through ’94, and the answer was the Resolution Trust Au-
thority—or Corporation. RTC purchased lots of loans, sold them at
very cheap prices, although it may not have been favorable for the
taxpayers, but it did lead to immediate price discovery, as to what
was a fair market value of those assets.

Given where we are today, is there a need for an RTC?

Ms. Thompson.

Ms. THOMPSON. Well, I worked at the RTC, and I think the in-
dustry and the regulators can work through this issue. We are see-
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ing signs of stabilization. The CMBS market is coming back; it’s
not where it once was, but we saw a lot of transactions in the
fourth-quarter last year. Vacancy rates are declining. And it seems
like the workout process just needs time to work itself through.

I'm not sure that an RTC-type entity is necessary at this point.

Mr. MCcWATTERS. Okay. Thank you.

Dr. Parkinson.

Dr. PARKINSON. Just to make an observation that the RTC was
created to dispose of the assets of failed banks after they had failed
and come into the FDIC’s portfolio.

Mr. MCWATTERS. Right.

Dr. PARKINSON. If the concern today is about this overhang of
troubled assets at the banks, until they fail, there really wouldn’t
be a purpose for RTC.

And, if the notion was that we create a government entity to buy
troubled assets from commercial banks that were still sound, you’'d
face the same issues they did in trying to get the original concep-
tion of the TARP program off the ground?. And how do you do that
in such a way that you aren’t creating a government subsidy, on
the one hand, or not giving a fair price to the troubled institution,
on the other?

Mr. MCWATTERS. Oh, okay. Well, let me ask you this question.
Is there any need for a quasi-TARP structure? I've read about gov-
ernment-sponsored REITs, quasi-REITs, where the government
purchases mortgage, purchases property, holds them in this REIT-
type entity—it’s not a technical REIT, under the Internal Revenue
Code—holds it, sells interest in it to the public, and then ulti-
mately, as the properties recover, disposes of the properties, prob-
ably with the public investors granting back some sort of an equity
participation right to the government, so the government walks out
whole. Is there any need for something like that?

Dr. PARKINSON. I haven’t given that specific proposal any careful
thought. But, again, I think the challenges would be many. Again,
what price would the REIT purchase the assets from the institu-
tions? Where within the government would we have the capacity
}o manage a REIT? But, I haven’t heard that proposal, and there-

ore

Mr. MCWATTERS. Yeah.

Dr. PARKINSON [continuing]. I probably can’t give you a fully sat-
isfactory answer.

Mr. MCWATTERS. Yeah. What I'm looking for is not necessarily
mechanics, but whether or not governmental intervention, taxpayer
funds, are needed to solve this problem, or if this is a problem that
can simply be solved by the market over the next 2 or 3 years.

Dr. PARKINSON. Well, I think funds have been flowing back into
real estate REITSs, of late. And also, another point I think all of us
made was that, ultimately, the fate of these commercial real estate
properties is very much going to be driven by developments in the
broader economy, whether it’s the path of interest rates, unemploy-
ment.

So, maybe the best thing we can do is try to support the recovery
through prudent and appropriate monetary and fiscal policies. And
that may be the single most effective thing to support the value of
those CRE assets.
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Mr. MCWATTERS. Okay.

Mr. Wilson.

Mr. WiLsoN. I agree. I think there is a lot of money out there.
There’s private investor money. They're just looking for the right
price. There is price discovery on some of the most distressed as-
sets. But, I think there are many cases where it makes more sense
for the bank to hang on and work with the borrower, if there is a
viable source of repayment that can eventually pay the loan. So, I
think that we probably can work through the process, as painful
as it would be.

Mr. MCWATTERS. Okay.

Ms. Thompson, did you have something else to add?

Ms. THOMPSON. Mr. McWatters, I think you’re referring to an eq-
uity trust transaction. This was a type of transaction that was used
at the Resolution Trust Corporation. Again, that was for failed as-
sets, where the assets were sold into a trust—there were nonper-
forming and some performing—and the government took a percent-
age share of both the downside and the upside. That seems to work
well for assets from failed institutions.

I'm not sure that that is necessary right now, because the market
is starting to open up. Some of the problem banks are starting to
raise capital. And we are seeing slow signs of asset sales. And, as
I mentioned earlier, the CMBS market is slowly coming back. And,
especially in the CMBS market, the special services have a lot
more flexibility to work out the loans, as do banks that have com-
mercial real estate in their portfolio.

The transaction itself has been done before, and I think that it’s
a good mechanism, but I'm not sure it’s necessary for:

Mr. MCWATTERS. Okay.

Ms. THOMPSON [continuing]. An open market.

Mr. MCWATTERS. Okay. Fair enough. My time’s up.

But, my takeaway from this is that, from the FDIC, Fed, and
OCC’s perspective, there is not the need—-clear need, today, for di-
fect governmental intervention of taxpayer funds to solve this prob-
em.

Thank you.

The CHAIRMAN. Thank you, Mr. McWatters.

Mr. Silvers.

Mr. SILVERS. Thank you, Mr. Chairman.

I—before I begin my questioning, I just want to observe that, in
one of the—our work, as a panel, is coming to an end. This prob-
ably is our second-to-last hearing. And one of the great pleasures
of having served on this panel is to be able to learn from such dedi-
cated public servants as yourselves. And I think, particularly when
we discuss motivations of folks, it’s always apparent to me that
people such as yourselves have many opportunities to make lots of
money elsewhere. And I just suspect, just from what I know of each
of you, that you’ve spent long careers serving the public for far less
than you can make in the private sector. And the motivations in-
volved in that are clearly, perhaps, not dreamed of in economist
philosophies.

Now, from that high level to the more mundane. Mr.—Dr. Par-
kinson, in your testimony, you—in your written testimony, you ob-
served that the commercial banks have charged off about $80 bil-
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lion of commercial real estate assets. Do I take from your testimony
that—and this is all—to all three of you, but particularly to Dr.
Parkinson—that these charge-offs have largely been, essentially,
driven by—not by refinancing failures, but by the failure of the bor-
rowers to be able to make the payments? Is that fair? Do I read
that right?

Dr. PARKINSON. I think it would be difficult to parse. They can’t
meet the terms of the original loan, or it’s in trouble. Whether
that’s because they don’t have sufficient cashflow to service the
debt, outside of an event where the balloon payment comes due, or
how much that was an inability to make the balloon payments, I
don’t know. I'm guessing that there’s some of both. And certainly,
in many cases, the fundamental problem is the lack of cashflow

Mr. SILVERS. Right.

Dr. PARKINSON [continuing]. And that, in turn, would make it
very difficult for them to make the balloon payments——

Mr. SILVERS. But, the reason why the chargeoff has occurred—
Mr. Wilson, you're nodding your head—it seems likely, given just
the timing of the refinancing issues and the balloon payments, that
the reason why these 80 billion charge-offs have occurred is more
likely to be in the routine cashflows rather than in the balloon pay-
ment. Is that

Mr. WILSON. Yes, I would agree with that, because commercial
banks, insurance companies, and really even special services and
CMBS, you know, have a fair amount of ability to work with cus-
tomers. And if there is cashflow there and the loan is matured,
that’s an issue. But, lots of times they can work through those
%ssues if there’s a fundamental source for repayment still with the
oan.
hM‘;‘. SILVERS. Ms. Thompson, do you have anything to add to
this?

Ms. THOMPSON. Yeah. I think much of the chargeoffs have taken
place in the ADC space.

Mr. SILVERS. Yes, I was getting to that.

Ms. THOMPSON. Oh.

Mr. SILVERS. Please continue.

Ms. THOMPSON. I was just going to say—because there’s a dis-
tinction between the charge-off numbers for ADCs and the charge-
offs for owner-occupied commercial real estate. And you’d notice
significant differences in them both, and significant——

Mr. SILVERS. What portion of the——

Ms. THOMPSON [continuing]. Differences in the

Mr. SILVERS [continuing]. 80 billion in commercial bank charge-
offs do you think are ADC—meaning the development loans and
the like?

Ms. THOMPSON. For commercial banks and savings institutions,
about $64 billion, or 70 percent of all CRE charge-offs since year-
end 2007, were attributable to ADC.

Mr. SILVERS. All right. Now, in—you know, this hearing has sort
of already ranged widely, but it seems to me that our fundamental
concern here, for starters, is that we've got about 34 billion in
TARP assets in banks through CPP, mostly—almost entirely small-
er banks. They’re exposed to the commercial real estate market dis-
proportionately. The question is, What happens when the balloon
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payments come due? The—it seems as though—do you—tell me if
you disagree, but it seems though that question really—we haven’t
really gotten to that question yet, that the charge-offs we have seen
are predominantly due to cash flow issues and disproportionately
in development loans, not in, sort of, occupied properties. Is that
a fair summary of where we sit

Ms. THOMPSON. I think

Mr. SILVERS [continuing]. Today?

Ms. THOMPSON. I think that’s fair.

Mr. SILVERS. All right.

So, our panel’s concern, I think—and this is the—like, the third
hearing and we’ve done a couple of reports—is, What happens
when the balloon payments hit?

Mr. WILSON, you say that there’s a lot of flexibility here. So, let
me ask you this. If 'm a C—if I'm a TARP-recipient bank, holding
some of the public’s money, and I come to one or all or more of you,
in a year’s time, with a bunch of loans that have come due, and,
they—and the borrowers can’t make the balloon payments, and
they have problems refinancing, because the price of property has
fallen 40 percent, which is the typical—which is what Moody says
the market’s fallen—so, I'm the—I'm a bank, and I come to you and
I say, “T'd like, essentially, forbearance. I'd like to be able to roll-
over this loan or redo it, even though the value of the property is
now—can’t—the collateral can’t support the loan, under normal un-
derwriting standards,” what do you guys say?

Ms. THOMPSON. We're telling our examiners not to have banks
classify loans just because the collateral value has declined. We
look at the borrower’s ability to repay. So, to the extent you have
a borrower, and they can make a repayment, I think that is the
fundamental issue.

Mr. SILVERS. But, I'm asking when the—I mean, this is a situa-
tion where the borrower literally can’t make a payment. There’s a
balloon payment due, they can’t make it. They—you know.

Ms. THOMPSON. They may not be able to make that payment, but
there is a payment that——

Mr. SILVERS. They’re making their ongoing payments.

Ms. THOMPSON. If they’re making their ongoing payments, there
are flexibilities that the banks are allowed. The CRE workout guid-
ance provides some specific examples of those types of transactions.
They can modify the loan; they can extend the loan. We would
focus specifically on the borrower’s ability to repay. We would en-
courage a modification.

Mr. WILSON. Yeah, speaking broadly, for construction and devel-
opment loans, if it was a failed project, you really have no cashflow;
it’s a liquidation-type situation. Most of the commercial mortgage,
income-producing loans, have tenants and they have cashflow. It
may not be enough cashflow, but there’s an opportunity to resize
the loan, bring additional equity to the table. If there is no addi-
tional equity, there’s the ability for the bank to charge it down, but
not off, and restructure the loan. And so, the loss content’s not as
high, in commercial mortgage, which we see is the bigger issue,
going forward.

Mr. SILVERS. My time is expired.

Thank you.
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The CHAIRMAN. Dr. Troske.

Dr. TROSKE. Thank you.

I'd like to continue this line of questioning that Mr. Silvers has
started, because I think it’s a very important one. And I guess I
want to sort of more generally—it seems like—this is a fairly com-
plicated problem, knowing when you write a property down, in a
dynamic economy in which prices obviously are fluctuating, and
that affects the value of the underlying property, and things like
that. So, I mean, is there—are there general rules, that you can
sort of provide us with, when you think it’s appropriate for a bank
to write down a property and when it’s—you leave it on the books
as is? And what’s the cost and benefits from taking either action?

I'll start with you, Ms. Thompson. Could you?

Ms. THOMPSON. Well, I think that a borrower’s ability to repay
is a big factor in the consideration of whether you modify a loan,
or not. And, certainly foreclosures need to take place and write-
downs need to take place. If banks take a really hard look at the
borrower’s capacity, as opposed to collateral value, then they could
likely restructure and modify a loan that would work for both the
borrower and the bank.

I do think that most institutions, especially the smaller institu-
tions, hold these loans in portfolio, and they are very much aware
of the appraisals and values that are in their specific communities.
These bankers have a really good understanding of what they're
supposed to do and when they’re supposed to do it. We try not to
be too prescriptive, but our view is, look at the borrower’s ability
to repay and try to restructure the loan. If you can’t, then write
it off as soon as you possibly can.

Dr. TROSKE. Okay, thank you.

Dr. Parkinson, do you have any thoughts?

Dr. PARKINSON. Yes, I generally agree. Well, number one, I think
you're right, that it is a difficult question. I think Sandra is right,
that the local bank probably has the best information to make a
sensible judgment about that difficult question, and that the bor-
rower’s ability to service even a restructured loan is really the crit-
ical thing. Or perhaps the bank has to ask themself, “I have two
alternatives. I foreclose, then I essentially manage the property
and try to maximize the value. Or, do I leave it in the hands of
the original borrower? And really, the answer to that question’s
going to depend on my assessment of the borrower and his capacity
to really manage that property and to maximize its value, whether
they can do that better than I can.”

Dr. TROSKE. Go ahead, Mr. Wilson.

Mr. WILSON. Fundamentally, when we evaluate a loan, we look
first to cashflow sources to repay the loan such as the NOI from
the property, bona fide guarantors that have the ability, or other
viable sources. And, as long as that’s still intact, the value of the
property is less important. Where the value of the property be-
comes important is when that primary source or those sources of
cashflow are not there, or they’re insufficient, then we have to look
to the value of the property and that’s sort of our benchmark for
what you charge the loan down to. But, we would not do that if
there’s a source of cashflow to pay the loan. The collateral is only
a secondary source of repayment.
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Dr. TROSKE. Dr. Parkinson, I want to turn to—sort of expand on
something that you sort of hinted at that’s, I guess, sort of a re-
lated issue. I mean, one of the things that we have noted, as a
panel, is the concentration of these—of CRE loans in small- and
medium-sized banks. Do you have sense of why? Do they have a—
what is their comparative advantage in making these loans? I'm
assuming that that’s why they’re all there. And there’s also—often
been questions about whether it should—whether these loans
should be with—you know, concentrated in these small- and me-
dium-sized banks. I guess the alternative is that they would be
made by larger banks.

Give me an overall sense of how we got to this situation, where
these are the banks holding their loans? And what’s their advan-
tage in doing this? And, maybe, what’s the cost of doing it?

Dr. PARKINSON. Well, just stepping back as an economist, I think
these loans are ones where information asymmetries are particu-
larly important. And if I'm a borrower from outside the local area,
I'm not going to have the knowledge of the particular area and the
project that the local bank does. And that’s probably what gives the
local bank their competitive advantage, compared to other potential
lenders of these kinds of loans.

Over the years, one of the reasons smaller institutions have be-
come concentrated in CRE is that other kinds of loans that they
historically made, because of technological changes, development of
securitization, et cetera, they no longer were the most efficient or
effective lender, when it came to those kinds of products. So, in
some sense, their concentration in CRE is a result of an adverse
selection, where the other things that they used to be able to fund,
they no longer can do so competitively.

So, it’s understandable why they’ve ended up where they are. It
does pose risk. Although one of the things that Sandra emphasized
in her testimony that I think is worth emphasizing is that, while
lots of banks with CRE concentrations are in deep trouble, there
are also lots of banks with CRE concentrations that are managing
those concentrations quite well so that—you know, that comes
down to the importance, not simply of what the percentage of their
portfolio is in CRE, but their capabilities for managing that port-
folio. And that’s why I think a lot of our guidance has not been
specified, in terms of, for example, putting arbitrary limit on the
concentration, but trying to encourage the institutions to manage
those concentrations effectively.

Dr. TROSKE. Okay, thank you.

My time’s up.

The CHAIRMAN. Thank you.

Mr. Neiman.

Mr. NEIMAN. Dr. Troske, in his opening statement, opened the
door for discussion on the role of government, and particularly fi-
nancial regulators. And I think CRE is, maybe, a good example of
assessing the role of bank regulators, because, you know, regu-
lators typically do review banks at a point in time—as well as look-
ing back over bank practices over a prior period—assessing the
bank’s asset quality at a point in time, as well as its capital ratios.

There’s a growing consensus that, in addition to this type of stat-
ic assessment, that there should be a forward-looking approach to
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supervision, as well. And I think all of you, in your written testi-
monies, focused on issues around stress testing, not only by the
regulator, but also in what you’re expecting from the banks. And
when you look at the Dodd-Frank reforms, there are additional as-
sessments, going forward, with a forward-looking approach, wheth-
er it be living wills or the role of the FSSA.

Can you talk about your views on the lessons learned here, and
how regulatory supervision has changed? And is this a concept that
is being grasped by regulators?

Ms. THOMPSON. Yes. At the FDIC, we do have a forward-looking
supervision program, where we have taken all the lessons learned
from the bank failures and applied them to our supervision process.
We looked at institutions that had high concentrations of commer-
cial real estate that had volatile funding sources, and we have put
together a training program, for all of our examiners that focuses
on, not just the financial condition of the institution, but the prac-
tices of that institution. And we are increasing our offsite surveil-
lance for all institutions, so that we know—especially for those that
have CRE concentrations—what their financial condition is at any
particular point in time.

We'’re very concerned about interest rates. This is a low-interest-
rate environment, and we want our institutions to conduct stress
testing so that bank management and the FDIC can see where the
bank will be if an adverse situation takes place. We're very con-
cerned about the health and safety and soundness of the financial
sector, and we have had a good response from our bankers with re-
gard to this forward-looking-supervision approach.

Mr. NEIMAN. Dr. Parkinson, can you comment on in the CRE
context as to what is expected of institutions in assessing portfolios
and risk under different economic scenarios, as well as utilizing,
statistical modeling for loss-reserving?

Dr. PARKINSON. All right. Well, I think that’s, again, a very im-
portant emphasis in the CRE guidance that we put out in 2006.
That’s all been reinforced by Dodd-Frank, with respect to the larger
institution that requires the board to conduct annual stress tests
and also requires banks to conduct their own stress tests on the
smaller ones, on a semiannual basis; 10 to 50 billion, on an annual
basis, and to actually publish reports on that. And obviously, where
they have CRE concentrations, the stress testing of the CRE port-
folios will have to be an important part of that.

Also an important initiative that I think I mentioned is the CRE
data-collection project that the agencies have embarked upon,
where we’re collecting loan-level data on CRE loans; initially, from
the very largest CRE lenders, and that’s being expanded some-
what. But, I think that loan-level data will give us a better insight
into asset class, to understand how the values of the loans are
being driven by the underlying economic variables—vacancy rate,
rental rates, et cetera—and, from that, to be able to figure out bet-
ter how to stress test their existing portfolios. So, I think that is
an important recent cooperative supervisory initiative among the
three agencies.

Mr. NEIMAN. Thank you.
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So, the issues around data collection, we've talked often about
data—better performance data on the residential side; it sounds
like it’s just as important on the commercial side.

Mr. Wilson, would you like to comment about the expectations?
What you would like to see in institutions to address some of the
risks, going forward, on the CRE, as well as any changes in exam-
ination approach?

Mr. WILSON. Stress testing is obviously an area of focus at all
levels of banks. We would size our expectations to the size of the
bank. And we would also size our expectations to the level of con-
centrations that those banks have. So, if you're a community bank
without a concentration, don’t have a lot of hot money, things like
that, we would expect a lower level.

But, we are in the early stages of putting together additional
guidance. We're working with the Fed and the FDIC on that. We
do have tools out there now, but we’re talking about some addi-
tional tools that, especially, our community banks can use.

Mr. NEIMAN. Thank you.

The CHAIRMAN. Thank you.

And followup on a point raised by Dr. Troske, about the con-
centration of commercial real estate in the smaller banks. What
impact do you think that’s having on the ability of these banks—
since they have this overhang in commercial real estate, the ability
to carry out the other things that the bank does? Is this—do you
think this is limiting their ability to make other loans and be—
stimulate the economy in other ways?

And let’s start with Mr. Wilson.

Mr. WILSON. I think, for a small subset of banks, the ones that
are on the FDIC problem-loan list, for example, that’s a true con-
cern, because they’re focused on working out of commercial real es-
tate. But, we have a large number of banks, at all sizes, where
they’re open for business for commercial real estate lending as well
as other lending. And, you know, I think they pull back, we think
rightfully so, on some of the underwriting standards that, in retro-
spect, got too liberal. And so, it’s a little bit of a new world for bor-
rowers. But, we believe, there’s plenty of credit available for bor-
rowers of creditworthy quality.

The CHAIRMAN. Dr. Parkinson.

Dr. PARKINSON. I'm going to build on his points. I think, where
a lender or bank has a CRE concentration, and that is a concentra-
tion of loans that weren’t very well underwritten and that are suf-
fering a lot of losses, which is impairing their condition, those
banks when you look at loan growth, by the CAMEL ratings for the
banks, the banks with the lowest CAMEL ratings are contracting
loans at a must more rapid pace, and are recovering more slowly,
in terms of their lending activity, than the stronger rated banks.
So, to the extent that the commercial real estate concentration is
not managed well and the bank gets into trouble, that clearly does
have an adverse effect on people who rely upon that bank for cred-
it.

The CHAIRMAN. Ms. Thompson.

Ms. THOMPSON. I agree with my colleagues. And I've mentioned
that, during the crisis, the levels of lending for the larger institu-
tions decreased, while the levels of lending for the smaller commu-
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nity banks, that do have the significant concentrations, did in-
crease.

The CHAIRMAN. Ms. Thompson, if the Open Market Committee
were to prove an increase in the Fed funds rates, would that have
a result—be a significant shock on the commercial real estate mar-
ket—or do you know where the commercial real estate going to—
market’s going to be?

Ms. THOMPSON. I'll defer that an answer to that to my colleague
at the Federal Reserve.

The CHAIRMAN. Well, he can give us the best estimate of whether
it’ll happen or not

[Laughter.]

The CHAIRMAN [continuing]. Which he will not do. And I'm more
interested in, if it does happen, for the banks you’re looking at,
would this be a significant problem to those banks?

Ms. THOMPSON. I hate to——

The CHAIRMAN. Let me put it this way. Without the open mar-
ket—if interest rates start going up, do you

Ms. THOMPSON. This is a really good environment for restruc-
turing. It’s a really good environment for refinancing, modifica-
tions, and sales. I think that it might cause an issue or two.

The CHAIRMAN. Dr. Parkinson.

Dr. PARKINSON. I think it would depend on why interest rates
were rising. And the reason interest rates would be rising was that
the economy was recovering, unemployment was coming down, and
the Fed was feeling comfortable raising its target rate. And I'd be
willing to accept the risk and the adverse effect of the rising inter-
est rates in that context, where it’s in the context of economic
growth, recovering smartly.

The CHAIRMAN. Got it.

Mr. Wilson.

Mr. WiLsoN. I agree totally with that. I think the disaster would
be if rates went up and the economy doesn’t improve concurrent
with that. But, you know, generally when rates go up, it means the
economy’s getting better. And, hopefully then there’s more capacity
in commercial real estate borrowers.

The CHAIRMAN. Mr. Wilson, you mentioned stress tests; in fact,
a number of you mentioned stress tests—all of you did, in fact—
stress tests. Do you think when you do the—when stress tests come
along, they should concentrate—or, what role do you think com-
mercial real estate should play in determining stress tests on a fi-
nancial institution right now?

Mr. WiLsoON. Well, I think that the lessons that we just went
through, and the lessons of the late ’80s, early ’90s, should be ap-
plied to commercial real estate portfolios. It has been pointed out
by my colleagues, that some banks do come through even severe
downturns and come out the other side, even though they have
large concentrations. But, what we need to do is understand better
and size those. For example, it seems like construction and devel-
opment—we may need to pay a lot more attention to those than,
maybe, the permanent commercial mortgage. But, even then, at
some level, a concentration is just too much. And I think, if you
have a good stress test, you can show that.

The CHAIRMAN. Dr. Parkinson.
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Dr. PARKINSON. We talked about the importance of stress testing.
I think Dave also observed that, to the extent you have a con-
centration in CRE, it’s obviously really important that you stress
test your CRE portfolio. So, that has to be a critical part of it, if
that is the profile of your institution.

The Chairman. Ms. Thompson.

Ms. THOMPSON. I do think stress testing is important, especially
for commercial real estate. I also believe that the good under-
writing underneath the loans is probably the most critical.

The CHAIRMAN. Thank you.

Thank you.

Mr. McWatters.

Mr. MCWATTERS. Thank you.

You know, I don’t know of a real estate downturn that has not
ultimately turned around. There’s always a point where things
were overvalued, there were not enough buyers, there were not
enough tenants. But, you look forward 5 years, and things are a
lot different.

Today, we have the added benefit of very low interest rates. Why
not just kick the can down the road? Why not refinance, short-term
basis, assuming interest rates are going to be down? Keep that
going for 3 or 4 years. Wake up. Realize the market has recovered,
prices are back up, borrowers are willing to pay more for—I mean,
purchasers are willing to pay more for the property; tenants are
willing to pay more in rental rates. And you’re through this mess
without the banks recognizing losses, without the banks having im-
paired capital, and without the borrowers representing—recog-
nizing cancellation of indebtedness income.

What'’s the problem with that?

Ms. Thompson.

Ms. THOMPSON. I just don’t think we could ignore the problems
that exist today. That would be a huge prediction on an uncertain
outcome. It’s important to recognize and have some transparency
for the financial sector so that people know that they have good
loans, or they don’t. And, it’s important to take immediate action,
whether it’s modifying loans or writing the loans off, it’s either one
or the other. “Kicking the can down the road” just doesn’t seem like
it’s an acceptable outcome.

Mr. McWATTERS. Dr. Parkinson.

Dr. PARKINSON. I guess, I'd just observe that that strategy of
kicking it down the road doesn’t uniformly deliver success, histori-
cally. And I think the better approach, again, is to look at it loan
by loan, borrower by borrower, and make an assessment as to
whether they really have the capacity to service the debt. I think,
if you're just kicking it down the road, there’s a real possibility if
the property is in the wrong hands, its value is just going to dete-
riorate, perhaps even if there is an economic recovery. So, I guess
I would agree that we can’t count on kicking it down the road pro-
ducing the desired outcome.

Mr. McWATTERS. Okay, but that is not being done? I mean,
that’s being done some, but, as a whole, that is not being done?

Dr. PARKINSON. Well, in the sense it’s simply deferring the prob-
lem, we hope it’s not being done at all. But, in some cases a loan
may be restructured because that is in the best interest of both the
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bank and the borrower. But, our guidance tries to make clear that
just doing that automatically or routinely, to defer recognition of
losses, is not a good strategy.

Mr. MCWATTERS. Okay.

Mr. Wilson.

