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Green Shoots or An Old Shoe? 
The Risk and Opportunities in Commercial Real Estate Debt
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But Delinquencies Are Soaring 
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Panic Has Subsided: CMBS Spreads Tightened

Green Shoots or An Old Shoe? The $3.5 Trillion Question!



CRE Mortgages Outstanding CRE Mortgages % GDP
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The Unpleasant Truthé Over-leverage 

Source: The Federal Reserve

Avg before 2002: 16.22%

Total Increase: $1,615 billion 
Expected: $442 bn
Excess: $1,173 bn



CRE Value Outpaced NOI 
Growth

Driven by Frothy Lending
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Driven by Frothy Lending and Valuation  



Excessive Liquidity
Led to Record Low Cap 

Rate*

JHP Capital

·Increasing Leverage

·Decreasing Financing 
cost

·Higher growth 
assumptions/pro 
forma underwriting

5

What Happened between 2003 and 2007?

* Assume 5% LIBOR, 15% ROE, and 2% 
NOI growth.

LTV 3.00% 2.50% 2.00% 1.50%

50% 9.50% 9.25% 9.00% 8.75%

60% 8.80% 8.50% 8.20% 7.90%

70% 8.10% 7.75% 7.40% 7.05%

80% 7.40% 7.00% 6.60% 6.20%

90% 6.70% 6.25% 5.80% 5.35%

95% 6.35% 5.88% 5.40% 4.93%

Funding Costs (S+)



Cap Rates Are Rising NOI Is Falling
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The Double Jeopardy

Sources: NCREIF and ACLI. 



How Bad Can It Get?
Trough Valuation by NOI and Cap Rate Change

Cap Rate 

Peak: 2007
2Q09 

NCREIF
2Q09 
ACLI

2001 
Stress

ACLI Avg/91 
StresssACLI Avg+1 Std

NOI Change NOI 5.40% 6.4% 8.50% 9.1% 9.50% 10.7%

0 5.4 100 84 64 59 57 50 

-5% 5.1 95 80 60 56 54 48 

-10% 4.9 90 76 57 53 51 45 

-15% 4.6 85 72 54 50 48 43 

-20% 4.3 80 68 51 47 45 40 

JHP Capital 7

Source:  JHP Capital



Potential Value Decline Makes 05-08 Vintages Vulnerable
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Debt Maturities Will Cause Balloon Defaults
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CMBS and Banks Financed Most 
Growth Between 2002 and 2009

$3.5 Trillion CRE Mortgage 
Market

JHP Capital

10

Who Will Finance American Real Estate 
Tomorrow? 

Source: The Federal Reserve
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Stressed Bank & S&L 
CRE Loan Losses

CRE Losses Could 
Decimate Banks and S&Ls

JHP Capital

-

100.0 

200.0 

300.0 

400.0 

500.0 

600.0 

700.0 

Charge 
Off-CRE 
Loans

2Q09 
ACLI 
Cap 
Rate

2001 
Stress

ACLI 
Avg/91 
Stress

ACLI 
Avg Plus 

1 Std

$
 b

n

0%

2%

4%

6%

8%

10%

12%

2Q2009 2Q09 
ACLI 
Cap 
Rate

2001 
Stress

ACLI 
Avg/91 
Stress

ACLI 
Avg 

Plus 1 
Std

T
ie

r 
1

 C
a

p
it
a

l 
R

a
ti
o

11

Banks and S&Ls Wonôt Come to the Rescueé

Sources: JHP Capital and the FDIC



What Will It Take to Get CMBS Restarted?

JHP Capital
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·Confidence in ratings, valuation, structure, etc.

·Fall in risk premium (and volatility), relative to 
mortgage spreads

·Availability of warehouse funding/risk hedging 
mechanism
¹ TRX (traded on 9/14) is a big plus for warehouse hedging, but 

there is still no funding mechanism yet

·Other Road blocks
¹ Risk retention

¹ Consolidations

¹ Gain realization



Levered Term Funding Helps AAA Spreads
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· Term Asset Backed Securities 
Loan Facility
¹ Term, 15% HC, S+100 bps
¹ AAA rated only
¹ Super senior only
¹ Maturity: March 2010 for seasoned; 

June 2010 for new issues

· Helping super senior AAAs, 
especially short AAAs
¹ Sentimental benefits: Mezz and sub 

bonds also rallied

· No impact on new issues market yet
¹ No warehouse funding/takeout
¹ More attractive financing from 

unsecured markets for rated REITs --
$17 billion notes issued

¹ Wide bid -ask gap in the mortgage and 
CMBS market
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TALF Is Helping, Buté

Margins 2.00% 1.00% 0.30% 0.05% 0.03%

30% 5.83% 5.13% 4.64% 4.46% 4.45%

20% 4.55% 3.75% 3.19% 2.99% 2.97%

15% 3.91% 3.06% 2.47% 2.26% 2.24%

10% 3.28% 2.38% 1.75% 1.52% 1.50%

3% 2.38% 1.41% 0.73% 0.49% 0.47%

2% 2.26% 1.28% 0.59% 0.34% 0.32%

Funding Costs

Required AAA Spread for 15% ROE



Good Credit Performance 
Expected for New Mortgages

Still Attractive Spreads for 
CMBS Dupers

JHP Capital
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The Crisis Generates Good Opportunities

Source: JHP Capital
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