Mr. WILSON. I would just add that our guidance is also very clear
that, if you choose to work with your borrower, number one, it has
to improve the prospects for ultimate repayment; and, number two,
you need to account for that loan properly. So, if there’s risk in that
loan, there needs to be appropriate reserves, there needs to be ap-
propriate accrual on the loan, chargeoff, as necessary. For the
bank, it’s not kicking the can down the road, it’s that the ultimate
repayment is impaired.

Mr. MCWATTERS. So, the best approach is to recognize economic
reality, write it down, recognize losses, take the hit to capital, and,
in effect, have price discovery based upon that. Is that a fair as-
sessment?

Ms. THOMPSON. Yes.

Mr. MCWATTERS. Okay.

And that ties back to my first question, about RTC-type struc-
tures, bailout-type structures—is that that might not be the answer
if the financial institutions that were holding the CRE were in such
perilous shape they could not absorb the losses, they could have not
absorbed the hits to capital, and that the borrowers could not ab-
sorb the tax hits. Is that a fair statement?

Ms. THOMPSON. I think so.

Mr. MCWATTERS. Okay.

That’s it.

The CHAIRMAN. Thank you.

Mr. Silvers.

Mr. SILVERS. Just to pick up where I left off in the last round.
So, we have a whole bunch of small banks that still have TARP
money, in the form of CPP, disproportionally exposed to commercial
real estate—to the commercial real estate sector. Do any of you
have thoughts on what is—if our policy goal—and it certainly—it
would be, if I was the policymaker—is to avoid further concentra-
tion in our banking sector—if that’s our policy goal, which means
that we would like a robust small bank sector, any particular ad-
vice to Treasury, in terms of the management of TARP’s invest-
ments in small banks over this period when these refinancings are
coming due in commercial real estate?

Ms. THOMPSON. Many of the smaller institutions that have TARP
CPP funds are managing their portfolios adequately. The Treasury
has a provision, to the extent that TARP recipients miss dividends,
that the Treasury can add someone to oversee the bank’s board of
directors. So, I think the measures are there. There are several in-
stitutions that have concentrations, and they’re working their way
through the crisis adequately.

Mr. SILVERS. Any more—any further thoughts on this subject?

Mr. Wilson.

Mr. WiLsoN. No.

Mr. SILVERS. Or——

Mr. WILSON. Yeah, I'm not real close to the TARP program. But,
I would say that pursuant to our 2009 guidance, we have laid out
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how we would like to see these problem loans managed. And I
think that applies whether the bank has TARP or not. If the bank
needs to be resolved, I think it still needs to be resolved.

Mr. SILVERS. My—I don’t know, it seems sort of intuitive to me,
and I wonder if you all agree, that, if our goal is to try to keep the
small bank sector healthy, that—during this period when small
banks that have CRE exposure are going to have to manage
through the rollover of these loans, that it might not be a good idea
to try to compel them to pay back the—to pay the Treasury’s
money back during that period. But, 'm—this is not an ideological
observation, it’s a practical one. Is that right? Or would it be better
to try to get them, during that period, to have—be subjected to the
discipline of raising that capital privately?

Dr. PARKINSON. Well, I don’t think we’ve been trying to force
them to repay the TARP——

Mr. SILVERS. No, I'm——

Dr. PARKINSON. We have——

Mr. SILVERS [continuing]. Wasn’t suggesting——

Dr. PARKINSON [continuing]. We have

Mr. SILVERS [continuing]. You had been.

Dr. PARKINSON [continuing]. Lots of institutions that want to
repay their TARP, but absent a substantial raise of private capital,
we don’t think that they wouldn’t be safe and sound, having done
that. I think that really is the issue. We look at each one of these
TARP repayments, one by one, and want to satisfy ourselves that,
either given the amount of capital they currently have or the
amount of capital they can raise in the market post-TARP repay-
ment, they will still have adequate capital to bear the risks that
are present in their portfolio, including any risks that may be as
a result of troubled CRE assets. But, at least the banks themselves
feel that the sooner they can repay their TARP, the better. So,
they’re quite anxious to repay.

Mr. SILVERS. I see. That’s very helpful.

If part of our mandate is to sort of look at these very practical
aspects of TARP that I've just been asking about, if the other part
of our mandate, I believe, is to—is that Congress wanted this rath-
er extraordinary intervention in the financial markets; that is,
TARP to be done fairly. This may be asking too much of the three
of you, but I would ask you to comment on, What do we say to the
executive or the employee or the investor in a small bank that is
being resolved by the FDIC, against the backdrop of what we did,
you know, in terms of forbearance to institutions, like Citigroup
and Bank of America—how do we justify—how, in any respect, is
that fair? And what do we say to the person who’s on the losing
end of the unfairness?

[No response.]

Mr. SILVERS. I guess we say nothing. Is that really so? It’s kind
of sad.

[No response.]

Mr. S1LVERS. Well, perhaps it’s unfair to——

Dr. PARKINSON. I'll just say two things. One, obviously the reason
for the extraordinary interventions was a belief that, if the banks
had failed in a disorderly manner, that the economy, the financial
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system might have been much more worse off, including those
small institutions that didn’t benefit directly from that assistance.

I think also the too-big-too-fail problem is a very real problem.
The Dodd-Frank Act has various provisions designed to address
that. I think we’re still working through the implementation of
those. So, ultimately, how effective they will be, the jury is still out,
but we’re working very hard to ensure that, particularly, the so-
called systemically important institutions are held to much tougher
standards than other institutions.

And, very importantly in terms of the market discipline side,
with the new orderly resolution authority there’s no longer any au-
thority to do open bank assistance, so there’s not going to be any
benefit to the shareholders. I think all the agencies agree that any
holder of a capital instrument should not benefit in any way from
extraordinary assistance. And even the FDIC has proposed that
holders of longer-term debt, that assistance payments for that class
of creditors will be ruled out, in which case, I think all of those
should do quite a bit to reinvigorate market discipline.

Ms. THOMPSON. I think youre right. What took place really
helped everyone in the economy. And I think the Dodd-Frank Act
did a lot to level the playing field between larger and smaller insti-
tutions. It took away some of the competitive inequities between
the largest and the very smallest institutions. And, most impor-
tantly, it did remove “too big to fail.” So, I think that the steps that
were taken were necessary. And the steps that we’re taking now,
in terms of the orderly liquidation authority and implementation of
other provisions of the Dodd-Frank Act, will go a long way toward
having that conversation.

Mr. SILVERS. Well, my time is long expired.

Thank you.

The CHAIRMAN. Dr. Troske.

Dr. TROSKE. Thank you.

I guess I want to—one comment I'll make about my opening
statement. I was hoping to get the point across, that I think regu-
lators were far too much blamed for the financial crisis than was
warranted. I think it was primarily a result of the managers and
owners of firms.

Dr. Parkinson, I wanted to start with you, because I wanted to
ask a question sort of specific about the Fed. I was looking at the
data yesterday, and I believe the levels of bank reserves at the Fed
have grown back to $1.1 trillion, after dropping below 1.1 trillion
for a while. We could discuss why that is. But, there seems to be—
and most of that is excess reserves. So, banks seem to have a
ample supply of capital sitting, certainly, at the Federal Reserve.
Is that—does that give you some comfort, when thinking about the
CRE situation? Do you have a sense of how much of this capital
and excess reserves held at the Fed are held by these small- and
medium-sized banks, thereby giving them a cushion if there are
any additional problems in this market?

Dr. PARKINSON. I don’t know the answer to that question. But,
I would have approached it a different way, if the concern is about
the availability of lendable funds to meet the needs of creditworthy
borrowers. The fact that the banking system as a whole, is holding
so much in excess reserves at the Fed that pays so very little, I
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think they have ample motive to go out and find creditworthy bor-
rowers that they can make loans to, to make much higher returns
than they’re making on those excess reserves. And I think we are
starting to see some signs that the tightening of credit conditions,
that’s been going on since the crisis emerged, is coming to an end,
and that they are looking very actively for creditworthy borrowers
to put that money to work.

Dr. TROSKE. And——

Dr. PARKINSON. But, I don’t know the answer to your specific
question. I suspect that a disproportionate amount is at the large
institutions, but I don’t know the facts.

Dr. TROSKE. I suspect the same. And I did ask our staff to find
out, yesterday, and they were unsuccessful, as well. So—I wasn’t
surprised they were unsuccessful, since I suspected they weren’t
going to be.

I want to build on that last statement that you made, or the
statements that you made, about just overall lending, and ask, I
guess, the three of you. Tt is clear that lending is down by most
banks. And there’s a question—and I’'m not sure we’re going to re-
solve it today—about whether that reflects a lack of demand or a
lack of supply. From your regulatory standpoint, can you give me
a serllsg of whether you think—what it—it’s a lack of demand or
supply

And we’ll start with you, Ms. Thompson.

Ms. THOMPSON. I think it’s both. Actually, I think there’s three
things. I think there’s a lack of demand. I believe that there are
borrowers that lack confidence. I think that there’s a lack of sup-
ply. I think bank capital is concentrated. And, the biggest issue is
the collateral values, because they’ve declined so precipitously.

I think that there is plenty of capital in the system. People have
to start showing confidence in the financial institutions, and that
is a slow process. I think there’s a tentative rebuilding. We're work-
ing our way towards whatever this new norm is. And when people
get comfortable, they’ll go to institutions, apply for loans, and re-
ceive credit. But, I think there is a tentative nature out there right
now. People are cautiously optimistic, because we’re not out of the
woods yet.

Dr. TROSKE. Okay.

Dr. Parkinson.

Dr. PARKINSON. Well, I think it is elements of both demand and
supply. On the demand side when you talk to the banks, where
they have binding lending commitments outstanding, the utiliza-
tion rates of those lines is, sort of, at historic lows. And I think
that’s a pretty good indicator, at least for those borrowers, they just
don’t have the demand.

On the supply side, I think there are signs that for stronger bor-
rowers, there’s ample credit out there. But, obviously there’s been
a real change since the crisis, in terms of the access to credit by
weaker borrowers. Now, we don’t want to go back to the avail-
ability of credit that we had in 2006 and 2007. We want to go to
some new normal, where there are more prudent underwriting
standards. But, that does mean that lots of people that could get
credit formerly probably are not going to be able to get it on the
same terms today. And that must be constraining their spending.
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But, again, we have ask, “What’s the alternative?”

Dr. TROSKE. Mr. Wilson, do you have anything to add?

Mr. WILSON. I agree with that.

I guess I would also point out, on both the demand and the sup-
ply side, the Federal Reserves’ quarterly survey shows that banks
are saying that theyre not tightening standards beyond what they
were. And also, they’re seeing loan demand starting to pick up.

But, in our conversations with banks, they said, “Yeah, we don’t
like the rate that the Federal Reserve pays on the reserves, and
we would like to lend the money.” So, I think there is a willingness,
on the part of our banks, to put those out—back into good quality
loans.

Dr. TROSKE. Thank you.

The CHAIRMAN. Thank you.

Superintendent Neiman.

Mr. NEIMAN. Yeah. I’d like to follow up on the issues around sup-
ply and demand, and really focus on underwriting criteria. Ms.
Thompson mentioned that underwriting criteria is so critical.

The reference to the Federal Reserve senior loan officer survey
does show that standards remain largely unchanged in the fourth
quarter. Certainly, they are higher than the average level over the
last decade. And the majority of respondents indicated that lending
standards, would not expect to return to long-run norms until after
2012, and, as a result, will remain tighter, for the foreseeable fu-
ture.

Is this a good thing? Were underwriting standards too lax, or is
this some evidence of an overreaction?

Ms. Thompson.

Ms. THOMPSON. Well, I think underwriting standards were lax.
And, the return to the basic fundamentals of lending is critical:
making sure the borrowers have the ability to repay, not focusing
on collateral values as the primary source of repayment, and look-
ing at other ways to generate income to repay the loans. I think
that’s critical.

Mr. NEIMAN. Where regulators are sometimes criticized for ex-
tending—going too far to one extreme, have banks, in tightening
and correcting those lax standards, gone too far? Is there any evi-
dence of that in your reviews?

Ms. THOMPSON. Regulators are criticized, generally. In looking at
the crisis, there were things that we could have done more quickly.
And I do believe that there were some steps that we could have
taken to help deal with this issue. I think that the lending and un-
derwriting standards that we have worked collectively on through
our guidance is good guidance, it’s prudent, and it certainly will be
sustainable in good times as well as bad.

Mr. NEIMAN. Dr. Parkinson, what are you seeing in your assess-
ment of the underwriting standards being used by lenders?

Dr. PARKINSON. Well, again, I think you had it right, that there
was a long period of tightening. But, that proceeded from a base
period, where standards were too lax. And now, we see some signs
that that’s abating.

But almost more important than the specific standards, when
you’re assessing whether someone’s a creditworthy borrower, that
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depends, in part, on your economic outlook, and how supportive
you think the economic environment will be.

And I think confidence, both by the borrowers and by the lend-
ers, has been slow to recover. I guess there are hopeful signs that
the economy, in the last couple of months, has been picking up
steam. And I think, once people are convinced that that higher
path of growth is sustainable and is the most likely path, you’ll get
a rebound in confidence. And that’s probably the most important
thing, both to work on increasing the demand and increasing the
supply of credit.

Mr. NEIMAN. Great.

Mr. Wilson, you mentioned taking supply and demand into con-
sideration has an impact on lending levels. And you indicated that
it has a varying degree, depending on the size of the institution or
the type of the asset. Can you elaborate so we can get a better
sense of loan levels, whether they be from big or small banks or
a variety of type of loans?

Mr. WiLsoN. Well, I think that, for example, in the community
banks that do have big concentrations of commercial real estate,
what we’re going through right now, brought to bear the risks, and
they’re more sensitive of those risks. So, they probably are tighter
than they would have normally been if they didn’t have the con-
centration.

Yeah, underwriting standards in almost any asset class in 2006,
early 2007, were too liberal. The pendulum usually swings too far
the other way as banks try to recover from problem loans. But,
we're seeing evidence that, you know, they’re coming back into bal-
ance pretty quickly, especially in certain markets, like leveraged
loans. There are stories out there that the recap deals, number one,
are very prevalent these days. Pricing is getting tighter. And, even
in commercial real estate, pricing has tightened dramatically in the
last couple of months. So, we do feel like those supply/demand fac-
tors are coming back into balance.

Mr. NEIMAN. And taking into consideration, in addition to the
tightening of underwriting standards, how much is preservation of
capital playing into that same issue of supply?

Mr. WILSON. And obviously that’s a big problem with community
banks that are under stress. It’s, to some extent, an issue for all
banks, because of the Basel 3 initiatives. But, Basel 3 was very
sensitive to that. And that’s why the committee has a phase-in that
goes out through 2018, to be sensitive to that issue, to not con-
strain lending because of capital requirements.

Mr. NEIMAN. Thank you.

The CHAIRMAN. Thank you, Superintendent Neiman.

And thank the board. First, I want to thank you for being here
today. But, even longer, I want to thank you for your public serv-
ice. I continue to be incredibly impressed with the overall quality,
intelligence, and competence of the people that serve in the Federal
Government. And I think anyone here watching you today would
be proud of the fact that you are representing all Americans near
here, and doing a competent, thorough, and intelligent job at every-
thing you do. So, I really want to thank you especially for that.

Thank you.
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And if the second panel would come forward—the second panel,
come forward.

Mr. Silvers is going to have to leave. It’s nothing personal.
[Laughter.]

But, he has to be somewhere else. He’s necessarily absent.

[Pause.]

The CHAIRMAN. Welcome. Thank you for being here. Thank you
for helping us work through these rather thorny complicated
issues.

I'm really pleased to welcome our panel: Matthew Anderson,
managing director at Foresight Analytics, a division of Trepp; Rich-
ard Parkus, executive director at Morgan Stanley Research; and
Jamie Woodwell, vice president, commercial real estate research at
the Mortgage Bankers Association.

And thank you for coming. Please keep your testimony to 5 min-
utes so we’ll have time for questions. Your complete written state-
ment will be printed in the record.

And we will begin with Mr. Anderson.

STATEMENT OF MATTHEW ANDERSON, MANAGING DIRECTOR,
FORESIGHT ANALYTICS, A DIVISION OF TREPP

Mr. ANDERSON. Chairman Kaufman and members of the Con-
gressional Oversight Panel, thank you for the opportunity to dis-
cuss commercial real estate and bank stability.

My testimony today will include a discussion of real estate value
declines, the growth in the size of the debt market and resulting
mortgage maturities, bank commercial real estate exposure and
distress, and finally, some aspects of our outlook for the economy,
real estate, and commercial real estate debt market, in particular.

I should add, the views expressed today are my own and not nec-
essarily those of my employer, Trepp LLC.

One of the most important features of the current real estate
cycle is the dramatic decline in property values. The most recent
figures indicate that commercial property values have fallen by ap-
proximately 42 percent since speaking in late 2007. That’s larger
than the decline in the earlier 1990s, when commercial real estate
values fell by nearly one-third, and on par with our estimates of
the decline during the Depression.

A rise in volume of mortgage—maturing mortgages has put pres-
sure on the commercial real estate debt market, and will continue
to do so for several years. By our estimates, annual maturities
reached $200 billion in 2006, and surpassed $300 billion in 2009.
We further estimate that commercial real estate debt maturities
will climb to approximately $350 billion per year between 2011 and
2013.

The combination of lower property values and rising volumes of
maturing mortgages has resulted in a large amount of maturing
loans that are underwater. We estimate that as much as half of the
loans maturing in 2011 to 2015 are currently underwater, and that
$251 billion is underwater by 20 percent or more.

Many banks entered the financial crisis with substantial expo-
sures to commercial real estate. As of the first quarter of 2007,
more than 2700 banks and thrifts, or 32 percent of the total bank
count, had a commercial real estate, or CRE, concentration. The
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greatest concentrations were among banks with $1 to $10 billion in
assets and banks with $100 million to $1 billion in assets, where
56 percent and 43 percent of banks in those groups, respectively,
had CRE concentrations.

The number and proportion of banks with commercial real estate
concentrations has fallen significantly since 2007. As of the third
quarter of 2010, just under 1300 banks and thrifts had a CRE con-
centration, a decline of more than 1400 from the first quarter of
2007. Part of this reduction is the result of reduced amounts of
debt outstanding. Approximately $300 billion of CRE loan exposure
has been trimmed from banks’ balance sheets over the last 2 years.

Banks that received CPP funds from TARP are more likely to
have commercial real estate concentrations than non-CPP recipi-
ents. We've tabulated commercial real estate concentration figures
for bank and thrift subsidiaries of firms that received CPP invest-
ments, including banks that have repaid the CPP funds, with the
result that, as of the third quarter of 2010, 32 percent of the CPP-
recipient subsidiaries had CRE concentrations, compared with 15
percent for non-CPP recipients.

Delinquency rates for construction loans and commercial mort-
gages have been declining, but remain high relative to the pre-cri-
sis levels. Our early estimates for the fourth quarter of 2010 indi-
cate that construction delinquency rates stand at 18 percent and
commercial mortgage delinquencies at 5.3 percent, compared with
1-percent delinquency rates prior to the onset of the downturn.

We maintain a watch list of banks that appear to be at elevated
risk of failure. This list has proven quite accurate, capturing 96
percent of failed banks since the beginning of the current cycle in
2007. Nonperforming commercial real estate loans have been the
largest problem loan type for banks on this watch list. For more
than 80 percent of the banks on our watch list, nonperforming com-
mercial real estate loans are the main problem loan type.

Economic and real estate market conditions are improving, albeit
slowly. The job market is gradually turning around. And in the
commercial real estate market, occupancy rates and rents are sta-
bilizing, but net operating income has been reduced by 15 percent,
or more, from pre-recession levels.

Liquidity has also been returning to the commercial real estate
market. This has been most notable in the CMBS segment, where
$11.6 billion of new issuance occurred in 2010. Our parent com-
pany, Trepp LLC, expects this trend to continue, with $50 billion
of new issuance during 2011.

We believe the recovery will be a prolonged one, with slow im-
provement in the broader economy translating into gradually in-
creasing demand for commercial real estate. Delinquency rates will
improve, as well, as lenders continue to reduce nonperforming loan
balances, but this process looks likely to last several more quarters.
We remain concerned about the volume of underwater mortgages
that will mature over the next several years, and the broader issue
of mortgage maturities overall.

Continued high demand for refinancing for loans originated dur-
ing the commercial real estate debt boom of the 2000s will con-
strain real or inflation-adjusted growth in the commercial mortgage
market over the next decade. We believe growth in the market will
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more closely resemble the 1990s, when annual growth was 0.8 per-
cent in real terms, rather than 2000 to 2008, when annual real
growth was 9.4 percent.

Mr. CHAIRMAN, I thank you and the other members of the panel.
This statement constitutes my formal testimony. And I look for-
ward to any questions you might have.

[The prepared statement of Mr. Anderson follows:]
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Statement of
Matthew J. Anderson
Managing Director
Foresight Analytics, a division of Trepp, LLC
before the
Congressional Oversight Panel
Hearing on Commercial Real Estate’s Impact on Bank Stability

Washington, DC
February 4, 2011

Chairman Kaufman and members of the Congressional Oversight Panel, thank you for the
opportunity to discuss commercial real estate and bank stability. My testimony today will include a
discussion of real estate value declines, the growth in the size of the debt market and resulting
mortgage maturities, bank commercial real estate exposure and distress, and finally some aspects of
our outlook for the economy, real estate and commercial real estate debt market in particular.

Commercial Real Estate Values

* One of the most important features of the current real estate cycle is the dramatic decline in
property values. The most recent figures indicate that commercial property values have fallen by
approximately 42% since peaking in late 2007, That is larger than the decline in the early 1990s,
when commercial real estate values fell by nearly one-third, and on par with our estimates of the
decline during the Depression.

Commercial Real Estate Debt Maturities

* A rising volume of maturing mortgages has put pressure on the commercial real estate debt
market, and will continue to do so for several years. By Foresight Analytics” estimates, annual
maturities reached $200 billion in 2006 and surpassed $300 billion in 2009.

» We further estimate that commercial real estate debt maturities will climb to approximately
$350 billion per year between 2011 and 2013.

« The combination of lower property values and rising volumes of maturing mortgages has
resulted in a large amount of maturing loans that are “underwater”. We estimate that as much as half
of the loans maturing in 2011 to 2015 are currently underwater, and that as much as $251 billion is
underwater by 20% or more.

Commercial Real Estate Debt Exposure

» Many banks entered the financial crisis with substantial exposures to commercial real
estate. As of the first quarter of 2007, more than 2,700 banks and thrifts (32% of the total bank count)
had a commercial real estate (CRE) concentration. The greatest concentrations were among banks
with $1 to $10 billion in assets and banks with $100 million to $1 billion in assets, where 56% and
43% of banks in those groups respectively had CRE concentrations.

* The number and proportion of banks with commercial real estate concentrations has fallen
significantly since 2007. As of the third quarter of 2010, just under 1,300 banks and thrifts had a
CRE concentration, a decline of more than 1,400 from the first quarter of 2007.

» Part of this reduction is the result of reduced amounts of debt outstanding. Approximately
$300 billion of CRE loan exposure has been trimmed from banks’ balance sheets over the last two
years.
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= Banks that received CPP funds from TARP are more likely to have commercial real estate
concentrations than non-CPP recipients. We have tabulated commercial real estate concentration
figures for bank and thrift subsidiaries of firms that received CPP investments — including banks
that have repaid the CPP funds — with the result that as of 3Q 2010, 32% of the CPP recipients’
subsidiaries had CRE concentrations, compared with 15% for non-CPP recipients’ subsidiaries.

CRE Loan Performance

+ Delinquency rates for construction loans and commercial mortgages have been declining,
but remain high relative to pre-crisis levels. Our early estimates for 4Q 2010 indicate that
construction delinquency rates stand at 18% and commercial mortgage delinquencies at 5.3%,
compared with 1% delinquency rates prior to the onset of the downturn.

» Commercial real estate has accounted for an estimated $97 billion of bank charge-offs
during the 2007 to 2010 period. For banks under $10 billion in assets, the proportion that commercial
real estate comprises has been above average, amounting to more than 50% of all charge-offs for
these banks.

Bank Distress

» We maintain a “Watch List” of banks that appear to be at elevated risk of failure. This list
has proven quite accurate, capturing 96% of failed banks since the beginning of the current cycle in
2007,

» Nonperforming commercial real estate loans have been the largest problem loan type for
banks on this Watch List. For more than 80% of the banks on our Watch List, nonperforming
commercial real estate loans are the main problem loan type.

Market Conditions and Outlook

» Economic and real estate market conditions are improving, albeit slowly. The job market is
gradually turning around. And in the commercial real estate market, occupancy rates and rents are
stabilizing, but net operating income has been reduced by 15% or more from pre-recession levels.

* Liquidity has also been returning to the comumercial real estate market. This has been most
notable in the CMBS segment, where §11.6 billion of new issuance occurred in 2010. Our parent,
Trepp, LLC expects this trend to continue, with $50 billion of issuance during 2011.

« We believe the recovery will be a prolonged one, with slow improvement in the broader

economy translating into gradually increasing demand for commercial real estate.

* Delinquency rates will improve as well, as lenders continue to reduce nonperforming loan
balances but this process looks likely to last several more quarters.
* We remain concerned about the volume of underwater mortgages that will mature over the
next several years, and the broader issue of mortgage maturities overall.
+ Continued high demand for refinancing from loans originated during the commercial real
estate debt boom of the 2000s will constrain real ~ or inflation-adjusted — growth in the
commercial mortgage market over the next decade. We believe growth in the market will more
closely resemble the 1990s, when annual growth was 0.8% in real terms, rather than 2000 to
2008, when annual real growth was 9.4%.

Mr. Chairman, I thank you and the other members of the Panel. This statement constitutes my formal
testimony and I look forward to any questions you might have.
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Trepp

Introduction

Commercial real estate has been at the forefront of issues
confronting banks in the current cycle, a result of both
bank exposure and poor loan performance. In the follow-
ing, we examine several topics pertaining to commercial
real estate, bank exposure and bank distress, namely:

» Commercial real estate values,

. Commercial real estate debt maturities,
. Commercial real estate exposure,

. Loan performance and charge-offs,

. Bank distress, and

. Market conditions and outlook.

Commercial Real Estate Values

« One of the most important features of the current real
estate cycle is the dramatic decline in property val-
ues. The most recent figures indicate that commer-
cial property values have fallen by approximately 42%
since peaking in late 2007, That is larger than the
decline in the early 1990s, when commercial real es-
tate values fell by nearly one-third from 1988 to 1993,
and on par with our estimates of the decline during
the Depression.

Recent trends in the Moody's Commercial Property
Price index (CPPI) indicate that prices stopped slid-
ing in late-2009 and have fluctuated somewhat since
then. The bottom in the CPPl was reached in August
2010, and has risen by 6.4% through November 2010,

Prices for shares of publicly traded real estate invest-
ment trusts (REITs) have recovered significantly since
reaching a cyclical bottom in February 2009, more
than doubling in that period. Even with the increase,
REIT share prices are approximately 33% below their
peak levels in early 2007.

The rise in REIT share prices and recent positive trends
for the CPPliikely indicate that prices will rise further.
Still, the decline from previous peaks is substantial
and recovery will likely stretch over a protracted pe-
riod. Our analysis indicates that it took 8 years for
prices to recover from the Depression and 10 years to
recover from the early 1990s downturn.

»

»

*

Commercial Real Estate Debt Maturities

= Arising volume of maturing mortgages has put pres-
sure on the commercial real estate debt market, and
will continue to do so for several years. By Foresight
Analytics estimates, annual maturities reached $200
billion in 2006 and surpassed $300 billion in 2009.

We further estimate that commercial real estate debt
maturities will climb to approximately $350 billion per
year between 2011 and 2013. Maturing amounts will

.
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decline thereafter, but will stay elevated for some time,
exceeding $250 billion annually through 2017.

The rising amount of commercial real estate (CRE)
debt maturing is the result of tremendous growth in
the market. Commercial real estate debt increased
by $1.8 trillion between 2000 and 2007, more than
doubling in size.

The most rapid growth occurred in 2005, 2008 and
2007, with more than $300 billion of net growth in each
year. The peak growth was reached in 2007, with $379
billion of net growth.

We estimate significant refinancing demand from the
2006 and 2007 “boom years” cohorts during the next
several years. We are particularly concerned about
the ability of these properties to gualify for refinanc-
ing, in an environment with lower valuations and lower
loan-to-value ratios.

The combination of lower property values and rising
volumes of maturing morigages has resultedin alarge
amount of maturing loans that are “underwater” - where
the outstanding balance on the loan is more than the
value of the property. We estimated that as much as
half of the loans maturing in 2011 to 2015 are cur-
rently underwater, Of the roughly $1 trillion of CRE
debt that we put in this category, an estimated $271
billion is underwater by 10% to 20%, and a further
$251 billion is underwater by more than 20%.

B

Commercial Real Estate Debt Exposure

« As of 3Q 2010, banks held nearly $1.7 trillion of com-
mercial real estate debt on their balance sheets —
$1.3 trillion in the form of commercial mortgages {on
non-residential and multifamily properties) and $400
billion in construction & land loans and unsecured
loans to finance commercial real estate, such as loans
to REITs.

While large banks — over $100 billion in assets —
hold $553 biffion (one-third) of this debt, smaller banks
have a more pronounced reliance on commercial real
estate loans. Approximately iwo-thirds of CRE debtis
held by banks with less than $100 billion in total as-
sets.

Many banks entered the financial crisis with substan-
tial expostres to commercial real estate’. As of 1Q
2007, 2,740 banks and thrifts (31.6% of the total bank

.

" A bank is deemed to have a CRE concentration if either a)
construction & land loans outstanding are equal to or greater
than 100% of the bank’s total capital, or b} alf CRE ioans
outstanding — construction & land loans, commercial mort-
gages (excluding owner-occuplied properties), muitifamily
mortgages and unsecured CRE foans — are equal to or
greater than 300% of the bank's total capital.

© 2011 Trepp, LLC
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count) had a commercial real estate concentration.
The greatest concentrations were among banks with
$1 to $10 billion in assets (303 banks or 56% of the
size category} and banks with $100 miltion to $1 bil-
lion in assets {1,888 banks or 43% of the size cat-
egory).

While their exposure remains substantial, banks have
reduced their concentrations in commercial real es-
tate, especially beginning in the second half of 2009.
Part of this reduction is the result of rising bank equity
capital (from fresh equity issuance and retained eam-
ings) and part is the result of reduced amounts of debt
outstanding.

Construction & land loans outstanding peaked in
1Q 2008 at $833 billion, falling to $354 billion as of
3Q 2010, a $279 biltion decline.

Commercial mortgages outstanding (including mul-
titamily) peaked in 2Q 2009 at $1.31 trillion, falling
to $1.29 trillion as of 3Q 2010, an $18 billion de-
cline.

Unsecured CRE loans have contracted by $20 bil-
lion since peaking at $70 billion in 4Q 2008.

The number and proportion of banks with CRE con-
centrations has fallen significantly since 2007. As of
3Q 2010, 1,296 banks and thrifts (17% of the total}
had a CRE concentration, a decline of 1,444 from 1Q
2007. CRE Concentrations have fallen for all size
groups, but remain highest among banks in the §1 to
$10 billion assets {161 banks, 28% of the total for the
size group) and $100 miltion to $1 billion (926 banks,
21% of the total for the size group) total asset size
ranges.

Banks that received GPP funds from TARP are more
likely to have commercial real estate concentrations
than non-CPP recipients. We have tabulated CRE
concentration figures for bank and thrift subsidiaries
of firms that received CPP investments — including
banks that have repaid the CPP funds — with the re-
sult that as of 3Q 2010, 32% of the CPP recipients’
subsidiaries had CRE concentrations, compared with
15% for non-CPP reciplents’ subsidiaries. For banks
in the $1 billion to $10 billion and $100 million to $1
billion asset size ranges, the CPP recipients’ ratios
were 36% and 35%, respectively, compared {o 24%
and 19%, respectively, for non-CPP recipients.

.

»

.

.

CRE Loan Performance

= Delinquency rates on commercial real estate have
surged during the downturn in commaercial real estate.

+ Construction and Land Loans have been the worst
performing CRE segment - with delinquency rates
reaching 19.7% in 1Q 2010, up from lows in the 1%
range during 2004 to 2006. The peak delinquency rate

© 2011 Trepp, LLC

CRE Concentrations
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of 19.7% surpasses the previous peak rate of 18.3% Commercial Real Estate Delinquencias®

(estimated) in 1981, during the height of the early 1990s Percent of Amount Outstanding

commercial real estate downturn. -

» Our estimates indicate that residential consiruction A //
has performed the worst within the construction 159 / \ /
segment, with single family construction delinquen- \
cies reaching nearly 30% and condominium con-
struction reaching nearly 45%. % . /

« Commercial real estate construction delinguencies

have also risen, per our estimates, to the 12% to 5% o

15% range during the first half of 2010. — x/
Construction delinquency rates have declined singe % o e i s i e
1Q 2010, as banks have worked through problem

loans.
Delinquency rates on commercial mortgages — both Thoans 30 Days Past D
non-residential and multifamily -— have risen substan-

tially during the current cycle, reaching 5.5% and

5.7%, respectively, as of 3Q 2010. These definquency

rates were approximately 1% as of 4Q 2006, prior to

.

| &Land sitg y Mg
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the onset of the commercial real estate downturn, CRE Charge-Offs by Bank Size
Lommercial Banks.
+» Qur early estimates for 4Q 2010 indicate a further slight
decline in the commercial mortgage delinquency rates, Share of Tetal Gharge- O, 2007
though a substantial recovery will likely require stron- Size Group. Total T ———
gereconomic grOWTh and risiﬂg demand for SpaCE. Assely 07 2008 2008 201te  Totai tion Mongage
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Commercial real estate has accounted for an estimaied
$97 billion of bank charge-offs during the 2007 t0 2010 $10 10 3100 8n B4 S $105 8§92 214%  150% s4%
periad. We estimate $35.9 billion in CRE charge-offs
for banks during 2010 (full-year figures will be avail-
able in late February), down slightly from $37.9 billion SI00MNGSIBr 308 $52  §58  $46 St 95A%  18.0%
in2009.

For banks of all sizes, CRE charge-offs accounted
for approximately 19% of all charge-offs during 2007 Tout B W7 W76 s5e deEN w@en 5%
t02010. [
For banks under $10 billion in assets, the propor-

tion that CRE comprised was greater, amounting to

53% and 51%, respectively, for banks in the $1 to0

$10 billion and $100 million to $1 billion total asset CRE Loan Yields

size ranges. 8y Loan Type

Charge-offs on construction and land loans ac- Yield (Annual Rate)

$1 08108 St 3§54 $03 sas  sarw aaw 15.5%

0 to $100 Mn $01 502 §04 $03  4ean  242% 20.3%

.

.

counted for approximately two-thirds of CRE charge-  10%
offs, across most bank size groups. % PEAN AN
* Income yields on CRE loans have fallen since 2006 :: AN ] 7 L

and 2007. o [y e

+ We estimate that vields on construction and land 5% e e
loans have fallen 1o sfightly below 3% as of 3Q 2010, 4% || e ConatuGlion & Land | )
down from recent highs in the upper-8% range in 3% iofMortgage] ... \
the first half of 2007. These loans are typically float- 2%
ing rate and falling short-term vield benchmarks have 1%
resulted in declining yields on these loans. o%

Mar-00 Jun-01 Sep-02 Dec03 Mar-05 Jun-06 Sep-07 Dec-08 Mar-10

SouresiCalBupstarTEs Forasight Ansiytes

.

We estimate that yields on commercial mortgages
have fallen, though not as precipitously. Within the
commercial mortgage segment there is a greater
blend of fixed rate and floating rate debt. On a blended

©2011 Trepp, LLC ; 4
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basis, our estimates indicate these yields have fallen
o the low 6% range, down from the 7%+ range
reached in 2007.

Bank Distress

-

-

.

.

.

.

.

.

With the economic and real estate downturn, bank
distress has increased. As of 3Q 2010, 860 banks
were on the FDIC's Problem List, up from a cyclical
fow of 47 in 3Q 2008. By comparison, the number of
banks on the Foresight Anaiytics combined Watch
List and Near-Watch List was 753 as of 3Q 2010.

Nonperforming CRE loans have been the largest prob-
lem ioan type for banks on the Foresight Analytics
Watch List.

For 81% of the banks on our Watch List, CRE loans
account for most of the banks' nonperforming (or de-
faulted) loans.

For 262 (47%) of the Watch List banks, construction
and land loans were the largest source of nonperforming
loans. While construction and land loans remain the
single largest problem loan type, the proportion for
Watch List banks has been declining during the last
several quarters.

Nonperforming commercial mortgages were the larg-
est problem loan type for 190 (34%) of the banks on
our Watch List. This figure has been rising in both
absolute terms and as a proportion of the Watch List
for the last two years.

Bank failures rose to 157 in 2010, up from 140 in 2009
and 25 in 2008.

The pace of closures seems to have moderated re-
cently. In 4Q 2010, there were 30 closures, a notice-
able reduction from the 40 to 50 per quarier during the
previous five quarters. In the first month of 2011, 11
banks were closed.

The number of distressed banks remains high, how-
ever, and we expect more bank failures during 2011,

©2011 Trepp, LLC
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Sources of Distress

Tap Source of Loans for Watch List

Loan Type 1Q08 208 3009 4QUs Q10 2Q10  3Q10
Caonstruction & Land 228 278 303 327 311 271 262
Commarcial Morigage* 64 88 17 146 i8¢ 179 130
Residential Mortgage 85 75 78 95 84 33 77
Other 13 25 18 28 31 27 27
Total 371 466 512 BB4 580 B0 568
Shares:

Construgtion & Land 62%  B0%  59%  55%  53%  48%  47%
Commercial Morigage® 7%  18% 3% 5%  28%  31%  34%
Hasidential Mortgage 18%  18%  15%  18%  14% 18% 14%
Other 4% 5% % 4% 5% 5% 5%

Bank Distress
Bank Failures per Quarter — Current Cycle
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Market Conditions and Outlook Employment Growth

- Economic and real estate market conditions are im- Hopthly Shangeln ot Seaeenall Adiisied
proving, albeit stowly. Iobain 0003

Office vacancy rates stabilized during 2010 — in 800
the mid-teens for CBD office markets and highteens
for suburban markets,{ after having risen e_ipproxi- . Jl!llh,, anle

mately 5 percentage points from recent lows in 2007. l!
Rents have also stabilized at levels approximately
10% lower than 2007 levels. The combined impact

of higher vacancy rates and lower renis has been a 800 |
drop in net operating income of 15%. Other com- 1a00
mercial real estate sectors have been hit by similar 2067 2008 2009 2016

downturns in occupancy and rents, with the lodging
sector experiencing the greatest volatility.

Job growth turned positive in 2010, with 1.1 million
jobs added for the year. While this is a welcome
trend, the magnitude of job losses remains great, at
7.4 million jobs lost since December 2007. More-
over, the pattern of job growth has been uneven, with Joblosses
slower growth following the surge in jobs in early Sranive Dzyious Crcles
2010. Change from Pask

We estimate that 333,000 office sector jobs were 8%
created during 2010. This follows the loss of 2.2 6%
million office jobs during 2007 to 2009, with the re- h
sult that office jobs have declined a net 1.9 million 2%
since 2007. 0%
Liquidity has also been returning to the commercial
real estate market. This has been most notable inthe
CMBS segment, where $11.8 billion of new issuance

Sauree Burseiatiabor Satisis

.

occurred in 2010, Trepp, LLC expects this trend to 9 % 6 8 12 15 18 21 24 27 30 33 36 38 42 45 4@
continue, with a forecasted $50 billion of issuance Months
during 2011. | —Cument wwFeb0}  —JunB0  woeul-81

Saurvee: Burmou of Labor Statstio, Forasight Analyties

.

Spreads on new originations of commercial morigages
have recovered substantially since the worst of the
crisis in late-2008 and early-2008. According to the
TREPP-i pricing index, spreads on new commercial
mortgages have fallen from 550+ basis points at the
worst part of the crisis, to current spreads in the 225
to 250 basis point range. Underwriting remains con-
servative, however, with these spreads available for

loans with moderate leverage in the 50% to 59% loan- oo ends o o ero e e S v ity
to-value range. 150-59% Levarage, Amartitiog: 10 year, fixed rate)

Qur outlook for the commercial real estate market in-

cludes:

» Aprolonged recovery. An improving economy will
lead to stronger supply and demand fundamentals
for real estate, but the pace of recovery is expected
to remain slow.

= Gradual improvement in loan delinquency rates.
Lenders will continue to reduce nonperforming loan
balances — through note sales and workouts on
the one hand, and improving market conditions on SR
the other — but this process looks likely to last

Spreads for New Commercial Real Estate Loans

.

©2011 Trepp, LLC : 6
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several more quarters.

Unless real estate values rebound substantially, dis-
{ress will continue to materialize over the next sev-
eral years, despite an overall improvement in delin-
quencies and defaults. Depressed values will weigh
on the market as underwater loans mature and fail
to qualify for fresh financing. We expect this volume
to decline over fime, as values increase, but the
significant doilar amount of underwater maturities
we estimate leads us o believe that problem loans
will continue to emerge for several years to come.
Continued high demand for refinancing from loans
originated during the commercial real estate debt
boom of the 2000s. As a result, the commercial real
estate debt market will post modest real — infla-
tion-adjusted — growth over the next decade. Growth
in the market will more closely resemble the 1990s,
when annhual growth was 0.8% inreal terms, rather
than 2000 to 2008, when annual real growth was
9.4%.

©2011 Trepp, LLC

Foresight Analytics is a division of Trepp, LLC. For more
information, contact:

Matt Anderson
Managing Director
Susan Persin
Managing Director
Teh: (510) 893-1760

m.anderson@foresightanalytics.com

s.persin@foresightanalytics.com

Web: htto//www.foresighianalytics com
Tel: (212) 754-1010

Web:  hitp/iwww trepp.com

About Foresight

Foresight Analytics is a division of Trepp that provides
analysis and forecasting for the real estate and banking
industries. The company focuses on commercial and resi-
dential real estate market fundamentals and bank lend-
ing. Clients are mainly institutional investors, lenders and
developers.

About Trepp

Trepp, LLC is the leading source of risk assessment tools,
information, analytics and technology about commercial
real estate lending and finance. Trepp offers access to
the most in-depth information for monitoring, pricing and
analyzing commercial real estate loans. Treppis a wholly
owned subsidiary of DMG Information, which is a part of
the Daily Mail Group, the largest media company in Brit-
ain.

Disclaimer

This report is based on information we consider to be reli-
able, but we cannot guarantee its accuracy. No warranty
-— @xpress or implied — is given, either with regards to
the accuracy, compieteness or usefulness of current and
historical data, or with regards o any forecasts contained
herein. This is not a complete analysis of all material facts
regarding any company or industry. Unless otherwise
noted, all forecasts are by Foresight Analytics, a division
of Trepp. The views expressed in this report reflect our
judgment at this time and are subject to change without
notice.
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The CHAIRMAN. Thank you very much.
Mr. Parkus.

STATEMENT OF RICHARD PARKUS, EXECUTIVE DIRECTOR,
MORGAN STANLEY RESEARCH

Mr. PARKUS. Chairman Kaufman and members of the Congres-
sional Oversight Panel, my name is Richard Parkus, and I'm head
of commercial real estate debt research at Morgan Stanley, and
chair of the research committee at the Commercial Real Estate Fi-
nance Council.

I would like to thank the panel for taking—for giving me the op-
portunity to discuss the current state of commercial real estate fi-
nancing markets and their potential impact on banks.

I would like to emphasize that the opinions I share today are
strictly my own and do not represent those of Morgan Stanley or
the Commercial Real Estate Finance Council.

The question of whether commercial real estate will be the next
shoe to drop is often heard. In my view, this shoe dropped 2 years
ago. Since late 2008, commercial real estate has gone through the
most severe downturn since the early 1990s. In many respects, the
downturn has been even more severe than the early 1990s. Va-
cancy rates have soared to greater heights. Rents have experienced
larger declines. And the drop in property prices has been much
larger than during the previous episode.

With respect to commercial real estate loans, most analysts ex-
pect that the loss rates for CMBS loans, originated during the bub-
bled years of 2005 through 2008, will exceed the 9- to 10-percent
losses experienced in the early 1990s, possibly by as much as 4 to
5 percent.

The credit crisis had a particularly severe impact on commercial
real estate financing markets. During the depths of the crisis, fi-
nancing for large, high quality properties, so-called trophy prop-
erties, virtually disappeared. The availability of financing was se-
verely impacted for small properties, as well, although it never
completely dried up. Some regional and community banks contin-
ued to lend, albeit at reduced levels.

As TARP brought calm to financial markets in mid 2009, the
flow of capital began to return quickly to the trophy property seg-
ment. The trickle of new capital has since grown into a flood, and
today financing markets for trophy assets has fully recovered. Fi-
nancing is widely available, and at very favorable rates.

Unfortunately, this story is not as positive in the financing mar-
kets for smaller properties. Here the market remains highly dis-
located and has seen little improvement since the depth of the cri-
sis. The vast amount of capital that has targeted the trophy prop-
erty segment has not made its way into the market for smaller
properties.

In summary, there’s a growing bifurcation in the recovery of fi-
nancing markets for trophy assets and smaller nontrophy assets,
on the other hand. This is reflected in the large difference in prop-
erty price appreciation between the two segments. Trophy property
prices declined 39 percent between the 2007 market peak and the
2009 market trough, but have increased 17 percent since that
trough. For the market as a whole, and smaller properties in par-
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ticular, prices were down 44 percent, peak to trough, and have
been effectively unchanged since that time.

Improving the availability of financing is a critical step in the
price recovery process for smaller properties. One of the main
sources of financing for this segment is banks, both regional and
community, many of which continue to struggle with problem com-
mercial real estate loan portfolios. Taking steps to improve the
availability of financing for small properties would undoubtedly im-
groie the ability of these banks to work through their problem loan

ooks.

To date, core commercial real estate loans and bank portfolios
are exhibiting delinquency rates in the 5-and-a-half-percent range,
significantly below the 9-plus-percent delinquency rates for loans in
CMBS. At least part of the reason for this differential relates to the
fact that a significant portion of bank loans are floating-rate. As
short-term interest rates plunged from 5 and a half percent in 2007
to a quarter of a percent in 2009, required monthly mortgage pay-
ments on floating-rate loans declined by as much as 60 to 70 per-
cent, or more.

Without such enormous debt relief, we believe that delinquency
rates on bank commercial real estate loans would be far higher,
comparable at least to those of fixed-rate loans in CMBS, which did
not receive the benefit of debt payment relief. However, this sword
cuts both ways. If short-term interest rates rise significantly over
the next several years, this could have a significantly negative im-
pact on the performance of floating-rate loans and commercial real
estate loans in bank portfolios. Not only would higher interest
rates raise required mortgage payments, they could also lead to de-
clining property prices, exacerbating the already significant matu-
rity—maturing debt problem that lies ahead.

Without question, the biggest uncertainty and potential problem
facing commercial real estate debt markets today is the wall of
near-term maturing debt. We estimate that approximately a tril-
lion dollars of core commercial real estate debt will mature through
the end of 2013, more than 600 billion of that coming from banks.
Adding to this the $375 billion of construction loans in bank port-
folios that mature over the same period brings the total to almost
1.4 trillion over the next 3 years.

Many maturing CMBS loans are already receiving maturity ex-
tensions. And we speculate that the same is true in banks. Never-
theless, simply extending problem loans does not represent a com-
prehensive solution to the problem as a whole. While maturity ex-
tensions will undoubtedly help some borrowers, many loans are far
too underwater—are too far underwater to be saved by this ap-
proach.

A critical ingredient for managing smoothly through the moun-
tain of commercial real estate debt maturities that lie ahead is a
well-functioning financing market. This is particularly important
for smaller properties, since they make up the bulk of the matu-
rities. In my view, a reformed and revitalizes CMBS market, one
that is quickly reemerging now, has the potential to play a key role
in helping to improve the availability of financing, particularly to
smaller properties; and thus, to reduce the degree of stress as we
work our way though this massive deleveraging process.
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I thank you for the opportunity to share my views on these im-
portant issues and would be happy to answer any questions you
may have.

[The prepared statement of Mr. Parkus follows:]
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CMBS Market insights

CRE Debt Markets:
Challenges and Opportunities

A promising new foundation for the CMBS market is
emerging. We believe that a revitalized CMBS market will
be critical in dealing with the nearly $1.4 triltion of
commercial real estate loans maturing over the next three
years, and the $2.8 trillion maturing through 2020, The
decade of deleveraging has begun. Opportunities abound.

Financing markets: Commercial real estate financing
markets have effectively recovered for large, institutional-
quality real estate assets, but remain highly dislocated for
smaller properties. Significant improvement in the latter
will likely take several more years.

Credit performance: In our view, and contrary to that of
many market participants, the credit performance of
legacy CMBS loans is not yef improving. Much of the
apparent improvement simply reflects the effects of the
significant increases in both liquidations and loan
maodifications. We expect new defaults to remain highly
elevated for at feast anather 12-18 months, and possibly
longer.

F is: The ioration in i ACIOSS
the major property segments (office, industrial and retaif)
has slowed significantly, and we believe that itis likely fo
stabilize over the next 12-18 months. However, we think
that robust NOI growth is several years away.

Morgan Stanley CMBS credit models: Loss projections
{from our newly developed loan-leve! credit models, which
i foan i ions, are previ d. Our Base
Case loss projections are higher than those of the NAIC,
while our Bull Case loss projections are slighfly lower.

Trade ldeas:
e Buythe AM.3 and AM.S indices

s Buy AJ1 and AJ.2 reference cash bonds

»  Buy 2005 and sarly 2006 AA cash bonds
selectively

o Buy new issue credit bonds over 2007 senior
bonds

GMBX.2

CHMBX3

CGHBXA
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CMBS Market Insights

CRE Debt Markets: Challenges and Opportunities

Richard Parkus (212) 761-1444
Andy Bernard (212) 761-7880

US commercial real estate debt markets are now
approximately 24 months into what is unequivocally the
worst downturn since the early 1990s, and possibly Ionger,1
During this period, commercial real estate prices fell 30-60%,
rents plummeted and vacancy rates ballooned, in many
cases surpassing previous highs set in the early 1990s % As
fundamentals weakened dramatically and financing markets
alt but shut down, the performance of commercial real estate
debt deteriorated at a pace far exceeding even that
experienced during the early 1990s.

Exhibit 1
CRE Prices Declined 44% Peak to Trough

e Waody's CPPLIndex - Case-Shiller 20 Sity Composite fadex
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Source: Moody's, Standard and Poor’s, Margan Staniey Research

With the deterioration in fundamentals fikely to stabilize in
2011, in our view, at least for the most part, and financing
markets exhibiting significant improvement, particutarly for
institutional-quality assets, commercial real estate is set to
enter the recovery phase. Nevertheless, a vast swath of the
commercial real estate market must undergo significant
deleveraging, and this process has only just begun. The
deleveraging process is likely to be slow, requiring several
years, and painful, given the enormous amount of excess
ieverage and the likely slow pace of improvement in
fundamentals.

" Here, the start of the downturn in CRE debt markets is informally identifed with ths initial
onset of severs deterioration in CMBS joan parformance in Sapismber 2008.

2 Agcording fo the MIT's TBI (Transactions-Based Index), sommercial real ostate prices, in
aggregate, dedined by appraximately 25% peak to trough during the earty 1990s, far less
than the current price deciines.

On the other hand, given that we are nearing the bottom of
one of the worst cycles in commercial real estate history, we
believe that this is a particularly opportune time for new
investment ideas, both debt and equity, distressed and non-
distressed. For commercial real estate debt, in particular,
loans originated at the bottom of cycles have consistently
experienced lower losses than loans originated at other
parts, typically by significant margins.

We believe that the recovery is likely to be propelled, in part,
by a revitalized CMBS market, which is now emerging. While
CMBS new issue volume was only about $10 billion in 2010
{compared to $223 biliion in 2007), it is likely to see
significant growth in 2011 and beyond. Moreover,
experimentation is aiready underway in new CMBS deals to
modify structures to address aspects of legacy loans and
deals that are proving to be highly problematic in the current
environment.

With Morgan Stanley re-launching coverage of CMBS, this
report sets out, In some detail, our views on the most
important issues facing the sector. The following is a
synopsis of our views:

+ Commercial real estats financing markets have effectively
recovered for large, institutional-quality real estate assets,
but remain highly dislocated for smaller properties.
Significant improvement in the latter will likely take several
more years.

» Contrary to the view of many market participants, the credit
performance of legacy CMBS loans has shown little or no
improvement to date. Much of the apparent improvement
simply reflects the large increases in both loan liquidations
and modifications. Moreover, we expect the default rate to
remain highly elevated for another 12-18 months, and
possibly longer.

= As the resolution of problem loans enters a new and
accelerated phase, clear patterns are beginning to emerge
about special servicers’ decisions regarding modification
and liguidation. Special servicers display a strong
preference for modifying larger loans (> $15 million), even
those exhibiting DSCRs below 1.0x. Smaller loans with
DSCRs below 1.0x tend to be liquidated, often through note
sales, while those with DSCRs above 1.1x have a better
chance of being modified.
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« In most modifications fo date, borrowers appear to be
committing some amount of new equity. However, in some
cases, the new equity comes with such preferential
treatment that the benefits to the lenders appear to be quite
modest at best.

» With the exception of apartment and hotel, which are
experiencing significant improvements, the deterioration in
fundamentals across the major property segments - office,
industrial and retail - has slowed significantly, and will likely
stabilize over the next 12-18 months. However,
improvements in property NOIs will, in many cases, be
painfully slow due 1o long-term Isases.

» The maturity wall remains largely intact in CMBS and will
present challenges over the next three years as some of
the most over-levered and poorly underwritten loans
mature.

« We expect that CMBS new issue volumes will increase
significantly in 2011 to approximately $35-845 billion. Much
of the source for new lending will be maturing CMBS loans
that are capable of refinancing and defaulted CMBS loans
that are liquidated.

» We preview our newly developed CMBS credit models,
which we will unveil in detall in the near future. Loss
projections in our base case scenaria run from 6.3% for the
CMBX.1 to 14.5% for the CMBX 4. The recently released
NAIC loss projections are roughly in line with those of our
credit models under our bull case scenario.

« While the market has rallied refentlessly during much of
2010, there remain many attractive opportunities in CMBS,
both in cash and synthetics, in our view. For outright
synthetic longs, we like AM.3 and AM.5 relative to AM4. In
cash, we like the reference bonds corresponding to the
AJ.1 and AJ.2 indices. Further down in credit, we think that
setect 2005 and early 2006 cash AAs are particularly
attractive. Overall, we prefer cash bonds to the synthetic
indices, as the synthetic-cash bases remain far wider than
can be justified on fundamental grounds. We prefer
seasoned AJs from high-quality 2005 and 2006 deals to
average-quality AMs from 2007 deals. Lower-rated classes
from new issue deals offer significant value relative to
highly rated classes from 2006 and 2007 deals,

CRE Financing Markets: A Bifurcated Recovery

Commercial real estate financing markets are recovering
from the extraordinary degree of paralysis during the depths
of the crisis. However, the recovery is proving to be highly
bifurcated, with some segments showing dramatic
improvement, and others exhibiting little progress and
remaining seriously dislocated. Meanwhile, high-profile
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transactions are luring many into the misconception that
financing markets are normalizing and property prices are on
the mend. In our view, this is a very incomplete picture.

During the initial phase of the downturn, mid-2008 through
mid-2009, financing virtually disappeared for larger assets as
Jending activity by securitization programs, life companies
and even bank syndicated loan desks ground to & halt.
Financing for smaller foans {less than $20 million), however,
fared somewhat better; while the pullback of securitization
lending did create a sizeable dislocation, approximately 60~
70% of smalier maturing loans were ultimately able to secure
financing, largely via regional and community banks.?

By 3Q09, with financial markets thawing and the economy
close to a bottom, interest in financing new, conservatively
underwritten commercial real estate loans began to re-
emerge. Life companies and large foreign banks, many of
them new enirants fo the space (e.g., Bank of China and
industrial and Commercial Bank of China), led the way.
Securitization programs, mortgage RETs, opportunity funds
and specialty finance companies soon joined them.

The focus for all of these lenders was, and remains, aimost
exclusively on large, institutional-quality real estate assets.
Thus, the availability of financing for this segment of the
commercial real estate market soared. The demand for
financing, on the other hand, has remained anemic, due fo
the large percentage of maturing loans that are significantly
over-levered and do not qualify for refinancing without
additional equity. The confluence of the two effects has
created a significant demand-supply imbalance in financing
markets for institutional-quality real estate. The
extraordinarily fierce competition for lending opportunities on
high-quality assets is a sign of this imbalance.

Lending volumes are a poor indicator of credit avallability in
the current environment. While they remain extremely low,
even for institutional-quality properties, this reflects the lack
of lending opportunities rather than a lack of willingness on
the part of lenders.

The situation in financing markets for smaller commercial
real estate assets is very different. Here, the traditional
sources of financing are regional and community banks (as
opposed to the global banks) and securitization programs.
Many regional and community banks, however, have seen
their loan portfolios seversly impacted by commercial real
estate-related loan losses. Indeed, regional and community
banks have been negatively affected to a far greater degree
than the global banks due to their vastly higher exposures —

® Most fixed-rate loans that matured during this period had been originated during 1999
2002, ands wors fikely lo have experisnced significant price appreciation priot o the recsnt
downturn, Thus, the difficulty these loans exparienced in refinancing predominantly
refiacted markat dislocation rather than inability o quatiy.
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five to ten times higher for core commercial real estate loans,
and five to seven times higher for construction loans.
Unfortunately, the problem of commercial real estate loan
losses for regional and community banks is fikely to worsen
before it improves, as many banks are simply delaying the
deleveraging problems via widespread term extensions. We
think it is likely that the extension of new credit to commercial
real estate from smatler regional and community banks will
remain well below its normalized level until these institutions
begin to deal with their problem loans in a meaningful way,
which could be several years (see Exhibit 2). This is likely to
hamper the recovery of smaller real estate assets.

Exhibit 2

CRE Originations Have Rebounded Quickly at Life
Companies Since the Beginning of 2010, but
Continue to Decline at Banks

700 MBA Quarterly Originations Index
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With respect to securitization programs, as already noted,
the current focus remains predominantly on larger loans.
There are two reasons, First, there is strong investor
preference for higher quality, and thus larger, assets.
Second, accumulating a sufficient amount of smaller loans
requires more time, given how thinly staffed most
securitization lending programs are at the moment, This
increases the warehousing timeline and thus risk at a time
when hedging warehousing risk is especially problematic,
given the dormant state of the total return swap (TRS)
market.

In our view, the recavery of financing markets for smaller
commercial real estate properties depends to a much greater
extent on the speed with which the conduit CMBS market
returns. We have begun to see the re-emergence of
traditional conduit loans in the most recent new issug CMBS
deals, and we expect that this trend will continue, but the
pace is likely to be siow.

CMBS remittance data clearly reflect the difficulty borrowers
continue to experience in refinancing at maturity. Exhibit 3
shows the percentage of CMBS loans maturing in 2010 that
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have been unable to refinance.” The resuits are broken out
by loan vintage.

Exbibit 3

Recent Vintage Loans Maturing in 2010 Continued
{o Experience Difficulty Refinancing

Total Loans Waturity Defouvits Dafauit Rate
Balance| Balance]
Vintage # __(smmil #_ (Smm) # _Batancel
1998 26 160 6 a1 23% 20%
1999 1z 100 2 & 17% 8%
2000 920 4,750 234 1221 25% 26%)
2001 128 503 27 141 21% 22%
2002 24 96 3 17 13% 18%
2003 88 1320 27 592 31% 53%)
2004 22 488 10 a1t 45% 84%,
2005 467 11,368 199 5502 a3% 487%|
2006 8 665 7 322 7% 48%)
2007 29 7 a 4z 14% 48%
Total 1740 19,339 513 8253 30% 43%]

Source: intex, Trapp, Morgan Stanley Ressarch

Approximately 43% (by balance) of loans maturing between
January and August 2010 had still not been able to refinance
as of September. As would be expected, loans from older
vintages experienced less difficulty than leans from more
recent vimage.S Interestingly, large loans (>$50 million)
encountered even more difficulty refinancing during this
period than smaller loans (<$10 millicn). This leads to an
important point: while there is intense competition to finance
targer, high-guality properties, many of these loans are
unable to refinance because they do not qualify, typically
because of excessive leverage.

Of loans scheduled to mature in 2009, 22% of pre-2005
vintage loans remained outstanding as of September 2010,
while 54% of 2005-07 vintage loans have not paid off.

Exhibit 4 presents an alternative perspective of the
refinancing data.® For each month, the biue fine indicates the
percentage of loans scheduled to mature in that month that
did not paid off by their maturity dates, e.g., technically,
maturity defaults. Similarly, the yellow fine provides the
percentage of loans scheduled to mature in the given month
that had still not paid off six months after their maturity date.
The chart indicates that approximately 50% of maturing
loans do not pay off on time, and 25% have still not paid off
six months after their maturity date.

*The figures are calculated as follows: First, we take the set of all outstanding nor-
defeased condut foans as of Decerber 2009, From this, we taks the tolal batance of all
toans scheduiad to mature between Japuary 2010 and August 2010 as the denominaor.
Thie mumerator is the total balance of loans scheduled to maturs betwsen January and
August thal had not paid off 5 of September. Note, for exampie, that of the 22 foans
{8486 miffion) from tha 2004 vintage that ware scheduled fo mature during the January fo
Rugust period, 10 foans (8411 million) had st not been able to refinance as of
September.

® tighly seasonad inans exparienced miich greater property price appreciation pror to the
crisis and subsequent price denfines,

F The results in Exiibit 4 are constructed as follows: For each month, we first calculate the
sat of inans scheduled o mature in that month that are st outstanding and non-defeased
s 0f 12 monins befors that date. We then caiculats the praportion of these foans that
remaln outstanding on the maturity date and six months after the maturity dale.
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Exhibit4

Only about 50% of Loans Maturing Each Month
Since the Onset of the Crisis Have Been Able to
Refinance on Time

% % Of Maturing Laans Unable to Refinanse

e Month After Maturity

= Months After Maturity
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Source: intex, Trepp, Morgan Stantey Researah

Perhaps the most striking aspect of Exhibit 4, however, is the
suddenness with which financing markets selzed up
following the events of October 2008.

Despite the dramatic improvement in financing markets for
institutional-quality properties, refinancing for legacy loans is
likely to become increasingly problematic during 2011-13, as
the amount of maturing loans from the 2005-08 bubble
vintages grows significantly, particularly the five-year 10
loans.

While financing market conditions do not directly affect
commercial real estate fundamentals, they do directly impact
valuations, and the bifurcated recovery in financing markets
has had a highly differentiated effect on property valuations.
The Moody's/REAL CPPI suggests that property prices
declined by 44% between their 2007 peak and 2009 trough,
and have increased by 2% since that point. On the other
hand, a sub-index of CPPl composed of trophy properties
located in New York, Washington DC and San Francisco
declined by 38% peak to 2009 trough, but have appreciated
by 36% since that time, leaving them only 15% below their
2007 peak values. Finally, there are distressed properties
whose prices declined by 58% peak to 2009 trough, and
have appreciated by 3% since then, leaving pricas down
56% peak-to-current.
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Exhibit 5
Trophy Properties Experiencing Much Greater
Price Appreciation than All Other Categories

Price Sub-indices

e RGA Bty Yeaphy® - Other
- Official PR Distrassed
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ST S S —
Bource: Geltner Asseciales LLC, based on data from Real Capital Analytics inc, &
rethodology licensed to Real Estate Analytics LLC (REAL), Moody's, Morgan Staniey
Resoarch

Exhibit &

Significant Differences in Price Changes Since the
2009 Bottom for Different Property Categories

Price Changes __ 10/07 - ‘08 Bottom _ Since '09 Bottom _ Since 10/07

TPl 44% 2% A3%
3-City Trophy -38% 36% -15%
Distressed -58% 3% -56%
Other -32% 8% -28%

Source: Geltner Associates LLC, based on data from Real Capita Analytics ing, &
methodelogy licensed to Real Estate Anatytics LLG (REAL), Moody's, Morgan Stanley
Research

L.oan Performance: No Improvements Yet, and
None Expected

The speed of deterioration in CMBS loan performance during
the current downturn has been breathtaking, even in
comparison fo the early 1990s. For commercial mortgages
held by fife insurance companies, the 60+ day delinquency
rate peaked in June 1992 at 7.53%. The 60+ day
delinguency rate for conduit loans, which reached 7.82% in
Qctober, has already surpassed this level. More significantly,
it has done so over a far shorter period. The CMBS 60+ day
delinquency rate increased by approximately 740bp in just
two years, while it took insurance company loans
approximately four years to see that degree of deterioration.

” Sae AGLI Mortgage Loan Fortofio Profife, June 30, 2010
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Exhibit 7
The Degree and Speed of Deterioration in CMBS
Have Far Exceeded Previous CRE Crashes

Fived Rta GBS Dainqueney Rotos
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Source: Intex, Trepp, Morgan Stanley Ressarch

The fact that delinquency rates have risen so high over such
a short period refiects, in part, the slow pace at which
delinguent loans have been resolved during the crisis. The
slow pace of resolutions is itself the result of the severe
disiocation in financing markets. With the avaitability of credit
highly constrained, the sales of REQ properties and
distressed loans have been problematic.

Since the onset of the crisis, the aggregate delinquency rate
has grown at a staggering 30-50bp per month, which dwarfs
anything seen previously in either CMBS or fife company
portfolios. In July, however, the monthly increase began to
slow substantially, and in October it was effectively zero.
This has led to a growing belisf in the market that the credit
performance of legacy loans is Improving markedly.

Extibit 8

The Dramatic Decline in Monthly Increases in the
Conduit CMBS Deling y Rate Misleadingly
Suggests Improving Loan Performance
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Source: tntex, Trepp, Morgan Stanley Research

In fact, much of the apparent improvement in loan
performance s the result of a dramatic pick-up since July
2010 in property liquidations, loan sales and modifications,
which are net outflows from the pool of delinquent loans,
When fiquidations and modifications become large relative fo
the rate of new delinquencies, simple delinquency rates
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become a highly misteading indicator of credit trends. In fact,
as the pace of loan liquidations and modifications is fikely to
continue to increase, delinquency rates may well be at or
near their peak for this cycle.

To examine credit trends in fixed-rate CMBS foans, we look
instead at the rate at which loans are becoming delinquent
that had never been delinquent previously. For example, the
‘new 30-day’ delinquency rate for a given month reflects only
those loans that became 30-days delinquent in that month
that had never been 30-days delinquent prior to that time.
The new 30-day delinquency rate represents the new
addition to the overall delinquency category each month.*
We define the ‘new 60-day’ and ‘new 90-day’ rates
analogously. Effectively, they measure the rate at which
loans are going ‘bad’ and, therefore, more accurately reflect
credit trends.

Exhibit 9 presents the three series for the fixed-rate conduit
CMBS sector. While all three series are volatile on a monthly
basis, there is fitle evidence to suggest that loan
performance is improving. Rather, the trend rate of flow of
naw loans into 30-day, 60-day and 80-day categories
appears to have been fairly range-bound since March 2008,
While there were several months — March, April and June —
with unusually large inflows (to the 30-day bucket), these
months are probably best thought of as outliers. Recent
monthly flows into the new 30-day and new 60-day buckets
are of approximately the same size as the average monthly
flows since April 2008, calculated after excluding these three
months. This suggests there has been litle improvement to
date in the credit performance of legacy loans,

Exhibit 9
The Rate at Which Loans Are Going Bad Has Not
Slowed Appreciably

—— New 30-Day - New 60-Day —New 90-Day

Bayis Points

°
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Souwrce; Intex, Trepp, Margan Stanjsy Research

if loan performance were, in fact, improving one would also
expect to see evidence in the one-month delinquency

*That is, any previously current loan moving into the definquent category rust first pass
through the 30-day delinquancy bucke!, and thus will be reflacted in the new 30-dey
Buckel.
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transition rates.® In particular, the ‘30-to-worse’, ‘60-to-worse’
and ‘90-to-90-or-worse’ transition rates would be expected to
be trending downward. These one-month transition rates are
presented in Exhibit 10 and again show no sign of
improvement.

Exhibit 10
Delinquency Transition Rates for Conduit CMBS
L.oans Show Little Sign of Improvement

Transifion Probabilifies for Definquent Conduit Loans.
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Saurce: fntex, Trepp, Morgan Stantey Research

In a typical downturn, defaults tend to peak two to three
years after the recession has ended, and we expect this
pattern to repeat in the current cycie. Moreover, one does
not have to look too far to identify prime candidates for future
defaults: approximately 15.9% ($94 billion} of loans from the
2000-08 vintages have reported DSCRs below 1.0x based
on 2009 or 2010 financials. Of these, only 18.2% are
currently delinquent.

Exhibit 11

16% of Conduit Loans Exhibit DSCR < 1.0x, of
Which Only 18.2% Are Delinquent, Which Bodes Hi
for Future Defaults

DSCR < 1.8x Detinquent as

Universe DSCR < 1.0x as%of  %of DSCR<

Vintage Gount Bai{$Bn} Count Bal($Bn} Universe 1.6x
2000 673 32 7t 08 23 379
2001 2515 138 458 23 168 8.5
2002 2784 185 398 2.1 116 7.0
2003 4,13¢ 318 478 35 1.2 177
2004 5,301 494 722 56 113 33
2005 9209 1182 1,340 145 128 18.2
2006 11.743 1564 2,057 242 5.6 16.0
2007 11593 1886 21t 380 207 198
2608 304, 105 168 15 145 3.2
Total 48,832 586 7,901 84 158 18.2

Source: intex, Trepp, Morgan Stantey Research

* The 30-to-worse' transition rate refiacts the proportion of 30-day definquent loans that
rrove 10 being B0-days delinquent or worse in the following monith, The 80-loworse’ and
90-10-00-or-worse' ave defined anstogousty.
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The $77 billion of non-delinquent joans with DSCRs below
1.0x are being supporied by soms combination of borrower
equity infusions and reserves. We expect that a significant
proportion of them will ultimately default, as borrowers’
hopes of being rescued by a quick recovery fade.

Cumutative term defaults to date since the beginning of the
crisis (September 2008 to present) are in excess of 10% for
the 2007 and 2008 vintages.'" We expect that ultimately
they will approach, and possibly exceed, the 20% level. "

Exhibit 12

Cumutlative Term Defauit Rates for the 2007 and
2008 Vintages Already Exceed 10% and May
Ultimately Approach 20%

® Cumulative Defaults Since January 2008
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Source: intex, Trepp, Morgan Staniey Research

The growth rate of specially serviced loans has begun to
slow over the past few months. While some of this reflects
the significant increase in the rate of loan liguidations and
modifications {discussed in detail in the next section), there
has also been a slowdown in the rate of loans being
transferred to special servicing. Upon closer inspection,
however, most of the slowdown has been concentrated in
non-delinquent loans being transferred. The rate at which
delinquent loans are being transferred has exhibited fittle
change.

™ Rates were calculated with respact to originat loan bafances.

i comparison, in "Commercial Morigage Defaufts: An Update,” Real Estste Finance,
Spring 1089, Esak, L'Heureux and Snyderman estimale that the worst perforing vintags
of e company loans {the 1986 vintage) experisnced cumulitive defaulls and fosses of
approximataly 36% and 10%, respaciively, during the sarly 1980s. Notics, however, that
above cumulative term defaults statistics for CMBS do not include maturity defauits and
losses. When these are included, our tatal loss estimates for the 2008 and 2007 vinlages
do indaed excesd thal of 1986,
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Exhibit 13

The Rate of Specially Serviced Loans Has
Stabilized, but This Mainly Reflects a Decline in the
Number of Non-Delinquent Loans Being Transferred

Percentage of Fixed-Rate Conduit Loans In Speciat
Servicing

e Specially Serviced - Totat
-~~~ Specialy Serviced - Delinguent
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% of Fixed Rate Conduit Loans
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Source: Intex, Trepp, Morgan Stanley Research

The rate of non-delinquent specially serviced loans peaked
at 4.32% ($28.5 billion) in February 2010 and has since
declined to 3.53% ($21.7 billion). We expect that the growth
of non-delinquent specially serviced loans will accelerate
again in the near future. The majority of these loans were
transferred at the borrower’s request in order to negotiate a
loan madification. There are currently $68.7 biflion of non-
defeased fixed-rate loans originated during the bubble period
of 2005-08 and originally scheduled to mature during 2011+
13. We estimate that approximately 65% of these foans will
not qualify to refinance at maturity, along with many other
loans. Many will be transferred to the special servicer for
restructuring or liquidation.

Resolution of Problem Loans: The Time Has Come

Between September 2008 and June 2010, problem fixed-rate
loans poured into special servicers at a remarkable average
rate of 200 ($3.2 billion) per month. As of September 2010,
there were 4,379 fixed-rate conduit loans ($71.7 billion}
alone at special servicers, 11.7% of the fixed-rate universe.

The dislocation in financing markets in combination with the
speed with which loans were being transferred to special
servicers made it effectively impossible to make significant
progress on resolving problem loans. However, the recent
improvement in financing markets, at least for higher-quality
assets, as well as the slowdown in the rate of loans being
transferred, is now allowing the resolution process to move
forward.

116

MORGAN STANLEY RESEARCH

December 8, 2010
CMBS Market Insights

Loan liquidations {including foreclosure sales, REQ property
sales, note sales and discounted payoffs) have accslerated
sharply since June. For fixed-rate conduit ioans, there were,
on average, 70 loans ($383 million) liquidated per month
during 1H10. By July this was up to 319 loans ($1,542
milfion), with August and September coming in at 125 ($822
million) and 94 ($1,377 million), respectively.?

Exhibit 14
Loan Liguidations Have Risen Significantly Since
July

Fixed Rate Loan Liquidations
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The average amount of time required fo liquidate defaulted
Inans is a critical factor in determining the value of many
highly distressed securities, particularly those trading as
credit 10s. To examine this issue, we first take the subset of
liquidated loans that had been delinquent prior te liquidation.
These loans are classified according to their type of
liquidation: foreclosure sales, REO sales and ‘other’, the
majority of which are note sales.”®

Exhibit 15 presents the total monthly balance of each type of
fiquidation since January 2010, While alt categories have
risen significantly since July, the ‘other’ category has
increased disproportionately. We attribute this to the
increase in note sales, as special servicers are embracing
the strategy of auctioning off portiolios of smaller loans as a
way of making progress on resolving their massive portfolios
of prablem loans. Given the time and cost of the foreclosure
route, not to mention the fact that courts in judicial
foreclosure states are overflowing with foreclosure cases,
commercial and residential, we expect that note sales will
grow over fime, possibly by a significant amount, This, in
turn, should drive liquidation volumes higher over time.

* Because of the reporiing tag, iuidations in & given mons typically ars not known
precissly for several months.

® 1n a foredlosure sale, the propery is sold at the foreciosure auction. An RED sale oteurs
whan tha special servicsr credit hids al the foreclosure auction to buy e properly and
take it REC. The property is then sold at some later point,
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Exhibit 18

Liguidations Have Increased Significantly Since
July 2010, Particularly the ‘Other’ Category, Which
includes Note Sales

Components of Liquidations

i WForeclosure Sale 1 REQ Sale & Other
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Source: Intex, Trepp, Morgan Stanfey Research

Exhibit 16 presents {balance-weighted) average liquidation
times by month and liquidation type.™ Liquidation times
appear to have been experiencing a very modest downward
trend since mid-year, possibly a reflection of improving
financing markets. Average liquidation times are
approximately 15-20 months for REO sales, 12-15 months
for foreclosure sales and 10 months for note sales.

Exhibit 16

Average Liquidation Times Are Down Slightly
Since the Beginning of 2010

Resolution Times By Liquidation Type

# Foreclosure Sale ¥ REQ Sale 8 Other

Resofution Time (Months)
&
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Source: Intex, Trepp, Morgan Stantey Research

M {iquidation ime is defined 85 the time between the date of the loan’s fast paymsnt and
the liquidation date.
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Exhibit 17
Loss Severity Rates for REQ Sales Are Much
Higher than for Other Types of Liguidation

Loss Severity by Resclution Type

® Foreclosure Sale ®REO Sale # Other

Average Monthly Loss Severity (%)
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Source: intex, Trepp, Morgan Stanley Research

. oan modifications have also increased significantly during
2010, up from an average of 21 loans ($411 million total
balance) per month in 2009 to 53 loans ($1,855 million) per
month in 2010, and 77 loans {2,911 million} since June
2010 (see Exhibit 18).

Exhibit 18
$23.5 Billion of Modifications ex GGP to Date

Motiications Ex-GGP
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The analysis below examines differences between loans that
special servicers chose fo modify and loans they chose to
liquidate. Understanding the approach special servicers are
taking in determining whether a given loan should be
tiquidated or modified is a crucial component of valuing
legacy bonds.

Before proceeding, we note that the information relating to
modified loans provided by special servicers is, in our view,
inadequate. The precise details for any loan modification
should be provided in a timely manner. This includes the

* Exhibit 18 includes modificatians from ali CMBS sectors, including those modifications
stlt under investigation for modificaton type.
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exact terms for any equity infusion by the borrower ot any
other outside investor, including any fees paid to the special
servicer. As it currently stands, hundreds of modified loans
remain ‘under investigation’, as market participants search
for even basic details about the structure of the modification.
We hope that this important deficiency is addressed as the
return of the CMBS market proceeds.

To date, there have been 912 CMBS loan modifications with
a total balance of $36.8 billion. Exhibit 19 breaks these down
between the fixed-rate conduit and large loan sectors. The
analysis excludes GGP loans because these modifications
were effectively dictated by the bankruptcy court, and thus
do not necessarily reflect special servicers’ approach to joan
modification decision-making. This leaves 813 loans with a
balance of $27.3 biltion.

£xhibit 18

$27.3 Billion of CMBS Loans Have Been Modified

to Date, Excluding GGP Loans
SRR

Conduit-Fusion 784 $23.0 $13.8
Large Loan 126 $122 124 120
Other 2 $14 2 $1.4
Total 912 3366 813 $27.3

Source: Intex, Trepp, Morgan Stanley Research

Narrowing the focus to modifications of fixed-rate conduit
loans only, Exhibit 20 indicates that approximately 70% of
conduit loan modifications to date have included a maturity
extension, while 256% have included an extension of the 10
period (for partial 10 loans), and only 11% have included an
interest rate cut.’®

Exhibit 20
Term Extension Represents by Far the Most
Common Type of Modification

Ex-GEP Fixed Rate Modification Types
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Source: Intex, Trepp, Morgan Stantey Research

*® Expibit 19 includes onty modified fixed rate loans, excluding both GBF lan and modified
foans that are under investigation. Note aiso that many toans indluda several
characlerislics, e.g.. extension and rate cul, and loens ofien appser in multiple
categories. Thus, the sum of the persentages does not necessarily sum to one.
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For the subset of conduit joans whose modifications included
a maturity extension, 16% were extended for one year or
fess, while 43% were extended for two-and-a-half years or
more. We suspect that the shorter-term extensions
correspond sither to loans where the borrower was deemed
likely to secure financing given additional time, or fo loans
where the borrower has been unwilling {or unable) to
contribute additional equity.

Exhipit 21
Lengths of Maturity Extensions Vary Widely, but
Have Been Growing Longer, on Average, over Time

EX-GGP Fixed Rate Condut DSCR Distribution

% of Fixed Rate Conduit Ex-GGP Loans

<6 12 12-18 18-24 2420 »30
Source: Intex, Trepp, Morgan Stantey Research
We now restrict the analysis to modifications and liquidations
of fixed-rate conduit foans that occurred during 2010 in order
better isolate special servicer trends.

Qur a priori assumption is that special servicers would be
more likely to modify better-performing loans that have a
higher probability of uttimately paying off, and liquidate
warse-performing loans that have lower probability of a
successful resolution. In our view, modifying loans that do
not have a high likelihood of being able to pay off within
several years is a highly risky and generally poor strategy.
To the extent that borrowers believe they are likely to lose
the property in the end, they will not contribute the needed
capital expenditures and reserves, making the ultimate
josses likely to be much higher. Thus, one would expect
modified loans to have higher DSCRs relative to liquidated
{oans. One would also expect that below DSCRs of 1.0x,
there would be a significantly higher incidence of liquidations.

To explore this issue, we further restrict our set of 2010
muodified and liquidated loans to those that have reported
2008 updated financials. Exhibit 22 provides separate DSCR
distributions for modified loans and liquidated loans based on
2009 financials. The results indicate that while this
relationship may be true, it is far weaker than what would be
expected. Approximately 64% of madified loans had 2009
DSCRs greater than 1.0x, compared to 55% for liquidated
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loans. However, many liquidated foans had DSCRs well above
1.0x and many modified loans had DSCRs well below 1.0x.

1t is quite surprising that 36% of modified loans in 2010 had
2009 DSCRs below 1.0x, and 28% betow 0.8x. One might
conjecture that a large percentage of the below 1.0x loans
that were modified were either apariment or hotel, as these
wo sectors are currently showing a strong recovery and thus
the loans may have a reasonable prospect of turning around.
Exhibit 23 provides a breakdown of these two distributions by
property type. Apartment and hotel do indeed have the
highest sharas on a loan count basis.

Exhibit 22
64% of Loans Modified in 2010 Had 2009 DSCRs
above 1.0X, 55% for Liquidated Loans

2009 NCF DSCR

40%
® Modifications

s Liquidations.

5%

- -
<08 0607 0.7-08 0.80.9 0.5-1D

RRRRFEESERE
Source: intex, Trepp, Morgan Staniey Resaarch

Exhibit 23

The Apartment and Hotel Sectors, the Only Sectors
with Recovering Fundamentals, Have the Largest
Shares of Modifications

Modification vs Liguidation for Loans with DSCR < 1x
100 7 v $700
s Liguidations i)
Extensions (4]
Liguigations ($enm}
~-Extensions (Smem)

9}

80+

#0f Loans
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Source: ntex, Trepp, Morgan Starlsy Research
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However, something even more interesting is evident in
Exhibit 23. Looking at hotel, for example, the number of
modifications is only 36% of the number of fiquidations. Yet
the balance of modified hotel loans is 50% greater than that
of liquidated loans. This suggests that the loans being
modified are, on average, much larger than those being
liguidated. This is confirmed in Exhibit 24. For every property
type, the average loan size of modified loans is much larger
than that for liquidated loans. The same is true for virtually all
property sectors for loans with DSCRs below 1.0x.

Exiibit 24
Modified Loans Have Much Higher Balances than
Liguidated Loans

Avsrags Lo s (i

Hotel Industrial Multi-famib
$31.8 385 %143 847.9
$3.5 $43 $7.5 $5.3 848 359

Source: Intex, Trepp, Morgan Stanley Ressarch

Extension
Liguidation

When loan size and DSCR are examined simultaneously, an
interesting picture emerges. Since different special servicers
may be following different strategies, the analysis is most
useful if performed on subsets of loans from a single special
servicer,

Exhibit 25 provides a series of three scatter plots. Each
scatter plot graphs 2009 DSCR versus loan size for two
subsets of loans, those that were modified (blue) and those
that were liquidated (tan). All loans in a given scatter plot had
the same special servicer. The first scatter plot represents
loans specially serviced by LNR, the second loans specially
serviced by CW Capital and the third by Midland.

All three exhibits suggest that size is by far the most
important factor in the modified/fiquidation decision. In
particular, most loans over $20 million are modified,
independent of their 2009 DSCR. For loans below $20
miflion, LNR appears to liguidate those with DSCRs bslow
1.0x, while CW Capital and Midland appear o have modified
a reasonably high percentage.

We suspect that in most cases in which loans with DSCRs
below 1.0x were modified, borrowers contributed additional
equity. Verifying this, however, is time-consuming, as
information on borrower equity infusions for modified loans is
not widely reported.

11
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Exhibit 25

l.oan Size Appears to Be the Most Dominant Factor
in the Modification/Liquidation Decision, Followed
by DSCR

LNR Pariners

2009 DBCR

o 20 a0 60 £ 100 120 140
wliquidated # Modified

CW Capital
B

2009 DSCR

100 150 200 250
# Liquidated + Modified

Midiand

*

2009 BSCR

(0.5)
(1.0}
(1.5)
o 20 40 80 80 100
wLiguidated & Modified
Source: infex, Trepp, Morgan Stanisy Research

While liquidations and modifications have increased to the
$1.0-1.5 billion and $2,0-83 billion monthly ranges,
respectively, there is approximately $85 biltion of CMBS
loans {all sectors) currently at special servicers, and billions
more transferring in each month. Clearly, unless special
servicers increase the pace of resolutions, they will become
inundated. We expect that the growth in resolutions will
come disproportionately from sales of portfolios of smalier
toans and maodifications of larger loans.

The impact on loss timing will ikely be somewhat bar-belled
—losses on smaller loans will come in sarlier than they
otherwise would have, while losses on larger loans will fend
1o be pushed out into the future. Thus, we expect to see
realized losses flowing in at an accelerating rate. This should
speed up the demise of many of the lowest-rated credit 10
bonds.

While ioan modifications do help to clear the delinquent and
specially serviced loan pipelines, we regard them as risky
and believe that in many cases they simply push the de-
feveraging problem off into the future. An even more
significant problem, however, is that in cases where
extensions are uniikely to be successful (L.e., borrowers
ultimately lose the property), borrowers have little incentive
to make adequate capital expenditures to keep the property
from deteriorating, or fund T&} and LC reserves. Office
properties, for example, require large upfront cash outlays for
tenant build-outs and leasing commissions for brokers,
among other things. Without adequate reserves for these
expenses, it wilt be difficult to re-lease space as it rolis. The
result is likely to be an even larger loss in the future.

To prevent such incentive problems, special servicers attempt
to get borrowers seeking a loan modification to contribute
additional equity, typically by paying down part of the loan or
funding upfront reserves for property-related expenses.
Unfortunately, detailed data are not easily available on loan
modifications, so their degree of success, particularly for
modifications of smaller loans, is not easy to determine.
Moreover, in many of the cases where borrowers agree fo
make significant equity infusions in exchange for
modifications, the positive benefits to the trusts are often
severely diminished by the rights granted to the new equity. A
good example of this is the modification of the Columbia
Center loan in MSC 2007 HQ12.

12
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Case Study: The Columbia Center Loan Modification

Columbia Center s a 78-story, 1.5 miliion square foot, Class
A, trophy office property in Seattle owned by Beacon Capital
Partners. Atloan origination, the property was appraised at
$648 mitlion.

The original loan was a $480 million 5y 10 with a 74% LTV
and a scheduted maturity date of May 2012. The loan was
split into four components: two pari passu A-notes, A1 (8300
million) and A2 ($80 million) and two pari passu B-notes, B1
($80 million) and B2 ($20 million). The A1 and A2 are held in
the securitization frust and the B1 and B2 were sold to
investors outside the trust.

The foan, which exhibited a full-year 2009 NOi DSCR of
0.89x, was transferred to the special servicer in February
2010. A new appraisal in March 2010 resulted in an
appraisal reduction of $92 million and interest shortfalls
thereafter (property appraised at $330 mittion). The borrower
stopped paying on the loan in April 2010,

The loan was modified as of 9/2/10. The Al and A2
maturities were extended for 36 months (from May 2012 o
May 2015) with two additional one-year extension options,
bringing the total extension to five years. The A1 will
continue to accrue interest at the same rate (5.62%) and the
borrower will make A1 current, while the A2 will defer interest
until maturity, which will fead to ongoing interest shortfalls in
the deal. The B2 (outside the trust) will also defer interest
untit maturity. The A2 and B2 are, effectively, ‘hope notes'.

The borrower will make an initial contribution of $30 mitlion of
new equity to a reserve fund and subsequent contributions of
$19.2 mitlion via four equal payments, six months apart,
beginning in January 2013. In terms of payoff at the
extended maturity date, the borrower's new equity
contribution Is junior fo the A1 note, but sepior to the A2 (and
its deferred interast). Additionally, the borrower is entitled fo
earn 20% compound interest on its equity plus additional
cash before the A2 principal is recovered as a result of the
deaf’s modified waterfall structure.

The Columbia Center loan restructuring is a good example of
recent large fixed-rate loan modifications. Borrowers, in
many cases, are being provided with extracrdinary incentives
to remain in properties. These incentives typically take the
form of giving contributed equity priority over the hope notes
{e.g., the AZ and B2 notes in the Columbia Center example}
both in terms of repayment in a future payoff scenario and,
potentially, ongoing cash flow above some hurdle level.

They have the effect of redusing the likelihood that the hope
notes will ultimately be repaid or raceive their full deferred
interest. Since the hope notes are typically cut somewhere
in the range of 100% LTV, to the extent that they receive no

121

MORGAN STANLEY RESEARCH

December §, 2010
CMBS Market Insights

principal payment at payoff, the trust may well have been
better off liquidating.

in the case of Columbia Center, assuming that the loan is
liquidated at the extended maturity date, and that the equity
receives no cash flows prior to that point, we calculate the
amount the property would have to selt for in order to pay
principle and interest to various classes. We present the
results in Exhibit 26.

Exhibit 26
i the Trust Is Ultimately Made Whole, the Borrower
Will Earn a 35% IRR, on its Equity Investment
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In order to pay off the A1 nole, the value at maturity would
have to be at least $300 million, which is approximately the
estimated current value. If the value is $348 million then, in
addition, the borrower gets its equity back. At $460 million,
the borrower receives not only its equity, but also 20%
compound interest on it. In addition, $9 million of cashis
paid to the trust. At $555 million, the A2 note is completely
paict off, while the borrower receives another $24 million (in
addition to its equity investment plus the 20% compound
interest). Finally, in the event that the property is worth $699
million, the A2 also recelves all of its deferred interest and
the borrower receives an incremental $108 million.

Thus, for the trust to come out whole, the property would
have to sell for $380 million foday or $699 million, $51 million
more than its 2007 value, in 2017. To put this in perspective,
such value growth, at an assumed cap rate of 7.5%, would
require an NOI CAGR of 15% for 2010-17 —~ an unlikely
outcome, in our view, particularly given the highly distressed
nature of the Seattle office market.
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Exhibit 27
Sale Price N y for A2 Principle to Be Fully
Recovered Is Not Very Plausible

ity | Not a high
Sales Price in 2017 o probability
Assumed cap rate 7.5% eventuality!
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2009 NOU
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Source: Intex, Trepp, Morgan Staniey Research

in our view, it is difficult to see how this modification could be
perceived as being particularly positive from the perspective
of the trust. Assuming that the property value foday is
approximately $300 miflion, if the value of the property
appreciates by 50% by 2017, the loss to the trust declines
only from 21% to 17.5%.

We are concerned that in many cases the positive benefits to
the trust from loan modifications with additional contributed
equity are being eroded by the generosity of the investment
terms to the new equity. Given the extreme dearth of high-
quality assets and the availability of relatively cheap
financing, we see this as a particularly favorable time to
liquidate high-quality assets, at least relative to 2012-13,
when a much larger number of properties will likely be
available and financing terms may not be so favorable,

CRE Fundamentals: Nearing a Bottom, but
Recovery for Core Sectors to Be Slow

The deterioration in commercial real estate fundamentals
has begun to abate across the major property sectors. For
most, vacancy rates have already breached previous records
set during 1991-93: retail vacancy stands at 13.1% versus a
previous peak of 11.4%, industrial is 14.1% versus 10.9%
and apariment is 8.1% versus 6.5%. Lodging suffered its
worst downturn on record, surpassing even the post 9-11
devastation. Only the office sector did not record a new
vacancy high, although the current rate (16.9%}is
approaching the previous peak (18.9%}.

While fundamentals are stabilizing, we expect rents to
decline further in many office, industrial and retail markets
over the next 12-24 months, albeit by modest amounts.

In our view, a quick recovery is unlikely. The recent
recession was far deeper than past recessions, and was
accompanied by a global financial crisis. Not surprisingly,
perhaps, the recovery has been extremely weak by historical
standards, and, in the view of many economists, is likely to
remain s0 over the next few years. The critical ingredient to
recovery in commercial real estate markets is job growth,
which has remained elusive during this recovery.
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While the recovery is likely to be fairly protracted for most
core properly sectors, several -~ apartment and hotel — are
already showing significant signs of improvement. Given the
short lease terms in both seclors, improvements in rents and
vacancies are likely to flow through relatively quickly into
improvements in property NOls.

The apartment sector, whose performance in CMBS has
been very poor (14.7% current delinquency rate), is
experiencing the beginning of a surprisingly strong rebound.
Absorption has been sharply positive in the last two quarters,
which has brought down the vacancy rate by a dramatic
1.45% {from 7.38% to 5.98%) in just two quarters — one of
the quickest declines on record. In addition, many apariment
markets are now beginning to experience robust rent growth.

The improvement reflects a combination of increasing
household formations as the economy slowly recovers,
spillover effects from ongoing problems in housing and the
moderate additions to the apartment stock over the past few
years. CBRE Econometric Advisors is forecasting a
cumulative apartment supply growth of only 1.8% in 2011-13.

The near-term outlook for the apartment sector is further
improved by the favorable demographics through 2013, as
the 20-34-year-old age cohort for the US population, the age
cohort with the highest percentage of renters, experiences
18% growth over this period.

Exhibit 28
Apartment Sector Facing Favorable Demographics,
as 20-34 Age Cohort Will Experience Strong
Growth over the Coming Years
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0%

%
2%
159001 1992Q4 180503 1998G2 700107 200304 2006Q3 200902 201201 2014CH
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Source: Bureau of Gensus, Moody's, Margan Staniey Research

Hotel was by far the hardesi-hit property sector during the
recent downturn, with RevPAR down as much as 33%Y for
the tuxury and 19%Y for the economy segments during the
depths of the crisis. This implies NOI declines of 40-50% or
more. Not surprisingly, this led to far worse default incidence
than was experienced in the post 8/11 period, with current
delinquency rates reaching as high as 17.2% in October.
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Exhibit 28
Apartment Fundamentals Have improved Quickly,
with Historically Large Recent Vacancy Declines

Apartmant Property Fundamentals
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Source: CBRE, Morgan Stariey Ressarch

However, hotel has been staging an impressive recovery
over the past few quarters, with RevPAR increasing by 10-
15% across segments. The improvement in fundamentals
has yet to transiate into improved loan performance.

We expsct that further improvement in the hotel sector will
be driven by improvements in the economic environment,
and job growth in particular.

Exhibit 30

Hotel RevPar, ADR and Occupancy on the Rise
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The story is quite different for sectors with longer-term
leases, such as office, industrial and retail. Here, particularly
for office, even after rents begin to rise, which could be 12
months or more, many property NOIs are likely to continue to
dacline, possibly for several years, as space rolls into lower
rents. While this could be offset to some extent by rent
bumps, which are typically built into long-term leases, long-
term leases are likely to further delay the recovery in
property NOL
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The office market, in particular, continues to struggle and is
fikely to do so for several years. Indeed, the long-term leases
that buffered many properties from much of the initial impact
of dramatic rent declines should help to ensure the recovery
is refatively drawn out. While the negative absorption has
targely dissipated, suggesting that office vacancies are close
to a peak, rents are likely to confinue to be under near-term
pressure.

Exhibit 31

Office Sector’s Long Lease Terms Help to Insulate
Against NOI Declines in Market Declines, but Can
Slow Recovery on the Way Up

Office Praparty Fundamentals
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Moderate improvements in office NOIs should come with
improvements in occupancy, but more robust increases will
likely require significant rent growthf’ With the vacancy rate
approaching 17%, however, there is a great deal of space
that needs to be absorbed before robust rent grown can be
expected. Moreover, many major office tenants are focusing
on increasing the efficiency of their office space usage, i.e.,
reducing space per employee, as a means of reducing costs.
This trend tends to slow vacancy improvements.

Vacancy improvements, fike rent growth, are dependent on
office job growth, and the picture on this front is not overly
encouraging, as the prevailing view is that job growth is tikely
to lag significantly in this recovery. Indeed, early signs of
growth in office jobs have dissipated in recent quarters,
reinforcing the view that the degree of job growth necessary
to bring improvements to commercial real estate
fundamentals is faltering. This is also the message from the
Fed's pursuit of a second round of quantitative easing.

7 Increasing occupancy increases variadle costs, which modarates the increase in NOL,
while fent growth tows straight through ta NO! growth.
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Exhibit 32
Office Using Jobs Are Experiencing a Particularly
Slow Recovery

Office Using Jobs
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While the negative absorption in office, during the recent
downturn, was smaller in magnitude than the decline
following the tech bust of the late 1990s, this was not the
case in industrial. Industrial vacancy rates surged to a record
high of 14%, and white negative absorption appears to be
talling off, rents continue to show downward momentum,

With industrial production slowly improving, and a weaker
dollar fikely to spur imports, we expect that the industrial
sector will stabilize in 2011. However, like office, there is a
great deal of excess space to be absorbed before robust
improvements in property NOis can be expected.

Exhibit 33
Industrial Sector Likely to Stabilize in 2011

industrial Progarty Fundamentals
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Like office and industrial sectors, retail is also sxperiencing
record vacancy rates and rent declines. In fact, according to
CBRE Econometric Advisors, the current episode is the first
time on record that the retail sector has experienced
negative absorption on an annualized basis. While negative
absorption is abating, retail rents are likely to remain under
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pressure for several years, suggesting a slow climb out of
the current hole.

Retail sales, ex-auto, have been in recovery mode, but the
improvements have slowed recently. The backdrop is @
weak consumer focused on paying down debt, particularly
revolving debt, and an increasing savings rate - savings
have climbed back into the 6% range, after hovering at
approximately 2% for much of the past decade.

The Morgan Stanley RE{T Strategy group believes that retall
faces a tough road for next several years. Occupancy gains
are fikely to be a major challenge for malls, as new lease
deals are likely to be offset by store closings and
downsizings upon lease renewals,

The group sees the gulf between strong and weak malls
widening significantly, with weak malls becoming
increasingly chalienged. This, in particular, is not good news
for MBS, which likely has significant exposure to weaker
malls.

Exnibit 34
Retail Fundamentals to Remain Challenging for
Several Years
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Apart from apariment and hotel, improvements in commercial
real estate values largely reflect improvements in financing
markets {and mainly for large loans), not commercial real
estate fundamentals.

However, the very low near-term supply pipelines for most
property sectors and the fact that construction financing is
effectively non-existent are clearly positive factors for the
commercial real estate recovery. This notwithstanding, we
believe that the recovery will be slow for the core property
types of office, retail and industrial.

Hitting the Maturity Wall in 2011

Historically high origination volumes of debt with weak
underwriting andfor covenants during the bubble years of
2005-07 have given rise to imposing volumes of nearterm
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maturities for a variety of debt markets, much of it still over-
leveraged. Some sectors, such as the leveraged loan
market, have been successful in reducing near-tenm
maturities, As of mid-2009, almost $300 billion of leveraged
loans were scheduled to mature through 2013. That amount
has been reduced to approximately $130 bilion, mainly via
bond-for-loan takeouts, loans refinanced with new loans,
equity issuance and maturity extensions.”

The CMBS market, on the other hand, has seen little
progress in this regard. On the surface, the near-term
maturity problem may appear to be of only moderate scale,
as the main maturity bulge occurs in 2015-17, with $373.4
billion scheduled to mature during that period. Nevertheless,
scheduled maturities do increase substantially in the near
term, rising from an average level of $12.4 per year during
2009-10 to $46.0 during 201113,

Moreover, CMBS is only about 25% of the commercial real
estate debt markst. When considering the maturity issues
for commercial real estate debt, it is important to take
account of the other major sectors as well, banks and life
companies in particular. When this is done, the near-term
maturity profile looks considerably more problematic. '

Exhipit 35
Approximately $1.4 Trillion in Commercial Real
Estate Debt Set to Mature Through 2013, and $2.8

Tritlion Through 2020
Banks CMBS
Maturity Core  Multi- Const./ Life
Year CRE Family tands Conduit Floater Gos. Gther Total
2011 167.4 354 378.7 389 183 18.0 8.4 T10.0
2012 1727 265 56.7 8.2 19.5 83.3 3679
2013 165.9 351 425 11 203 831 3280
2014 1385 2958 537 05 183 60,1 3026
2018 1134 240 1013 1.3 18.2 516 3097
20716 778 185 1358 o 177 457 2938
2017 801 127 1383 1689 3VE W8
208 429 9.1 7.1 149 335 1075
2019 307 (X3 40 t2.4 242 18
2020 224 47 34 87 15.8 558

Totat 9928 2099 367 5793 378 1670 4547 28173

Source: Foresight Analytics. SNL, intex, Trepp, Morgan Stantey

We estimate that approximately $710 billion of commercial
real estate loans currently on bank balance sheets witl have
matured by end-2011, including effectively all construction
loans, and well in excess of $300 bilfion more will mature
each year for the next five years. In total, we see $2.8 trillion
maturing through 2020 in banks, CMBS and life companies.

*® See "Madifying the Loan Wall". Levemged Finance Insights, August 18, 2010,

5 We assume that the maturity fime profile for bank rsttifamily loans i proportional to
Forasight Analylics’ estimatad maturity ime profire for bank core CRE loans. We also
assume that 100% of construction foans have now passed thelr maturity dates. Finally,
the CMBS siatistics exclude defeased loars.
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We think the market continues to underestimate significantly
the scope of problems in bank commercial real estate
portfolios. A large percentage of banks’ commercial real
estate loans — core, muitifamily and construction — that were
scheduled to mature over the past two years have likely
been extended, or restructured in some way, and this
approach will continue to be used extensively for several
more years. This, however, does not eliminate the ultimate
need to refinance these loans.

It is risky 1o extrapolate into the future the ease with which
financing markets are currently able to absorb financing
demand because this demand is small relative to what is
coming down the road. Unprecedented amounts of
commercial real estate debt will require financing in the next
few years. While future financing issues are unlikely to derail
commercial real estate markets, we believe that they will be
a part of the landscape for years to come.

With respect to the CMBS sector, the impact of modifications
to date on the maturity profile of fixed-rate conduit loans has
been modest, at best. While some near-term maturities have
been pushed out in time, the magnitude has been very small.

Exhibit 36
Modifications Have Pushed Maturities from the
2009-11 Range Out to 2013-17

impact of Loan Extensions
l [ | l Il! i.

®Extensions Into ® Extensions Out Of

2009 2010 2011 2012 2013 2014 2015 2018 2017 2018 2019
Source: Intex, Trepp, Morgan Staniey Ressarch

Overall, taking account of modifications, $138.4 biffion of
fixed-rate conduit loans are scheduled to mature in 2011-13.
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Exhibit 37
However, to Date, the Overali Impact of
Modifications Has Been Very Small
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Exhibit 3¢
Large Percentages of 2006 and 2007 Vintage Loans
to Face Difficulty Refinancing During 2011-13

tmpact of Extensions on Fixed Rate Maturity Profile

160

140 | WMaturity Profite: Original

120 1 e Maturity Profile: Post Modification

100
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Maturing Balance ($bn)

| : L W . ]
2011 2012 2013 2014 2015 2016 2017 2018 2019

Source: intex, Trapp, Morgan Stanley Research
Of the $138.4 billion of foans maturing in 2011-13, §64.4

bitiion (46%) are from the 2005-08 loan vintages, and we
expect them to experience significant problems refinancing.

Exhibit 38
Significant Amounts of 2006 and 2007 Vintage
Loan Maturities in 2011 and 2012

160
@Pro 2004 w2004 2005 52006 ¥ 2007 #2008

!
1

Maturing Balance (b}

2001 2012 2013 2014 2016 2096 2017 2018 2013

Source: intex, Trapp, Morgan Stariey Research

Using our newly developed Morgan Stanley CMBS Strategy
credit models, which are discussed in a later section, we
estimate that In excess of 40% of the $138.4 billion will not |
qualify to refinance at maturity without additional equity. ® For
the subset of 2005-08 virtage loans, more than 85% will fait
to qualify. From the 2007 vintage, we estimate that less than
25% will qualify for refinancing, while approximately 33%
have greater than 100% LTV,

2 Our eredit models do not necessarily default laans that are unable to refinance at
maturity, Instead, loans that "qualify” for a modification could receive a maturity extansion
andior rate G,

201%.2013 Maturities, Potential Refinancings & LTV> 100%

Pre-2004 2004

W Maturities

2006 2007 2008
SRefinancings  WLTV > 100%

Source: Intex, Trapp, Morgan Stantey Research

For the floating-rate sector, we present the corresponding
results in Exhibits 40 and 41. Only $1.4 billion has been
formally extended at this point. Exposure was moved out of
2008-10 and into 2011-13.

Exhibit 40
Only a Small Amount of Floating-Rate Maturity
Exposure Was Pushed Qut from 2009-10 to 201113

Floating Rate Extensions

1,000
800 -
800
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200 { l
o . .

-200
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-800

Millions ($)

# Extensions Into & Extensions Out Of

2009 2010 2011 2012 2013 2014
Source: ntex, Trepp, Morgan Stantey Research

Taking account of modifications, there are $15.3 billion of
loans scheduled to mature in 2011 and $19.2 bilfion in 2012.
Wa expect that a relatively smail portion of this will be able to
refinance on time and the remainder will receive term
extensions.
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Exhibit 41
Majority of $35 Billion in Floaters Maturing in 2011
and 2012 Are Unlikely to Qualify for Refinancing

tmpact of Extensions on Fixed Rate Maturity Profite

25 )
- @ Maturity Profile: Original |
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Source: intex, Trepp, Morgan Staniey Research

New Issue CMBS Market to See Robust Growth in
2011

The CMBS market sputtered back to life in 2010. issuers
have managed to bring 12 new issue deals to the market
{$10.2 billion) to date in 2010. We expect more substantial
new issue volumes in 2011, as well as more normalized
collateral,

We see two main sources for CMBS new issuance in 2011,
The first consists of loans scheduled to mature in 2011 that
qualify to refinance. The second is CMBS loans that are
foreclosed and fiquidated and thus require new financing.

We do not expect CMBS fo benefit to any significant extent
by taking market share from banks. Nor do we think that
CMBS will be able to snare many life company borrowers.
indeed, given the intense competition for lending
assignments on large, instifutional-quality foans, CMBS
originators are likely 1o have greater success refinancing
maturing conduit foans,

As noted, taking account of maturity extensions, there are
approximately $40 billion of scheduled loan maturities in the
conduit sector in 2011, Based on our credit models, we
estimate that around $24.5 billion of loans will qualify for
refinancing at maturity. Of the approximately $15.5 biltion of
loans that do not, we expect that about $6bn will be
extended. We expect the remainder, around $9.5 billion, to
be resolved, either through foreclosure and liguidation or
note sales. Loan liquidations have recently been running at
$1 biltion per month, or more,

To the extent that CMBS is able to capture 100% of maturing
CMBS loans that qualify for refinancing and 100% of the
financing of liquidated joans, the amount of loans available
for CMBS financing, and thus new issue in 2011, should be
approximately $35 bilion. if CMBS is only able to capture
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75%, that figure Talls to $25 billion. Adding another $10 billion
for loans coming from outside of CMBS, as was the case in
2010, gives a likely range for 2011 new issuance of $35-45
billion,

Morgan Stanley CMBS Strategy Loss Projections

This section previews loss projections from the newly
developed Morgan Stanley CMBS Strategy credit models,
which will be unveiled in detail in the near future.

The new models are loan-level and are based on rent and
vacancy projections from a major third-party data provider.
Revenue projections are modeled o reflect the fact that rent
and vacancy changes have different impacts on revenue,
particularly with regard to timing. For property types with
longer lease structures, rent changes are passed through
into revenue only as space rolls, taking the typical structure
of rent bumps into consideration. The modeled relationship
between revenue change and NOI change is the resultof a
statistical analysis based on the actual performance over
time of properties underlying conduit CMBS loans. Finaily,
we have spent a great deal of time modeling both borrower
and special servicer behavior regarding both liquidations and
modifications. Our models employ assumptions consistent
with the stylized facts laid out in the previous section on loan
resalution,

We provide loss projections under bull, bear and base case
scenarios. Each is based on a different set of rent and
vacancy prajections, cap rate assumptions, borrower default
decision logic and servicer behavioral liquidation/modification
logic. The results are presented in Exhibit 43, For each
scenario, we calculate expected losses in two ways. The first
employs our modificationvliquidation assumptions, while the
second assumes no modifications. This is done in order to
explore the impact of our loan modification assumptions on
iosses and valuations.

The modification logic used in this version of the models
allows term extensions only for ioans maturing prior to 2014,
Maturing Joans greater than $15 million which do not qualify
for refinancing are extended at maturity if they have an LTV
{at maturity) of between 80% and 120% and a DSCR above
0.9x. For LTVs above 120%, we assume that the loan is
liquidated, For LTVs below 80%, the lpan pays off without a
toss. For loans less than $15 million, we require the same
LTV range, but a DSCR above 1.0x.

Loans that qualify for modification receive a term extension
of four years. However, modified loans that qualify for
refinancing prior to their extended maturity date are assumed
to do so.
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The impact of loan modifications on projected losses clearly
depends significantly on the characteristics of the rent and
vacancy projections employed; strong rent and vacancy
assumptions will transiate into positive implications of
maodifications, and vice versa. While their absolute impact is
self-determinant, flexing these fundamental variables gives
one s sense for the range of impact modifications can have.
We believe that this is an important fever to be aware of,
given its ultimate impact on valuation,

Our base case loss projections rise from 6.26% for the
CMBX.1 to 14.46% for CMBX.4. Comparing the two sets of
loss projections, it is clear that our specification for
modifications has a relatively modest impact on total losses.
Moreover, the impact, as would be expected, is most
significant for the CMBX.3, CMBX 4 and CMBX.5 serles.
CMBX.1 losses are largely unaffected.

Interestingly, while the impact of loan modifications on
expected losses is modest in our framework, the impact on
bond valuation can be enormous, particutarly for lower-rated
bonds where losses are effectively pushed off into the future,
allowing the bondholders to receive years of additional
coupon.

Exhibit 42
Morgan Stanley CMBS Strategy Loss Projections

Losses With Loan Modifications {%)

Scenario CMBX.1  CMBX2 CMBX3 CMBX4 CMBXE
MS Bear Case 78 9.8 127 1635 13.2
MS Base Case 8.3 8.2 1.0 14.8 118
MS Bull Case 5.1 a7 8.0 1086 8.3
Losses Without Loan Modifications (%)
Scenario CMBX.1  CMBX2 CMBX3 CMBX4 CMBXS5
MS Bear Case 78 8.8 13.2 172 13.7
MS Base Case 8.8 8.5 115 14.8 121
MS Bull Case 5.1 6.0 8.5 11.2 8.8

Source: Morgan Staniey Research

The CMBX indices are effectively synthetic CDOs and, as
such, it is not only the average loss rate for each series that
matters for valuation, but also the entire distribution of
losses. These loss distributions are presented graphically in
Exhibit 43, where the blue boxes represent the inter-guartile
ranges and the white bars in the center of the boxes the
medians. The fines at either end of the boxes identify the
outliers, both high and low.

The projected loss distributions for CMBX.4 and CMBX.5 are
much more widely dispersed that the others ~ the
interquartile range is approximately 8% wide versus 3-4% for
CMBX.1, CMBX.2 and CMBX.3.

This implies that the higher-rated classes are more
vulnerable to losses and the lower-rated classes are less

128

MORGAN STANLEY RESEARCH

December §, 2010
CMBS Market Insights

vulnerable relative fo cumulative loss probability distributions
ihat have less dispersion,

Exhibit 43
Morgan Stanley CMBS Strategy Projected Base
Case Loss Distributions

%
3

W Base Case Loss Distibutions for CMBX Series

20

CMBX.t cuBx2 CHMBX3 CMBXA cMBXS
Sousce: Morgan Starley Research

Recently, the National Association of insurance
Commissioners (NAIC) introduced a new methodology for
determining regulatory capital requirements for CMBS
securities. The methodology is based on bond-level
expected losses determined by medels developed by
BlackRock Advisors. The NAIC loss estimates are presented
in Exhibit 44 along with the Morgan Stanlay estimates.

Exhibit 44
NAIC versus Morgan Stanley Loss Projections

Comparison with HAIC Loss Projections

Scenario CMBX.1  CMBX.2 CMBX.3 CMBX4 CMBXS
NAIC 8.7 7.2 0.3 i2.0 9.8
MS Bear Case 76 9.8 127 16.5 13.2
M8 Base Case 8.3 8.2 1.0 14.5 118
MS Bull Case 8.1 57 8.0 10.8 83

Source: NAIG, Morgan Stanlsy Research

For the most part, the NAIC estimates lie between our base
and bull case scenarios. A more meaningful comparison
would require the distribution of losses for each of the CMBX
series and, betier stifl, CUSIP-level loss estimates.

CMBS Relative Value

The CMBS market witnessed the combination of two
extraordinary events in 2010; the worst credit performance in
recent history and a dramatic rally in legacy CMBS securities
and the synthetic indices that resulted in almost complete
price recovery in what was just twelve months earlier a
decimated sector with an uncertain future. That these two
events occurred simultaneously gives some indication of the
massive size of the technical bid for credit that has inundated
all credit sectors.
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Much of this technical factor is the result of the historically
low interest rate environment that has pushed investors into
ever-riskier debt in search of sufficient yieid. Given the Fed's
determination to hold rates low for the near term via QE2,
this positive technical does not look to be going away any
fime soon.

Another positive factor is the ever-dwindiing supply of
structured finance securities (CLO, CMBS and Non-Agency
RMBS), With littie new issuance in any of the structured
finance sectors in 2009 and 2010, and only marginally
improved issuance expected in 2011 {(on an absolute basis),
the combination of loan payoffs, amortization and defaults is
reducing the available supply of securities.

The PPIP bid also continues to provide a positive technical
backdrop for CMBS and RMBS specifically, especially for
AMs and AJs. Of the approximately $30bn PPIP funds
initially available, about $10.8bn of capacity remains. Te
date, the market value of RMBS and CMBS held by PPIP
funds is $15.9bn and $3.4bn, respectively.

Recently, however, these positive factors have been
overshadowed by the return of the sovereign debt crisis.
While freland and Greece have been dealt with, the
contagion is quickly spreading to Spain and Portugal, and
may ultimately impact italy. These problems may take some
time to resolve, particularly given the large size of Spain
relative to both Greece and ireland. This is likely to keep
markets volatile in the near term, and prevent a sustained
rally into year-end.

The CMBS market will likely have frouble returning to the
previous steady grind tighter until fears surrounding the
sovereign debt crisis subside. Once this happens, however,
we expect the positive technicals cutlined above to return o
the forefront and drive continued appreciation.

Trade ldeas

For investors particularly concerned about angoing macro
volatility, staying in the top of the capital stack, at the AM
{evel and above, should provide a reasonable buffer,

While nothing in CMBS has quite as compelling a risk/return
profile as the LCF AAA classes in non-agency RMBS, or
AAA CLO bonds, there are nevertheless a variety of
atiractive opportunities.

We view the top of the CMBS capital structure, supet senior
AAAs and AMs, as very fow risk in terms of principal loss,
though some super senior AAAs, and many AMs, may have
significant downgrade risk,
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Buy the AM.3 and AM.5 Indices

In our view, the AM.3 and AM.5 indices represent attractive
low risk opportunities in the CMBX space. We expect the
CMBX 3 and CMBX.5 credit curves to flatten between the AAA
and AM tranches as the market begins to accept that the
difference in credit risk does not warrant such a high spread
differential. Our credit models project zerc losses for both
AM.3 and AM.5 under our Base Case scenario, and minimat
losses under the Bear Case scenario. AM 4, on the other
hand, experiences significant iosses under our Bear Case
scenario, Currently, AM.5 trades 148bp over AAAS and AM.3
trades 186bp over AAA 3, The corresponding differential for
CMBX.1 and CMBX.2 are 125bp and B1bp, respectively.
However, we also expect the spread differential between all of
the AAA indices to converge, most likely to AAAT, in
recognition of the fact that they are alf risk remote. This could
significantly increase the amount that AM.3 and AM5
ultimately tighten, even if AAA.1 does not tighten any further.

Buy Al.1 and AJ.2 Reference Cash Bonds

An sven more compelling trade in our view entails moving
down the capital structure to the AJ indices. While the AJ.3,
Ad.4 and AJ.5 experience non-trivial losses under our Base
Case scenario, Ad.1 and AJ.2 experience zero losses under
our Base Case and only miniscule losses under our Bear
Case scenario. Instead of buying the AL.1 and AJ .2 indices,
however, we recommend instead buying the corresponding
reference cash bonds. Most of these bonds trade cheap
relative to the index, with spread differentials that can be as
wide as several hundred basis points. Moreover, the implied
basis between the index and the exact reference portfolio
cannat be justified on fundamental grounds. Given the very
iow risk of principal loss in the reference bonds, we believe
that their spreads, which are typically in the +450bp to
+500bp range, have significant room to tighten.

Referring back to the first trade recommendation (referencing
CMBX AMs), buying the AM.3 and AM.5 reference cash
bonds instead of the indices is also reasonable. However, in
cash bonds we prefer the earlier vintage AJ.1 and AJ.2
reference bonds. More generally, we think that 2005 and
2006 cash Ads {on a selective basis) offer greater value than
2007 AMs. Our credit models project lower losses, under
both our Base Case and Bear Case scenarios, for the 2005
and 2006 AJs than for the 2007 AMs. Moreaver, the former
typically trade at wider spreads than the latter. ‘

in general, we prefer cash bonds relative to the synthetic
indices, abstracting from liquidity concerns, as the synthetic-
cash bases remain exceptionally wide by historical
standards. As repo rates have compressed and haircuts
declined, the sizes of the current bases cannot be justified on
fundamental grounds.
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For CMBX.3, CMBX.4 and CMBX.5, we think that below the
AM tranches, relative value declings quickly as one moves
progressively lower. We expect that for these three series,
the credit curves below the AM level, and particularly below
the AJ level, will steepen over time as Josses become more
certain,

Buy 2005 and 2006 AA Cash Bonds Selectively

Further down in credit, we view the 2005 and early 2006 AA
cash bonds as very attractive. For the 2005 AAs, using the
AA.1 reference bonds as an example, we see effectively
zero losses under our Base Case scenario, and minimat
losses under our Bear Case scenario. These bonds currently
trade approximately in a +600bp to +800bp context, and thus
look quite appealing. For the 2006 Als, using the AA2
bonds, as an example, we do see modest losses (two bonds
have losses) under the Base Case scenario. Under the Bear
Case scenario, four bonds experience losses. These bonds,
however, trade in the +800bp to1,000bp range. Clearly,
some selectiveness is important for the 2005-2008 AAs, but
the reward more than justifies the risk, in our view.

Basis-Types Trades

Putting on an exact basis frade (i.e., shorting one of the
indices and going long each of the underlying reference
bonds) in order to take advantage of the wide basis is very
challenging. A better approach is to go long one {or several)
higher quality cash bonds and short the appropriate index. In
fact, the most appealing version is to choose one of the most
overvalued indices to short and then identify a set of high
quality bonds to go long. Here, it is possible to “win” on both
legs. There are many appealing trades of this type available
in today's dislocated market, from AMs down to As. ltis
sometimes possible to identify high quality bonds that trade
hundreds of basis points wide 1o the index. One particularly
attractive aspect of such trades is that they are, to some
degree, hedged, and thus less susceptible to market volatility
in a difficult macro environment.

Buy New Issue Credit Bonds Over 2007 AMs

in our view, 2010 new issue deals look to offer significant
value relative to high quality legacy bonds on a risk-adjusted
basis. Under our Base Case scenario, estimated average
LTV's are 107% for 2007 vintage CMBS deals, 101% for
2006 deals and 83% for 2005 deals.
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Exhibit 45
Average LTV's as of 2011 by Vintage Under OQur
Base Case Scenario

Average Current LTV by Vintage
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Source: CMA, Morgan Stanfey Research

Note: 2009-2010 LTV's are inifial, 2001-2008 come from our cretit models

For 2007 AMs, this transiates to an LTV of approximately
86% at the attachment point and 75% at the detachment
point. Average quality 2007 AMs currently trade at a spread
of about +450bp.

The 2010 new issue deals were fairly heterogeneous, but
most exhibited deal-level initial LTV's below 60-65%.
Assume, conservatively, that the BBB- class has a 60%
initial LTV. The BBB- priced in the new issue market in the
+425bp range. Thus, relative to 2007 AMs, new issue BBB-s
offer about the same spread at a 15-20% lower LTV, The B-
pieces on these deals also look to offer significant relative
value, offering returns in the mid to high teens with LTV’s of
60-65%, or less.

While we agree that property quality in recent 2010 deals
has, in many cases, been worse than that of the larger loans
in legacy deals, and that the collateral of the new deals is not
as diversified, we think that the conservative leverage more
than makes up for these shortcomings.

Key Risks to Trades

If interest rates rise sooner than expected, the large technical
bid that has pushed invesiors into higher-yielding securities
such as CMBS could diminish, However, Morgan Stanley
economists do not expect the Fed to raise rates until the first
quarter of 2012 (from 0.13% to 0.5%). Though they do
project an increase in ten-year Treasuries from 2.25% in
2Q11, to 3.75% by 4Q11, we do not expect this Jeve! of rate
change to push yield-seeking CMBS investors out of the
market.

22



Morgan Stanley

Unexpected regulatory changes, though low probability
events, do have “fat tails”. For instance, if the final Dodd-
Frank rules do not allow the 5% risk retention requirement to
be satisfied by third party 1% joss, B-piece buyers or other
work-arounds, the impact on CMBS markets could be
substantially deleterious. We believe this would curtail new
issuance and likely cause severe volatility in cash and
synthetic prices.

Conclusion

Commercial real estate markets will soon be entering the
recovery phase. The phase, however, will be a long and
painful one as fundamentals wil likely take more time to
rebound than they have in past downturns and much of the
required deleveraging still needs fo take place.
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Nevertheless, the CMBS market is emerging from the ashes,
and we expect significant growth in new issue over the
coming year as both lending volumes and collateral types
begin to normalize.

The most significant risk we see to commercial real estate
debt markets is the combination of a large increase in
interest rates and cap rates {200bp or more). Such an
eventuality, which we view as reasonably likely over the
medium term, has the potential to exacerbate greatly the
future deleveraging process. However, we would not expsct
moderate increases to derail the trades outlined in the
preceding section.

We acknowledge the significant contribution of Suneet Joshi
to this report.
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The CHAIRMAN. Thank you very much.
Mr. Woodwell.

STATEMENT OF JAMIE WOODWELL, VICE PRESIDENT OF COM-
MERCIAL REAL ESTATE RESEARCH, MORTGAGE BANKERS
ASSOCIATION

Mr. WoOODWELL. Thank you for the opportunity to discuss the
Mortgage Bankers Association’s research on conditions and trends
in commercial real estate and commercial real estate finance.

In my testimony, I'd like to cover three general areas. The first
is to correct some myths that have taken hold in discussions about
commercial real estate. The second is to highlight current condi-
tions and trends in commercial real estate markets. And the third
is to note some key factors that will affect commercial real estate
markets, going forward.

An important point of clarification is to ensure that we’re speak-
ing of the same thing when we say “commercial real estate.” When
industry professionals speak about commercial real estate and com-
mercial mortgages, they're speaking about office buildings, apart-
ment buildings, shopping malls, warehouses, and other properties
that lease out space in exchange for rental payments.

This income-producing property market is generally distinct from
two other markets that are sometimes folded into conversations,
particularly in discussing bank lending: owner-occupied commercial
real estate and construction loans. Neither owner-occupied com-
mercial properties nor single-family construction lending are close-
ly tied to the core commercial real estate markets. The many re-
cent discussions and conclusions have grouped them. These distinc-
tions are a key reason for some of the confusion about commercial
real estate and how commercial mortgages have been forming in
recent quarters.

Before discussing the state of commercial real estate markets, I
think it’s important to clear up a few myths that have taken hold
in discussions about commercial real estate. The first is that banks
are being excessively weighed down by their commercial mortgages
or their mortgages on commercial and multifamily properties. The
second is that there’s been a looming wave of loan maturities
threatening the system.

As of the third quarter, bank and thrift delinquency rates for
commercial and multifamily mortgages remained lower than the
average for their overall books of business. And commercial and
multifamily mortgages continued to have the lowest chargeoff rates
among any major loan type.

To put these numbers in context: Since 2006, banks and thrifts
have charged off $132 billion of single-family mortgages, $127 bil-
lion of credit card loans, $72 billion of commercial and industrial
loans, $66 billion of construction loans, and $53 billion of other
loans to individuals, but just $27 billion of commercial and multi-
family mortgages.

A second myth I'd like to address is that there’s been a looming
wave of commercial and multifamily loan maturities weighing on
the market. On Monday, MBA will release its third annual study
detailing the scheduled loan maturities of $1.4 trillion of commer-
cial and multifamily mortgages held by nonbank lenders. What
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these studies have shown is that, with a typical loan term of 10
years, most investor groups’ commercial and multifamily mortgage
maturities are spread over a relatively long period. This is in direct
contrast to other forms of credit, such as credit card debt, in which
the entire outstanding balance rolls every month, and commercial
{)aper, in which nearly the entire market matures every 80 days or
ess.

Let me now turn briefly to current commercial real estate condi-
tions and trends which continue to exhibit the influences of the
broader economy. During the third quarter, the economy began to
show modest growth, and the absorption of commercial space
picked up in the face of little new space coming online. The impact
has been marginal declines in vacancy rates and a firming of ask-
ing rents. Property sales and origination volumes have picked up,
but have not been high enough to keep up with the mortgage debt
that investors have seen paying off and paying down.

Looking ahead, the most significant factor in the performance of
commercial real estate markets will be the performance of the
broader economy. Vacancy rates at commercial properties rose as
jobs were lost, as consumers pulled back in spending, and as house-
holddgrowth contracted. Economic growth is needed to reverse this
trend.

Commercial real estate finance markets will be driven by prop-
erty incomes, values, and interest rates, and where the markets
are when loans come due, relative to where they were when loans
were made. To the degree future incomes, values, and rates sup-
port refinancing existing debt, loans will mature and roll over. To
the degree they do not, the existing equity, mezzanine debt, and,
as a last resort, first-lien mortgages, will be resized to fit the future
capital stack.

The Great Recession has strained commercial real estate mar-
kets, as it’s strained nearly every part of the U.S. economy. The
long-term nature of the market, in the form of relatively long
leases and borrowing terms, however, has helped moderate the re-
cession’s impact.

('il‘hank you for the opportunity to discuss these issues with you
today.

[The prepared statement of Mr. Woodwell follows:]
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Chair Kaufman, and members Neiman, Silvers, McWatters and Troske, thank you for the opportunity to
appear before you today to discuss the Mortgage Bankers Association’s (MBA)' research and analysis of
conditions and trends in commercial real estate and commercial real estate finance.

In my testimony I would like to cover three general areas. The first is to correct some myths that have
taken hold in discussions about commercial real estate. The second is to highlight current conditions and
trends in commercial real estate markets. The third is to note some key factors that will affect

commercial real estate markets going forward.

DEFINING COMMERCIAL REAL ESTATE

An important point of clarification is to ensure that we are speaking of the same thing when we say
“commercial real estate.”” When industry professionals speak about commercial real estate and
commercial mortgages, they are speaking about office buildings, apartment buildings, shopping malls,
warehouses and other properties that lease out space in exchange for rental payments. These are income
producing properties and are at the heart of the market financed by commercial mortgage-backed
securitics (CMBS), life insurance companies, Fannie Mae, Freddie Mac, FHA and other lenders. This is
also the market in which Real Estate Investment Trusts and other institutional investors operate. This
income-producing property market is generally distinet from two other markets that are sometimes folded
into conversations, particularly in discussing bank lending — owner-occupied commercial real estate and

: 2
construction loans.

Owner-occupied commercial real estate consists of buildings owned by a business that operates within it.
These businesses often take out business loans — underwritten based on the occupying-business’ cash

flows, and collateralized by the business’ assets, but with the property pledged as additional collateral out

! The Mortgage Bankers Association (MBA) is the national association representing the real estate finance industry,
an industry that employs more than 280,000 people in virtually every community in the country. Headquartered in
Washington, D.C., the association works to ensure the continued strength of the nation's residential and commercial
real estate markets; to expand homeownership and extend access to affordable housing to all Americans. MBA
promotes fair and ethical lending practices and fosters professional excellence among real estate finance employees
through a wide range of educational programs and a variety of publications. Its membership of over 2,400
companies includes all elements of real estate finance: mortgage companies, mortgage brokers, commercial banks,
thrifts, Wall Street conduits, life insurance companies and others in the mortgage lending field. For additional
information, visit MBA's Web site: www.mortgagebankers.org.

% In their guidance on commercial real estate concentrations at banks and thrifts, regulators addressed their rules to
commercial and multifamily mortgages and construction and development loans, as well as other real-estate related
loans. They purposefully excluded loans to which an owner-occupied property had been pledged as additional
collateral. They also established distinct thresholds for construction and development loans. None-the-less, a broad
definition of “commercial real estate” as including the full range of loans has taken hold in some quarters. See
http:/fwww.fdic.gov/regulations/laws/federal/2006/06notice 1 212, html.
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of an abundance of caution. The performance of these Joans has much less to do with commercial

property markets and much more to do with the success of the occupying business itself.

Construction loans are likewise quite different from income-producing property loans, and are driven by a
different set of risks and rewards. Furthermore, a significant share of construction loans, particularly in
recent periods, has been tied to acquisition, development and construction in the single-family housing

market, not the commercial real estate markets.

As of the third quarter, commercial banks and thrifts held $353.8 billion in construction and development
loans and $485.2 billion in loans collateralized by owner-occupied commercial properties. In contrast,
barks held $587.7 billion of mortgages backed by income-producing commercial (nonresidential)

properties and $215.8 billion of mortgages backed by multifamily properties.”

Figure 1. Bank and Thrift Balances of Income-producing Commercial Mortgages, Owner-occupied
Commercial Mortgages, Multifamily Mortgages and Construction and Development Loaus
($billion), September 2010

Multifamily mortgages,
$215.80, 13%

Construction and
development loans,
$353.80 , 22%

Incoma-producing
proparty morigages,
$587.68 , 35%

Qwner-occupied
vommaercial property
morigages, $485.18, 30%

SOURCE: MBA and FDIC

* These numbers are calculated from the FDIC’s Quarterly Banking Profiles. The break-out between owner-
occupied and income-producing properties is available for banks (which represent $1,055 billion of the total
nonresidential commercial mortgages), but not thrifts (which represent $67 billion). For the presentation here, the
owner-occupied/income-producing split seen in the $1,055 billion of bank loans was applied to the $67 billion of
thrift loans.
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Neither owner-occupied commercial properties nor single-family construction lending are closely tied to
the core commereial real estate markets, but many recent discussions and conclusions have grouped them.
These distinctions are a key reason for some of the confusion about commercial real estate and how

commercial mortgages have been performing in recent quarters.

MYTHS

Before discussing the state of commercial real estate markets, I think it is important to clear up a few
myths that have taken hold in discussions about commercial real estate markets. The first is that banks
are being excessively weighed down by their mortgages on commercial and multifamily properties, and

the second is that there has been a looming wave of loan maturities threatening the system.

Commercial Mortgage Performance
One current myth I'd like to address is that the banking sector is being excessively weighed down by its

mortgages on commercial and multifamily properties.

MBA observed back in 2009 that commercial and multifamily mortgages had among the lowest
delinquency rates of major loan types at banks and thrifts and that the charge-off rates for commercial and
multifamily mortgages were the lowest of any major loan.* Based on third quarter numbers from the
FDIC, the basic trends of that March 2009 Data Note still hold. As of September 30, 2010, 4.36 percent
of bank and thrift balances of commercial mortgages were 90 days or more delinquent or in nonaccrual,
as were 4.67 percent of their balance of multifamily mortgages. This compares to 5.12 percent of

bank/thrift overall loans and leases that were 90 days past due or in nonaccrual.’

4 MBA Research DataNote, Performance of Commercial and Multifamily Mortgages Remains Stronger than
Overall Bank / Thrift Loan Porifolios, March 2010.
* EDIC, Quarterly Banking Profile, Third Quarter 2010.
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Figure 2. Percent of Loan Balance 90-+days Delinquent or in Nonaccrual at Banks and Thrifts
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In terms of charge-off rates, through the first three quarters of 2010, banks and thrifts charged-off 1.17
percent of their commercial mortgage balances and 1.14 percent of their multifamily balances.
Commercial and multifamily mortgages have the lowest charge-off rates among any major loan type and

less than half the 2.59 percent overall charge-off rate for banks and thrifts.”

¢ hid.
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Figure 3. Annualized Charge-off Rates of Loans at Banks and Thrifts

8%
} - Credit Cards
‘. - Construction and Development Loans
13% , - Comamercial & Industrial Loans
| —— Other Loans to Individuals
i - 1-4 Family Residential Properties
10% ; e Nyltifamily Residential Properties
[ — Nonfarm Nonresidential Properties
8% -
6%
4%
23
%

-2% -

1990:G3
1991:03
1982:Q3
1993:03
1994:Q3
1995:03
1996:Q3
1897:Q3
1998:03
1959:03
2000:03
2001:03
2002:03
2003:Q3
2004:Q3
2005:03
2006:Q3
2007:03
2008:03
2009:03
2010:03

Source: FDIC

To put these numbers in context, since 2006, banks and thrifis have charged off $132 billion of single-
family mortgages, $127 billion of credit card loans, $72 billion of commercial and industrial loans, $66
billion of construction loans and $53 billion of other loans to individuals, but just $27 billion of

commercial and multifamily mortgages.7

7 1hid.
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Figure 4. Aggregate Bank and Thrift Net Charge-offs, 2007 through Q3 2010 (Smillions)
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Even when a property defaults on a mortgage, it is often generating cash flow that can be used to meet the
required interest or principal payments or to defray losses to a lender. In addition, the marketability of

commercial properties often makes them more liquid than many other collateral types.

The key takeaway here is that rather than commercial and multifamily mortgages saddling banks and
thrifts, these mortgages have been among the better performing assets for depositories through the credit

crunch and recession.

Wave of Loan Maturities
A second myth I'd like to address is that there has been a looming wave of commercial and multifamily

loan maturities weighing over the market.

In February 2009, MBA released a study detailing the scheduled loan maturities of more than $1.5 trillion

of commercial and multifamily mortgages held by non-bank lenders.® The study was updated in February

¥ Mortgage Bankers Association, Commercial/Multifamily Survey of Loan Maturity Volumes as of December 31,
2009.



145

Testimony of Jamie Woodwell

February 4, 2011

Page 7

2010° and we will be releasing the most recent numbers - as of December 31, 2010 — on Monday at our

Commercial/Multifamily Real Estate Finance Convention in San Diego.

What all these studies have shown is that for most investor groups, commercial/multifamily mortgage
maturities are spread over a relatively long period, and that the surge of property sales and mortgage
origination activity that took place in 2005, 2006 and 2007 mean that recent and coming years actually

face lower volumes of loan maturities than do out years of 2015, 2016 and 2017.

Figure 5. Non-Bank UPB of Qutstanding Commercial/ Multifamily Mortgages, by Year of
Maturity, as of Dec. 31, 2010 (Sbillions)

$250 -
$200 -
5150 -
$100
$50
50
= — ~ " <t [ W ~ <« o o =
@ i v o P -t =t -t i ot Iy 2
2 & & & & R & & & | & k]
]
=
# Fannie, Freddie, FHA, and Ginnie Mae 8 Life Insurance Companies
B CMBS, CDO or other ABS % Credit Companies, Warehouse, and Other;
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Commercial real estate is a relatively long-term asset. The typical office lease may run three, five, ten or
more years and the typical commercial mortgage has a ten-year term. Contrast this with other forms of
credit such as credit card debt, in which the entire outstanding balance rolls every month and commercial

paper, in which nearly the entire market matures every 80-days and less.'

? Mortgage Bankers Association, Commercial/Multifamily Survey of Loan Maturity Volumes as of December 31,
2010.

" Federal Reserve Board, Maturity Distribution of Outstanding Commercial Paper, as of January 25, 2011.
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Let me qualify our findings by noting that they cover $1.4 trillion of commercial and multifamily
mortgages outstanding in the institutional markets — including CMBS, life insurance companies, pension
funds, credit companies, Fannie Mae, Freddie Mac, FHA and other investors. They do not capture a large
share of the commercial bank and thrift market, particularly those that make smaller loans in smaller
markets. Because of the shorter term nature of these institutions’ liabilities, they tend to focus more on
shorter-term assets as well, and will likely have a higher share of their loans maturing in the next few
years than the market as whole. As noted earlier, many analysts atiribute $1.6 trillion of outstanding
Toans and upcoming maturities to the bank/thrift sector. However, of that figure, only $800 billion is

related to the income-producing property market.!!

For those bank/thrift loans that are maturing, as well as loans held by life companies, pension funds, the
GSEs and even the CMBS market, loan servicers have a great deal of discretion in working with loans
that meet their maturity dates and are facing one or more challenges in finding refinancing. This includes
everything from built-in loan extension options to other loan extensions, loan modifications, loan sales

and a host of other alternatives.

In addition, it should be remembered that for each dollar of loan “demand” generated by a maturing
mortgage there is a complementary dollar of loan “supply™ in the form of dollars the lender must now re-

deploy.

The key takeaway here is that the longer-term nature of commercial real estate has meant that relatively
fewer ~ niot more — corrumercial and multifamily mortgages have been maturing during the throes of the
credit crunch and recession compared to other credit types. These maturities are relatively spread out and

will be increasing starting in 2015 as the 2005, 2006 and 2007 cohorts come due.

CURRENT MARKET CONDITIONS AND TRENDS
Let me now turn to current conumercial real estate conditions and trends, which continue to exhibit the

influences of the broader economy.

" The $1.6 trillion figure comes from the Federal Reserve Boards Flow of Funds Account of the United States, the
remaining figures are based on the FDIC’s Quarterly Banking Profile. All figures are for the third quarter 2010.
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During the third quarter, the economy began to show (modest) growth and the absorption of commercial
space picked up in the face of little new space coming on line. The impact has been marginal declines in
vacancy rates and a firming of asking rents. Property sales and originations volumes have picked up, but
have not been high enough to keep up with the mortgage debt that investors have seen paying off and
paying down, The weak economy has also continued to exert pressure on the performance of properties
and the mortgages they back. Mortgage delinquencies were mixed in the fourth quarter, with CMBS and
banks/thrifts experiencing continued growth in delinquency rates (albeit at far slower rates of growth) and

delinquencies at life companies, Fannie Mae and Freddie Mac remaining at low levels.

Economy
The economy grew at a seasonally-adjusted annual rate of 2.6 percent in the third quarter, up from 1.7

percent in the second quarter and marking the fifth straight quarter of positive growth.”

Job growth turned slightly negative during the quarter, following positive growth during the first half of
the year. On a seasonally adjusted annual rate, the U.S. economy lost 91,000 jobs between the end of
June and the end of September, after gaining 261,000 jobs in the first quarter and 570,000 jobs in the
second quarter. Some of the Q2 gains and Q3 losses are attributable to the winding up and down of hiring
for the decennial Census. In the months since, modest job growth has returned — with additions of
172,000 jobs in October and 39,000 jobs in November.”

Household growth has also picked up, with growth of 261,000 households in the second quarter and
247,000 households in the third quarter. Recent declines in the homeownership rate have meant that
demand stemming from household growth has largely accrued to the renter-occupied market rather than
the owner-occupied market. Over the past year, demand among renter households has increased by more
than one million units, while demand among owner households has declined by 315,000 households. The
shift in tenure choice is having a far larger impact on multifamily markets than is household growth in

general, ™

The recession’s shadow continues to hang over new construction activity. Multifamily building permits

in November fell to 94,000 on a seasonally adjusted annual rate, the lowest level in the past 12 months.

2 Department of Commerce. Bureau of Economic Analysis.
13 Department of Labor, Bureau of Labor Statistics.
' MBA calculations based on the Department of Commerce, Census Bureau’s Housing Vacancy Survey.
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Starts fell to 72,000 and completions fell to a rate of 73,000. The lack of new construction is a clear — and

expected — response to the stress the recession has brought to the market. i3

Real Estate Fundamentals

Modest economic growth, coupled with a steep fall-off of construction activity, brought net absorption of
space back above net completions for all the major property types for the first time since 2006. Asa
result, vacancy rates also fell for all the major property types, again for the first time since 2006. Despite
the decline, vacancy rates remain at elevated levels ~ apartment vacancy rates in the third quarter
averaged 7.7 percent, compared to 5.8 percent in Q3 2007; industrial vacancy rates averaged 13.1 percent,
compared to 8.6 percent in Q3 2007; retail averaged 18.8 percent, compared to 10.4 percent in Q3 2007;

and office vacancies averaged 18.8, compared to 14.5 percent in Q3 2007.'

Asking rents declined for most property types in the third quarter, but the rate of decline slowed
appreciably. Asking rents for apartments were unchanged from the level a year earlier, while office and

retail asking rents declined four percent each and industrial asking rents declined six percent.”’

Differences in the terms of commercial real estate leases have meant that the recession has affected
different property types in different ways. Property types with shorter term leases (hotels with a typical
lease term of one night, self-storage properties with a typical lease term of one month and multifamily
rental properties with a typical lease term of one year) experienced immediate and dramatic impacts from
the recession — as pearly all of their leases rolled and were re-priced to recession-level asking rents.
Longer term lease properties, on the other hand, were protected from some of the impacts of the recession
as only a portion of their leases were re-priced during the period, and those that were re-priced were
coming off of rates that may have been five, ten or more years old. As the economy grows, shorter-term
lease properties are expected to feel the most immediate positive impacts, while longer-term lease

properties will feel more muted positive impacts, just as they felt more muted negatives.

1 Department of Commerce, Census Bureau.

'® Data from Property and Portfolio Research and presented in MBA’s Q3 2010 Commercial/Multifamily Quarterly
Data Book.

V7 Ihid.
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Figure 6. Year-over-Year Change in REIT "Same Store* NOIs (Q1 2009 - Q3 2010)
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Property Sales
The volume of commercial and multifamily property sales transactions picked up during the quarter,

leading Q3 year-to-date volumes — of $60 billion ~ 82 percent higher than a year before, but still
considerably below levels seen in previous years. Year-to-date sales volumes of retail properties were up
48 percent; industrial property sales were up 59 percent; apartments up 97 percent; and office property
sales were up 122 percent. Recorded prices per square foot were up and cap rates were down. Cap rates
for industrial properties fell to 8.4 percent, from 8.6 percent a year earlier; retail cap rates fell to 7.8
percent, from 8.1 percent; for office properties they fell to 7.3 pereent, from 8.2 percent a year earlier; and

for apartments they fell to 6.7 percent from 7.1 percent a year earlier.'®

The indices tracking commercial real estate prices continue to tell a mixed story, likely driven in large
part by the low property sales volumes and the types of properties changing hands. The Moody’s/REAL
CPPI fell 2.3 percent over the quarter, while the NCREIF TBI fell 7.3 percent. The Moody’s index ended

' Data from Real Capital Analytics and presented in MBA’s Q3 2010 Commercial/Multifamily Quarterly Data
Book.
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the quarter at 57 percent of its peak (2007) value. The NCREIF value ended the quarter at 64 percent of
its peak value. An alternative index from Green Street Advisors shows prices currently at 82 percent of
their peak value, It is important to note that the decline in commercial real estate prices has been

generally in-line with — although lagged from — declines in broader equity markets.”

Figure 7. Index of Commercial/Multifamily Property Prices (2001 Q4 = 100) and the Dow Jones
Industrial Average
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Mortgage Originations

Like property sales, commercial/multifamily mortgage originations have picked up but remained low
compared to pre-recession levels, On Monday we will be releasing the results of our fourth quarter
survey of mortgage bankers originations, which show that fourth quarter 2010 originations were 88
percent higher than during the same period in 2009, and were 63 percent higher than during the third

quarter of 2010.%

' Data from Moody’s Investor Services, National Council of Real Estate Investment Fiduciaries and MIT and
presented in MBA’s Q3 2010 Commercial/Multifumily Quarterly Data Book.

% Mortgage Bankers Association, Quarterly Survey of Commercial/Multifamily Morigage Bankers Originations, Q4
2010 (forthcoming).
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Qutstanding Mortgages

The pick-up in origination activity wasn’t enough to stem declines in the level of mortgage debt
outstanding, as loans continued to pay-off and pay-down more quickly than new loans were taken out.
Commercial and multifamily mortgage debt outstanding declined by $42 billion during the quarter, driven
by declines in loans held by banks (down $30 billion) and in CMBS (down $12 billion). The decline in
the balance of commercial and multifamily mortgage debt held by commercial banks was driven by
declines in the banks’ construction loans, including those for single-family construction, which the
Federal Reserve includes in its totals. A full $22.5 billion of the drop in banks’ holdings was construction
loans, compared to a $7.5 billion decline in loans backed by existing commercial and multifamily

properties.”!

Singe their peaks, the overall balance of loans and leases held by banks and thrifts has fallen by 7.6
percent and the balance of construction loans has fallen by 44 percent, while the balance of income-
producing property mortgages has declined by only 2.4 percent and the balance of multifamily mortgages
has declined by 0.2 percent. There has been far greater stability in the amount of commercial and

multifamily mortgage credit than there has been of credit more broadly.”

' Mortgage Bankers Association, Commercial/Muitifamily Mortgage Debt Quistanding, Q3 2010.
2 EDIC, Quarterly Banking Profile, September 2010.
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Figure 8. Balance of Bank/Thrift Commercial and Multifamily Mortgages and Construction and
Development Loans ($billions)
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The performance of commercial/multifamily mortgages was mixed in the quarter — clearly differentiated
by investor group. The 30+ day (including REQ) delinquency rate on loans held in CMBS continued to
increase during the third quarter, hitting 8.58 percent, a new high for the series. The 90+ delinquency rate
for commercial and multifamily mortgages held by banks and thrifts (and excluding the construction
loans mentioned and included above in the mortgage debt outstanding numbers) rose slightly to 4.41
percent, a high for this recession but lower than the levels seen in the early-1990s. Life companies,
Fannie Mae and Freddie Mac continue to see low 60+ day delinquency rates — 0.22 percent, 0.65 percent

and 0.35 percent respectively - all well below levels seen during the early-1990s.%

* Mortgage Bankers Association, Commercial/Multifamily Mortgage Delinquency Rates, 03 2010.
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Figure 9. Multifamily and Other Commercial Mortgage Delinquency Rates among Major Investor
Groups
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KEY FACTORS AFFECTING COMMERCIAL REAL ESTATE FINANCE
As MBA looks at the commercial real estate finance markets, we see four key factors that will drive the
market in coming quarters; the performance of the broader economy, and property incomes, property

values and interest rates and how they differ from those when properties were last financed.

The Broader Economy

The most significant factor in the performance of commercial real estate markets during the recent
downturn — and in coming quarters — has been and will be the performance of the broader economy.
Vacancy rates at commercial properties rose as jobs were lost, consumers pulled back in spending and
household growth contracted. Likewise, capitalization rates on commercial properties rose {and prices
declined) as investor vields across a range of investment options grew. A key determinant of future
commercial real estate performance will be future economic growth. Stronger job growth — particularly
in the services sector — would translate directly into greater demand for office space, contractions in
vacancy rates and increases in asking rents. Greater consumer spending would drive more demand for

retail space. Conversely, greater strength in the U.S. housing market could bring with it a slower
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recovery for multifamily rental housing, which has been buoyed by renter demand generated by the drop

in the homeownership rate.

Interest Rates, Property Incomes and Values and How They Differ from When the Properties Were Last

Financed

Commercial real estate finance in coming years will also be driven by the similarities and differences
between future conditions and those during which loans were last financed. Even with the recent rise in
the 10-year Treasury, low current interest rates mean that for most properties, today’s mortgage rates are
below the rates currently in-place on any debt the property backs. This is particularly true for 10-years
loans that were made in the early-2000s. The average mortgage coupon on an outstanding CMBS loan
that was made in 2001, for example, is 7.46 percent,” compared to an average coupon offered by life
insurance companies during the third quarter of 2010 of 5.23 percent.” This difference, for however long
it persists, means that a new loan taken out today will generally be less expensive than what might be in

place.

Figure 10. Carrent Commercial Real Estate Conditions Compared to Those of Previous Years
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j“ JPMorgan Securities, Fived-Rate Conduit CMBS Monitor, December 2010.
* American Council of Life Insurers, Commercial Mortgage Commitments, Third Quarter 2010.
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The same is generally true of property incomes. Property markets experienced strong growth in their
fundamentals during the mid-2000s. Even with the recession, median net operating incomes (NOI) for
REITs were higher during the third quarter of 2010 than they had been in 2000, 2001, 2002, 2003, 2004,
2005 or 2006. Properties that were last financed during any of these years are likely to have more income
today than they did when last financed, and are therefore likely — from an income perspective ~ to be able
to support the mortgage payments of a refinance. The amount of income growth diminishes as the year of
financing gets closer to the present, and for most property types the median REIT NOIs in 2007, 2008 and
2009 were higher than they are today, meaning many properties with financing originated in those years
currently have incomes below what was used to support their most recent financing. Depending on the
size of the decline — and the particulars of the property — many of these loans may require income-related

re-sizing when they come due.

The most significant factor at play in today’s market is property values. The number of property sales has
fallen dramatically in recent years, which makes any determination of market value difficult to gauge.
Based on the Moody’s/REAL Commercial Property Price Index (CPP)*, average prices for all property
types ended the third quarter 2010 above the levels they had been up until 2004 — meaning the average
10-year loan maturing in 2011 has seen an increase in value in the underlying collateral. However,
average property prices today are — for most property types ~ below the levels they were at in subsequent
years. From a loan-to-value ratio perspective, many of these properties would likely not support the same

size loan if refinanced today. This is particularly true of loans from 2006 and 2007.

The order of magnitude of the differences between the income and value challenges is also instructive.
Office property prices, as measured by the CPPI, were 30 percent below their peak at the end of the third
quarter, while median REIT NOIs for office properties were just three percent below their peak. As of the
third quarter, the challenge related to property values was clearly far greater than any challenges related to

either interest rates or incomes.

The current dearth of new development activity should help the markets as they rebalance, giving
property owners power in increasing rents and decreasing vacancies, which in turn should support both
property incomes and values. The challenges for the market going forward will be the degree to which

property incomes, values and interest rates rise and where the markets are - relative to where they were

* Moody’s/REAL Commercial Property Price Index (CPPI)
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when the loans were made — when the real boom of maturities occurs in 2015, 2016 and 2017, To the
degree future incomes and values support refinancing the existing debt, loans will mature and roll-over.

To the degree they do not, the existing equity, mezzanine debt and, as a last resort, first lien mortgages

will be resized to fit the future capital stack.

CONCLUSION
The Great Recession has strained commercial real estate markets, as it has strained nearly every part of
the US economy. The long-term nature of the market, in the form of relatively long leases and borrowing

terms, however, has helped moderate the recession’s impact.

Thank you for the opportunity to discuss these issues with you today.
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The CHAIRMAN. Can you—I'd like to start my first question to all
three of you, starting with Mr. Anderson. Has the commercial real
estate market, do you think, hit bottom?

Mr. ANDERSON. From a value standpoint, yeah, I think so. I
think the value indicators would—or price indicators would seem
to indicate that we’ve hit bottom, we’ve bounced along bottom for
roughly a year, for the broad market. As Mr. Parkus mentioned, for
trophy properties, prices have picked up, and that’s gained a lot of
attention. So, I think we have, more or less, hit bottom. But we
also haven’t seen very much in the way of very strong price growth,
at least for the broader market.

The CHAIRMAN. Mr. Parkus.

Mr. PARKUS. I also do believe that the commercial real estate
market—in terms of fundamentals, we have to be careful about
what we’re talking here about. In terms of the rents and vacancies,
those dramatic declines that we’ve seen in the performance of ac-
tual properties, I believe is approaching a bottom. And we will
probably be at a bottom sometime in 2011 or 2012 for most prop-
erty sectors. So, yes, I do believe that that has—we are at a bot-
tom.

I think the bigger question is, “How long do we bump along the
bottom?” as Mr. Anderson was saying.

In terms of price improvements, we have seen dramatic improve-
ments for a relatively small proportion of the commercial real es-
tate universe which focuses really on trophy assets and higher-
quality institutional-quality assets, and relatively little improve-
ment for smaller assets.

The CHAIRMAN. Mr. Woodwell.

Mr. WOODWELL. Echoing some comments that were made, I
think there are many aspects to the commercial real estate mar-
kets. One can look at prices, one can look at the property perform-
ance, one can look at a whole range of different things. And they
move in relation to one another, but not necessarily

The CHAIRMAN. Right.

Mr. WOODWELL [continuing]. In lockstep.

Prices probably are the leading indicator. They were one of the
leading indicators of the decline, and now they’re probably one of
the leading indicators of a return. We have seen some greater
strength there in the last quarter or so.

I think it also is interesting to look at the different types of mar-
kets. So, a primary market, with more institutional investors, is
probably more driven by investor yields and what competitive in-
vestor yields are. Whereas, the tertiary markets are probably more
driven by the fundamental economics of what’s happening in that
market, the job growth, and how those are supporting individual
commercial properties.

The CHAIRMAN. Great.

And back to your question, Mr. Parkus. How long can we bump
along the bottom?

Mr. PARKUS. Well, you know, the—it’s a difficult question. But,
our best estimate is that it will take several years for individual
properties—the cashflow, the net operating income at individual
properties to begin to improve substantially.
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We think that vacancy rates will begin to come down gradually,
probably sometime in 2000—late 2011 or 2012. But, those improve-
ments will tend to be offset by the sort of delay or lagged impact
of declining rents. Declining rents don’t flow through into property
revenues until space changes. And, as space changes, it will change
those rents in the properties. Even as rents are rising—begin to
rise, space will be rolling, in many cases, into lower and lower
rents. So, that will drag the recovery out several years, we believe.

So, property-level improvements are probably a late 2012 or
maybe even 2013 phenomena. I should say, robust, very significant
improvements, which we do believe will ultimately come.

The CHAIRMAN. Mr. Anderson.

Mr. ANDERSON. I would generally agree.

I think you have to look sector by sector. And, really, in the mul-
tifamily sector there’s already some improvement. The lodging sec-
tor has shown some improvement, as well. Lodging tends to be very
volatile and very correlated—highly correlated with the economy.
So, with an improving economy, the lodging sector is one of the
early beneficiaries. The office sector is probably one that we’re the
most concerned about. Office jobs are off by almost 2 million jobs
from the peak in 2007. And it’ll really take quite a while to build
those jobs back up again. So, I think we’re looking at a multiyear
impact in the office market.

The CHAIRMAN. Mr. Woodwell.

Mr. WoODWELL. Echoing that last point, I think by sector is very
important. If you look at the different lease terms, of different
types of commercial properties, you can think of a hotel having, es-
sentially, a nightly lease; self-storage having a monthly lease;
apartment buildings, generally, a year-long lease. The longer the
lease term, the more muted the impact of the downturn in the re-
cession, but also, then, the more muted the impact in the upturn.
So, as a result, hotels and multifamily, which saw the impacts most
immediately, are also seeing the positive impacts most imme-
diately.

The CHAIRMAN. Thank you.

Mr. McWatters.

Mr. MCWATTERS. Thank you, Senator.

Following up on Senator Kaufman’s comments, it doesn’t sound
like any of you see a double dip—a serious double dip in CRE with-
in the next few years.

Mr. Anderson.

Mr. ANDERSON. No, that’s not a big feature of our outlook. It’s
always possible.

Mr. MCWATTERS. Okay.

Mr. ANDERSON. And, you know, external events can drive the
economy back into recession, as we’ve seen with the debt crisis in
Europe. But, that’s not a major part of our outlook.

Mr. MCWATTERS. Okay.

Mr. Parkus.

Mr. PARKUS. No, I don’t see anything like that. It would have to
be driven, again, by some extraordinary surprise on the downside,
which is economywide.

Mr. MCWATTERS. Okay.

Mr. Woodwell.
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Mr. WOODWELL. And, again, I think the market’s being driven
very much, now, by the economy. Where the economy goes, so will
the return of the commercial real estate markets.

Mr. MCWATTERS. Okay.

What about a spike in interest rates over the next year or so?
How would that affect your outlook?

Mr. ANDERSON. An outright spike would definitely have an im-
pact on real estate, especially bank lending in real estate. There’s
a large amount of floating-rate debt. On the construction side, it’s
pretty much all floating-rate. So, the low interest rates have defi-
nitely benefited borrowers and lenders, from the standpoint of
avoiding some of the distress that could crop up in that segment.
And also, in the broader commercial mortgage market, I think. For
banks, about half is floating-rate and half is fixed-rate; it depends
on the bank. But, those are probably pretty good rough figures. So,
a surge in interest rates could have a negative impact on bor-
rowers’ ability to pay.

Mr. MCWATTERS. Okay. Okay.

Mr. Parkus.

Mr. PARKUS. I agree with Mr. Anderson. I think that rising inter-
est rates do pose a nontrivial threat to commercial real estate, es-
pecially if the rate increases are significant.

I'd also say that it depends on what drives the interest-rate in-
crease. As someone on the previous panel made the very good
point, if rate increases largely reflect a buoyant economic condition,
where the Fed is trying to sort of rein in, you know, surging eco-
nomic activity, that would be one scenario. And I think the—that
type of rising interest rate would be less problematic. On the other
hand, today there’s a lot of concern about future inflation through
commodity price inflation. And I think that fear can get embedded
as—in interest rates, as well, as it—we—it appears to be in long-
term interest rates, already.

So, it really depends on whether the interest rates are—at the
short end or the long end are rising, and what the source of the
push upward is.

Mr. MCWATTERS. Okay, fair enough.

Mr. Woodwell.

Mr. WOODWELL. One additional point is, it sort of is relative to
the interest rates that are in place. So, if you think of the different
cohorts of loans, loans that were made in the—2001/2002 that
might be coming due now, they were made at points with relatively
higher interest rates than we’re experiencing right now. So, they've
got a bit of a cushion. As you get to 2004, say, the interest-rate en-
vironment there was much lower. So, loans that'll be maturing—
10-year loans maturing from 2004, say, in 2014, they’ll have much
less of a cushion for current interest rates, and, as a result, future
higher rates would have more of an impact on them.

Mr. MCWATTERS. Okay. So, it sounds like the three of you antici-
pate a slow recovery of the CRE market over the next few years.
May I assume from that, that you do not see the basis, the need
for a TARP-2, an RC—RTT—RTC-type structure or any other gov-
ernment source funds to bail out these financial institutions or
CMBS holders?

Mr. Anderson.
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Mr. ANDERSON. I don’t know about the outright need. It would
certainly have an impact. If there were—if there was an RTC es-
tablished all over again, it would help clear the market of troubled
debt that much more rapidly. But, it would also have a cost and
an impact.

You know, part of the corollary would be a significant increase
in the rate of bank closures; whereas, what we’ve been seeing is a
high rate, but a—really a process of working through problem
banks. And so, it would have an impact on the market. You'd
have a sharp drop in prices, and it would come at a great cost. But,
you would have—what we had in the early ’90s was a market that
cleared and then, actually, rapid growth after that, in the later half
of the 1990s.

So, absent an RTC, our outlook is for pretty much more of the
same as what we’ve been experiencing for the last couple of years,
just really stretched out over quite a long period.

Mr. MCWATTERS. Okay.

My time’s up. I will continue with this next time.

The CHAIRMAN. Thank you.

Superintendent Neiman.

Mr. NEIMAN. Thank you.

During my opening remarks, I referenced the multifamily hous-
ing as a category of CRE; the impact that properties may deterio-
rate as rental income is diverted from maintenance to debt service,
with the impact of renters possibly losing their homes. How do you
all assess the impact of the CRE situation on multifamily housing?

Mr. ANDERSON. Well, ’'m—for us, we focus on bank loan perform-
ance very closely. And, probably simply put, the delinquency rates
on bank multifamily loans have been highly correlated with the de-
linquencies on commercial mortgages. So, if the question is, “Do we
see multifamily as a commercial real estate type?” I'd say, yes. The
correlation is very high there.

Mr. NEIMAN. Mr. Woodwell.

Mr. WOODWELL. It’s interesting, if you look at what’s been hap-
pening with the homeownership rate, every percentage-point drop
in the homeownership rate means, essentially, a 3-percent increase
in demand for rental housing. So, with the drop in the homeowner-
ship rate, we've actually seen a large surge, essentially, in demand
for rental housing. A lot of that is for single-family housing—rental
h01111sing, but also a fair amount going into the apartment sector, as
well.

So, notwithstanding the fact that the apartments do have those
annual leases that turn, and turned over the course of the reces-
sion, the multifamily sector, the apartment sector, has been among
the better-performing of the different commercial real estate sec-
tors, in terms of fundamentals. And that has sort of rolled over to
generally good performance in many of the different investor
groups that lend money for multifamily mortgages. The one excep-
tion there is, in the CMBS market, the multifamily mortgages do
have a delinquency rate that’s well above many of the other prop-
erty types.

Mr. NEIMAN. Well, as a result, and with increased demand for
rentals due to the mortgage crisis, do we face a shortfall in avail-
able rental properties?
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Mr. WOODWELL. A lot of folks have studied that. We've looked
into some of those numbers, as well. It does appear that, with—
the vacancy rates are still at relatively high levels. So, even with
that demand, the vacancy rates remain high. We'll see, as those
start to get burned through, how much of a demand is there.

Mr. NEIMAN. Are there ways that bankers and borrowers are
working together, possibly with local or state housing finance au-
thorities, to ensure that tenants and living conditions are not nega-
tively impacted by the CRE crisis?

Mr. WOODWELL. I guess I would just put out there that the
servicer and the lender, themselves, often have some of the great-
est stake in making sure that that property maintains its ongoing
operations and value. So, they’re working very closely, in those sit-
uations, to keep those properties operating well.

Mr. NEIMAN. Mr. Parkus, are there any unique issues that
should be highlighted in distinguishing multifamily properties from
other CRE?

Mr. PARKUS. Well, I think there are. You know, our outlook for
multifamily is dramatically better than for other sectors, in the
near term. As some of my colleagues have mentioned here, the
state—the restricted state of credit for the single-family housing
sector has redirected much of the new family formation process to
multifamily. And we’ve seen dramatic improvements in vacancy
rents—vacancy rates, dramatic improvements in rents, over the
last just 3 to 6 months. We think that that will continue, that the
medium-term demographics look very good.

In terms of the very stressed operating environment that we’ve
just come through, and the impact on residents in these properties,
I would also very much agree that the absolute most important ob-
jective of special servicers is to make sure the properties do not de-
teriorate, to the extent that they have any control over that. And
they do, generally. Keeping enough cashflow to keep up mainte-
nance and other property expenditures is very, very high; other-
wise, the value of the property deteriorates.

Mr. NEIMAN. So, your confidence in servicers of commercial prop-
erty mortgages, as opposed to residential mortgages, you

Mr. PARKUS. 'm not familiar

Mr. NEIMAN [continuing]. Think—oh. But, you did indicate a
level of confidence, with respect

Mr. PARKUS. I do believe

Mr. NEIMAN [continuing]. To the ability:

Mr. PARKUS [continuing]. That that is a very high priority, yeah.

Mr. NEIMAN. Okay. Appreciate it.

The CHAIRMAN. Thank you.

Dr. Troske.

Dr. TROSKE. Thank you.

I guess I want to sort of look back and ask some—a somewhat
more philosophical question about price movements and what oc-
curred in the commercial real estate market over the early part of
the decade. You know, it’s often been characterized that there was
a bubble in the commercial real estate market. As many econo-
mists, I sort of struggle to know what that means, because—some-
thing that I can look back and name is not a particularly useful
concept. I like to be able to know what it is before it occurs.
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Recently, economist Casey Mulligan, in his New York Times col-
umn, has presented data suggesting that, relative to 2000, invest-
ing in commercial real estate actually fell, in real terms, which is
not what you’d expect in a bubble, and then much of the price in-
crease was being driven by sort of a competition for resources that
were flowing into residential markets and driving up the price of
land and the price of labor and the price of other inputs into—in
the production.

I'd like the three of you to comment. I mean, do you—would you
characterize it as a bubble? Is it—was it—were changes in prices
reflecting what was going on in the housing market? Or was there
just some overly optimistic investors in commercial real estate
that’s—that were driving all of this?

And we'll start with—actually, we're going to start with Mr.
Woodwell, since—you know, we’ll start at the other end——

[Laughter.]

Dr. TROSKE [continuing]. Just to be fair.

Mr. WOODWELL. It’s a great question. And trying to understand
that, I think, is really important to trying to understand what the
commercial real estate markets and other markets have been going
through.

If—one thing—the—we include in our written testimony is look-
ing at commercial real estate prices, relative to the Dow-Jones in-
dustrial average. And the same type of increase. If you look, during
that period, you saw increases in a whole variety of different in-
vestment forms and a variety of different commodities, et cetera,
during that runup period. Absolutely, construction costs were high
during that period, and rising.

When one looks at the property performance, property perform-
ance was very strong. When one looks at the mortgage perform-
ance, the mortgage performance was very strong in that preceding
period. So, I think that it did lead to a lot of optimism that folks
probably wish that they could rewind a little bit right now.

Dr. TROSKE. Mr. Parkus.

Mr. PARKUS. I would say that there was a bubble. And I would
say—you know, I can’t define a bubble, or I can’t do it here—but
I would say that there was—you know, what we saw in the early
part of this decade—and let’s not forget, commercial real estate
went through a sort of mini downturn in 2001/2002, and really
didn’t come out of that until sometime in 2000—late 2003 or 2004.
And, because of that, we saw relatively little overbuilding in this
time around. Now, overbuilding was beginning to show its sort of
ugly face in 2006 and 2007, but was cut off very quickly in 2008.
So, we owe the previous downturn, you know, a just drove of
thanks to keeping the overbuilding away this time.

However, what we did have, in coming out of the last downturn,
was extraordinarily low interest rates, as we have right now. And
extraordinary low interest rates drove many investors to demand
into riskier and riskier products. We also had a tremendous in-
crease in the size of the—of pools of so-called “hot money” in inter-
national financial markets, seeking yields wherever.

All of that—and all of those conditions, I think, came together to
create bubble-like conditions, not only in commercial real estate,
but across the spectrum, in terms of leveraged loans, in terms of—



163

across all credit products, in terms of corporate bonds. We saw a
loosening of lending standards, driven by a loosening—really driv-
en by a loosening in what investors would accept. The demand for
yield was dramatic and was driving—really drove the decline in
lending standards. In normal conditions, investors don’t put up
with that. But, in those in kinds of condition, with extraordinarily
low interest rates, investors were amenable to almost anything.

Dr. TROSKE. Mr. Anderson.

Mr. ANDERSON. Yeah, that—although—quite a few comments.

I think it was a bubble. In terms of a definition of a “bubble,”
it’s probably—maybe one definition would be a rapid rise that’s
really unsustainable. Now, whether you would know that it was
unsustainable at the time, or not, may be something else. But, cer-
tainly one feature of the price increase that occurred during that
period was that it was almost all based on pricing, as opposed to
income. The way real estate is generally—real estate prices are
generally thought of is—in terms of an income stream that’s cap-
italized. That has—and capitalization rates came way down during
that period, and that drove almost all of the increase. So, really,
net operating income grew a little bit, but not really that much.
And it was almost all from declining capitalization rates, or cap
rates.

How did the cap rates come down? Well, a big part of it was the
availability of financing. So, very liquid debt markets very much
contributed to declining cap rates. If you had to pay all cash for a
property, you’d have a very different standard for what sort of price
you would pay. Whereas, if you can borrow ever greater amounts,
which borrowers could heading into the boom, you know, you can
pay ever higher prices and still hit a return, as long as you can add
more debt.

And, you know, one other feature factoring into the availability
of debt was that—it was sort of self-perpetuating, but the great li-
quidity in the market and good cashflow performance helped keep
delinquency rates very low. So, it appeared—from a lender stand-
point, it appeared to be a very safe, you know, low-risk area to be
lending in. And so, I think those factors really played together.

One item I was going to add is, I remember vividly, in 2006, see-
ing an investor presentation, a very credible argument for why cap
rates could be 5 percent, or even lower, and that that was very—
that was sustainable. And I went in as a disbeliever, and came out
not exactly being a believer, but having been impressed, anyhow,
by the argument. So, in hindsight, certainly we know that it was
a bubble. At the time, there were some very credible players that
had good arguments as to why pricing could remain where it was
at.

Dr. TROSKE. Thank you.

The CHAIRMAN. Thank you.

I'd like each of you to comment on when you expect to see the
majority of losses from defaults.

Mr. Woodwell? In the commercial real estate market.

Mr. WooDWELL. We don’t have any models that would predict
that. I do think, based on the loan maturity survey that we’re

The CHAIRMAN. Right, that’s what I was
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Mr. WOODWELL [continuing]. Looking at there, as folks have dis-
cussed, there is, sort of, the income perspective on things, and then
the maturity perspective, and which will be driving those. The dif-
ferent investor groups have very different maturity profiles so that,
if there is a maturity issue facing mortgages, different investor
groups will see them at different times. The multifamily investors,
some of those loans—FHA, for instance, have a 40-year maturity.
You work back, life insurance companies, 10-year, typically; CMBS,
5, 7, 10; and then, credit companies, banks would have a shorter
term.

So, to the degree one’s focused on maturity, one would look at
those

The CHAIRMAN. Right.

Mr. WOODWELL [continuing]. Those schedules. To the degree
one’s focused then on income-driven, then we’re probably back to
the discussions of different property types having very different sit-
uations, where, for instance, hotel and multifamily—those are
shorter-lease terms—have probably seen the bulk to the hit to their
NOI and are starting to see a rebuilding of those. Whereas, the
longer-lease-term properties weren’t as dramatically hit by the
downturn, in terms of their bottom lines, but then, likewise, won’t
see quite as quick of a rebound.

The CHAIRMAN. Mr. Parkus.

Mr. PARKUS. I think it depends on the location or the investor
base. In CMBS, we are beginning to see losses ramp up very quick-
ly now. It depends on the investor base, because it depends, really,
on whether—the extent to which problem loans are pushed out, ex-
tended, and how long that process lasts. In CMBS, there will be a
combination of loan extensions and foreclosure and liquidations.
Losses are already ramping up very quickly now. We expect losses
to remain high for this year and through next year. The difference
is, is that the sources of losses in the nearer term are from term
defaults—what we refer to as term defaults, where properties sim-
ply can’t make the mortgage payments and are foreclosed and lig-
uidated. And sometime in 2012/2013, that will come more from ma-
turity-related defaults.

On the bank side, it really is a question about, I believe, when
banks seriously begin to deal with the problem loan portfolios.
It’s

The CHAIRMAN. And, when

Mr. PARKUS [continuing]. Hard to say.

The CHAIRMAN [continuing]. Do you think that will be? Yes. I
mean, no one knows. I'm

Mr. PARKUS. I think, within a couple of years. I think that the
regulators that we heard from today are right, that as soon as
banks have the wherewithal—individual banks have the financial
wherewithal to deal with these problems, they are being forced to
deal with them. But, it will also be dragged out, because many
banks do not have that wherewithal today.

The CHAIRMAN. Mr. Anderson.

Mr. ANDERSON. Actually, yeah, we do model it for banks. And
we've done quite a few calculations, ourselves, to try to estimate
what the ultimate losses will be for banks, and how far along they
are through the charge-off process. By our estimates, banks, in ag-
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gregate, including large and small banks, are through 50 to 60 per-
cent of the charge-offs on commercial real estate loans—on de-
faulted commercial real estate loans. So, you know, we’re past the
halfway point, but there’s still quite a bit more to come, we think.

The earlier panel noted that banks have been provisioning less
over the last few quarters. You can kind of take that as a—two dif-
ferent ways. You could take it—the glass-half-full interpretation
would be that banks see the light at the end of the tunnel and feel
less of a need to add to loss allowances. The converse would be
that—and I do think there is something to that—but, the converse
would also be that, I think, there’s intense pressure in the—
among—in the bank sector, to maintain capital. And so, the—to the
extent that you can stretch your losses out, you certainly boost
your capital in the near term. And I think that’s another feature
of what’s going on.

So, there’s certainly an incentive to work through the problems,
but banks have been doing it for the last 2 or 3 years, and, you
know, and given that they’re past the halfway point, I think, we’ll
be at it for at least another couple of years, probably.

The CHAIRMAN. Thank you very much.

Mr. McWatters.

Mr. MCWATTERS. Thank you.

Let’s continue with the TARP-type structure, TARP-2. Mr.
Parkus, do you think it would be critical that Congress provide
more money to bail out financial institutions, due to their CRE
loans?

Mr. PARkKUS. That gets to an area, really, outside of my domain.
I guess I don’t feel that I have—you know, that I should be speak-
ing to a question about—sort of really addressing how to deal with
banks. My expertise is in commercial real estate. If I understand
your question.

Mr. MCWATTERS. Okay. Fair enough.

Mr. Woodwell.

Mr. WoODWELL. And, I apologize, I don’t think I have the ade-
quate knowledge to address that adequately.

Mr. MCWATTERS. Okay. Well, I mean, my question is, Can these
banks work through CRE problems by themselves, or do they need
assistance—the small banks and the large banks, both?

It sounds like, when I heard the answer to your first questions,
is that, you know, given a few years, things will turn out okay. It’s
going to be rocky for a while, but it’s going to turn out okay. And
that would lead me to believe, as the regulators said, there’s really
not a need for an RTC, a TARP-2, or something along those lines.

Mr. WOODWELL. I——

Mr. MCWATTERS. Does that help?

Mr. WOODWELL. I guess I—I think I do understand what you're
getting at. I think that an RTC, traditionally, is for the liquidation
of loans out of banks, in receivership.

Mr. MCWATTERS. Yes.

Mr. WooDWELL. Now, does it make sense for regulators, the
FDIC, to consider an RTC solution for the large number of loans
that they are taking in from failed banks? They should certainly
consider it. It’s another form of securitization. And, quite frankly,
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that is what gave rise to the CMBS market in the first place, in
the early 1990s.

On the other hand, you simply have to look at the cost-benefit
analysis, according to how much they can get by liquidating loans
in the way that they are currently doing. And, [—it’s difficult for
me to know—to make that cost-benefit analysis. I would certainly
think that it’s—it is a potential outlet. Whether or not it is more
cost-effective than the current disposal methods, I don’t know.

Mr. MCWATTERS. Okay. Okay.

Help me understand, since you—all three of you think the mar-
ket will turn around in the next few years, taking the approach of
simply extending loans, today, at favorable rates—we have low in-
terest rates, on a short-term basis—and rolling those, versus a full-
tilt restructuring, refinancing, writedown, impairment of capital,
recognition of tax cancellation indebtedness income, and the like.
When is that appropriate to use one of those approaches, and when
is it appropriate to use the other approach?

Mr. Anderson.

Mr. ANDERSON. Well, I—in one sense, I think you have to look
at it loan by loan, borrower by borrower, property by property.

You know, for the lender, the ultimate metric probably has to be
what sort of loss they expect to take. So, whether it would be better
to—if they need to take a loss now versus potentially taking a loss
down the line. And, you know, if lenders are of the general view
that the markets are gradually improving, then, at least in cases
where they think that the borrower ultimately will get right-side-
up again and be able to, ultimately—or keep current on payments
and ultimately repay the loan, then that’s a sound strategy, as long
as it works out.

In cases where the bank doesn’t really think that that’s too like-
ly, then it wouldn’t really be appropriate, and especially if they
think that there’s, for whatever reason, the likelihood that the
value recovered a year or 2 or 3 from now would be lower than it
might be now, then certainly it makes more sense to put the pres-
sure on now and try to deal with the loan—deal with that problem
sooner.

In terms of modifications and charge-offs, again, that has to do
with whether or not the bank, after their analysis, deems that to
be a better outcome than outright foreclosure or rolling the loan
over. I should add also that, you know, per the guidance in 2009,
banks can’t just roll over a loan if it’s not otherwise performing.
So——

Mr. MCWATTERS. Right.

Mr. ANDERSON [continuing]. So the borrower does have to be cur-
rent in order to even quality for that.

Mr. McWATTERS. Right. And there could be some incentive to do
that, not so much because that loan, in 2 or 3 years, is going to
be in the money, but that the institution itself may be stronger in
2 or 3 years, and able to absorb a loss in 2 or 3 years.

So, Mr. Parkus.

Mr. PARKUS. Well, you know, I basically agree with that. I would
add that, you know, if you have a borrower, with a loan that is,
let’s say, an 85 LTV in the market—in order to refinance, the cur-
rent market is a 70 or 75 LTV sort of maximum LTV—that cer-
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tainly makes sense, as long as you believe the borrower is—has
good intentions, as long as the property is liked—likely to improve,
as opposed to deteriorate. There are many cases where we think
extensions make a lot of sense.

But, there are many cases where we think that extensions clear-
ly do not make a lot of sense. There are many loans out there that
are not 85 LTV in today’s environment; they’re 120 or 130 LTV.
These loans will not be viable in the future under any reasonable
scenario. And there are many out there like that, many that were
overlevered to that degree. When you—that’s what happens when
you have a 40- or 50-percent price decline and the original LTV on
the loan was not 70, but was 90 or 95, you get into those situa-
tions. So, in those cases, we think that that is not a good approach.

Mr. MCWATTERS. Okay. That’s helpful.

I'm way over my time. Sorry.

The CHAIRMAN. Superintendent Neiman.

Mr. NEIMAN. Thank you.

I find interesting, and hopefully constructive, to make some com-
parisons between the CRE crisis, as well to the residential mort-
gage crisis. And when you hear about the factors that contributed
to it—investors seeking higher yield, weak underwriting, low eq-
uity, over-leveraging, too much focus on collateral—lots of similar-
ities, until you get down to the comparison, that on the residential
side, a high evidence of borrowers who clearly did not understand
the product they were getting into, less sophisticated in efforts by
either brokers or lenders to take advantage of those borrowers.
This, I don’t see on the commercial real estate side. We have some
of the most sophisticated developers in the country.

Can you speak to this issue and are there lessons to be learned
in making comparisons or contrasting differences?

Mr. PArRkUS. Well, yeah. I would say that, for the most part, on
the commercial real estate side, apart from really small loans—say,
owner-occupied loans, in bank portfolios—certainly what we see in
CMBS, we deal with borrowers, for the most part, that are fairly
sophisticated.

And the transparency. One of the huge differences, I think, be-
tween residential and commercial, is the—simply the degree of
fraud that was out there. There was a lot of opacity in the residen-
tial side, and there was a lot of outright fraud. I would say, in
CMBS, it was not a case of outright fraud, for the most part.
There’s—you’ll always be able to find, you know, a small number
of loans that had questionable this or that. But, we are not here
because borrowers did not understand—or, I should say, investors
did not understand the nature of the loans that were being made.
I think we were all guilty, in the sense that very bad loans, clearly
that should not have been made, were made.

Mr. NEIMAN. So, is the same euphoria, that real estate prices,
whether residential or commercial property, will always go up

Mr. PARKUS. Yes. Yes, certainly that was that case. I think it had
been so long since we had seen—I think the idea that rising prices
just validates—rising price—the idea that prices will always rise
just gets built into a mentality. And when you need—when
youre—when you have—as an investor, you need to reach certain
debt hurdles, you’re willing to cut corners, you're willing to believe
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that, “Well, I—maybe this will perform, maybe this clearly inad-
equate loan”—and then the next time, “Maybe this even worse-
quality loan will perform.” And it’s sort of a—you get swept away
along those lines.

Mr. NEIMAN. Mr. Woodwell, your organization sees this from
both the commercial and the residential side.

Mr. WoODWELL. I might draw a greater distinction between the
motivations for purchasing a home and for investing in an income-
producing property, that an investor, someone purchasing an office
building, a shopping center, is looking for that—looking at that as
an investment, as something that’s going to both throw off income
and, essentially, get dividends through those income payments in
the degree to which the income exceeds any mortgage payments;
and then also is looking for a capital gain. And the degree to which
an investor is driven more by a capital gain and, sort of, height-
ened expectations there, versus the income of the property, that
can lead to those prices exceeding the growth of the incomes, which
is probably something that we saw during the ’05, 06, 07 period.

But, that being said, I do think that one needs to be careful that
there are very different motivations between those who are pur-
chasing homes and those who are purchasing commercial real es-
tate.

Mr. NEIMAN. Mr. Anderson

Mr. ANDERSON. Yeah, I got a couple comments that—I'd agree,
I don’t think there was a subprime element of—in the commercial
real estate market. And, as you pointed out, they are generally so-
phisticated borrowers that understand, you know, the terms of
what they're agreeing to.

Mr. NEIMAN. Are they so sophisticated that they took advantage
of the system with little equity?

Mr. ANDERSON. There might have been some of that going on,
sure. You know, if you’re looking at it, thinking, “Gosh, I can
squeeze some more dollars out of this by adding more leverage,”
you can understand how people might get into that. The irony is
that, with ever higher prices, the sense of risk was diminished. So,
the pricing of risk went way down, and yet, actually, that was
when risk was the highest. So, the higher the prices went, the
greater the real risk, but the lower risk pricing actually went.

Mr. NEIMAN. Well, thank you.

The CHAIRMAN. Dr. Troske.

Dr. TROSKE. Thank you.

A number of you have made a distinction between sectors of the
commercial real estate market, in a number of your comments. And
I guess I wanted to explore that a little more.

I'll start with you, Mr. Parkus. You made a big distinction be-
tween financing trophy properties and other smaller properties, or
the difference in performance of financing, going back into commer-
cial properties. And, I guess, what are some of the—you know,
what are the differences that are producing this—in these two
types of markets, that are producing these different performances?

Mr. PARKUS. Well, I think the big difference is in the price per-
formance. We’re seeing trophy properties and institutional-quality
properties appreciate at a much more significant rate than smaller
properties. And I think that that is, you know, largely the result
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of, you know, institutional investors. When institutional investors
come in and look for higher-quality properties.

There’s been a tremendous interest, from institutional investors
all over the world, in the U.S.—high-quality U.S. commercial real
estate properties. Smaller properties are typically outside of their
purview. They don’t invest in small multifamily—for the most part,
small multifamily properties, in Dallas, say. They invest in large
office properties in gateway cities.

So, there is—what my point was, is that there is a very signifi-
cant bifurcation going on between the haves, the very best, and,
kind of, the have-nots, which is more the—a very large portion of
the commercial real estate sector is.

Dr. TROSKE. And listening to your comment, it does seem like
you indicated that the difference was reflecting the fact that these
trophy properties were seeing a greater appreciation in price. So,
there should—a reason for why they have an easier time getting
financing, not just some dream of owning a office building in Man-
hattan.

Mr. PARKUS. They have an easier time getting financing, because
there is, intrinsically, greater demand for those types of assets,
from large, well-capitalized investors. If there is—if you have an
asset for which there is a lot of interest, lenders will be very inter-
ested, as well.

ll)lr. TROSKE. Mr. Anderson, you've sort of commented on that, as
well.

Mr. ANDERSON. Yeah. Well, I'd pick up on the demand-for-tro-
phy-properties argument. I think that’s true. What you tend to see
in a market downturn with lower rents is occupants—occupiers of
space being able to move up the quality of space at roughly the
same rent that they were paying. So, they may move from what’s
called B space in the—B-quality space in the office sector, up to A
space, with little or no increase in rent. So, they take advantage
of those price declines—or rent declines.

The way that works—and so, how that benefits the trophy prop-
erties is that they tend to remain full; whereas, the B properties
and then C properties experience even greater vacancies as people
move out of those spaces and into higher-quality properties.

Dr. TROSKE. Mr. Woodwell—and you focused primarily on the
difference between, sort of like, commercial properties and develop-
ment—construction. And so, give me a little—I mean, and that
seems to be much of the difference between your point—your view
of the market and some of the other views we’ve heard. And so, can
you, sort of, maybe, expand on that a little?

Mr. WOODWELL. Sure. And I think the—first, it sounds like ev-
eryone is peeling off the construction activity, particularly that that
had to do with single-family construction activity that’s driving a
lot of the numbers that we’ve seen, in terms of chargeoff rates, de-
linquencies, in that broader CRE category.

In terms of, then, the distinction between, sort of, primary, sec-
ondary, tertiary market, I think what you have there sort of makes
sense. If you think about it as primary markets, you'll have hun-
dred-million-dollar investments; tertiary markets, you’ll have
$500,000 investments. And that the large institutional investors
who are drawn to those hundred—hundred-million-dollar invest-
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ments, it would take a whole lot of tertiary market investments to
get to one of those major market investments. So, that there—there
is a natural break, with more local investors playing in those
smaller primary—or secondary and tertiary markets; more of the
large international institutional players playing in those primary
markets.

I think also, if you think about the course of the credit crunch
in the recession, the credit crunch probably had more of an im-
pact—which came first—probably had more of an impact on those
large international institutional investors. And then the recession
probably had much more of an impact on those local. So, slightly
different impact, slightly different forces at play amongst those dif-
ferent players.

Dr. TROSKE. You wanted to——

Mr. PARKUS. There’s one additional factor, I think, that we could
mention here. And that is the—sort of, emphasize the demand from
lenders. The ultimate lenders, in many cases, are not the banks,
but investors in CMBS. And investors in CMBS have a strong pref-
erence for high-quality assets, when you can get them. So, that
tends to drive—you ask, “Why would lending focus on trophy assets
Verﬁus smaller assets?” I think that that is—and large banks, as
well.

Dr. TROSKE. Thank you.

The CHAIRMAN. Well, that concludes our meeting.

I want to thank you for your—for being here today and for your
excellent testimony and dealing with our questions.

Also want to take a moment to thank a member of our profes-
sional staff. We’ve had 27 hearings, and every one of them has
been organized by Patrick McGreevy, including nine field hearings.

Patrick, we appreciate all your terrific work, on behalf of the
panel. And I want to thank you, for the panel, for your good work.

We'll leave that hearing record open for 1 week, in case there are
any questions. This is not our last hearing. So, until the next time,
which will be our last hearing, this hearing is adjourned.

[Whereupon, at 12:40 p.m., the hearing was adjourned.]
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