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Chapter 28:

Commercial Mortgage-Backed Securities

Introduction

A. Commercial mortgage-backed securities (CMBS) represent an interesting de​parture from residential MBS

1. With residential MBS, the underlying collateral is loans on residential properties (1 to 4 units)

2. With CMBS, the underlying collateral is loans on:

a. Retail properties

b. Office properties

c. Industrial properties

d. Multifamily housing

e. Hotels

3. Unlike residential mortgage loans, commercial loans tend to be “locked out” from prepayment for 10 years
4. Counterbalancing the reduction of prepayment risk for CMBS is the increase in default risk
II. THE CMBS DEAL

A. CMBS Formation

1. A CMBS is formed when an issuer deposits commercial loans into a trust
2. Issuer then creates securities in the form of classes of bonds backed by the commercial loans
3. As payments on the commercial loans (and any lump-sum repayment of principal) are received, they are distributed (passed through) to the bondholders according to the rules governing the distribution of proceeds

B. CMBS Ratings and Subordination Levels

1. Rating agencies play a critical role in the CMBS market

a. The role of the rating agency is to provide a third-party opinion on the quality of each bond in the structure (as well as the necessary level of credit enhancement to achieve a desired rating level)

b. The rating agency examines critical characteristics of the underlying pool of loans such as the debt service coverage ratio (DSCR) and the loan-to-value ratio (LTV)
i. If the target ratios at the asset level are below a certain level, the credit rating of the bond is reduced

ii. Subordination can be used at the structure level to improve the rating of the bond

C. Prioritization of Payments

1. The highest-rated bonds are paid-off first in the CMBS structure

2. Loan defaults

a. Any losses that arise from loan defaults will be charged against the principal balance of the lowest rated CMBS bond tranche that is outstanding (also known as the first loss piece)
3. Delinquencies

a. Delinquency triggers intervention by the servicer

b. In the event of a delinquency, there may be insufficient cash to make all scheduled payments

c. In this case, the servicer is supposed to advance both principal and interest

d. The principal and interest con​tinue to be advanced by the servicer as long as these amounts are recoverable

D. Call Protection

1. In the CMBS market, the vast majority of mortgages have some form of prepayment penalty that can impact the longevity and yield of a bond

2. Call protection at the loan level:

a. Prepayment lockout

i. The borrower is contractually prohibited from prepaying the loan during the lockout period

ii. Most stringent form of call protection

iii. Commonly used in newer CMBS deals

b. Yield maintenance

i. The borrower is required to pay a “make whole” penalty to the lender if the loan is prepaid

ii. Penalty is calculated as the difference between the present value of the loan’s remaining cash flows at the time of prepayment and principal prepayment

iii. Was a common form of call protection in older CMBS deals but it is less common in newer deals

c. Defeasance

i. Calculated in the same manner as yield maintenance; but, instead of passing the loan repayment and any penalty through to the investor, the borrower invests that cash in U.S. Treasury securities (strips/bills) to fulfill the remaining cash flow structure of the loan

ii. The Treasuries replace the building as collateral for the loan

iii. The expected cash flows for that loan remain intact through to the final maturity date

iv. Like yield maintenance, it was more popular with older CMBS deals and is less common in newer deals

d. Prepayment penalties

i. The borrower must pay a fixed percentage of the unpaid balance of the loan as a prepayment penalty if the borrower wishes to refinance

ii. The penalty usually declines as the loan ages

3. Call protection in structural form:

a. Since CMBS bond structures are sequential-pay, lower-rated tranches cannot pay down until the higher-rated tranches are retired

b. This is the exact opposite of default where principal losses hit the lowest-rated tranches first

E. Timing of Principal Repayment

1. Unlike residential mortgages that are fully amortized over a long time period (say, 30 years), commercial loans underlying CMBS deals are often balloon loans
2. Balloon loans require substantial principal payment on the final maturity date although the loan is fully amortized over a longer period of time

3. The purpose of a balloon loan is to keep the periodic loan payment of interest and principal as low as possible
4. Balloon loans pose potential problems for investors due to the large, lump-sum payment that must be refinanced

a. If there is a change in the quality of the underlying asset (e.g., a decline in the real estate market, increased competition leading to a decline in lease rates, etc.), there is a danger that the loan will not be refinanced, which can result in default

b. In order to prevent this type of loan failure at the balloon date from occurring, there are two types of loan provisions:

i. An internal tail

· Requires the borrower to provide evidence that an effort is underway to refinance the loan prior to the balloon date (say, 1 year prior to the balloon date)

· The lender would require that the borrower obtain a refinanc​ing commitment before the balloon date (say, 6 months prior to the balloon date)

ii. An external tail

· The maturity date of the CMBS deal is set to be longer than that of the underlying loans
· This allows the borrower more time to arrange refinancing while avoiding default on the bond obligations

· The servicer advances any missing interest and scheduled principal in this buffer period

III. THE UNDERLYING LOAN PORTFOLIO

A. Two sources of risk relating to the underlying loan portfolio

1. Prepayment risk

2. Default/delinquency risk

B. Diversification

1. Diversification across space (“spatial diversification”)

2. Diversification across property types
C. Cross-Collateralization

1. The properties that serve as collateral for the indi​vidual loans are pledged against each loan

2. Thus, the cash flows on several properties can be used to make loan payments on a property which has insuf​ficient funds to make a loan payment

3. This “pooling” mechanism reduces the risk of default
4. The lender can use cross-default which allows the lender to call each loan within the pool, when any one defaults

D. Loan Analysis

1. Conquest
a. Provides for a detailed ex​amination of each loan in the underlying portfolio

b. In addition to simply de​scribing the loan data (DSCR, LTV, loan maturity, prepayment lock type, etc.), provides default risk (delinquency) analysis as well

c. Using vendors such as Torto Wheaton, forecasts the growth in net operating income and value for each property in the underlying portfolio

2. Torto Wheaton
a. Provides 10-year forecasts of net operating income and value by geographic area (MSA) and property type (office, industrial, retail, and apartments)
b. Forecasts are updated quarterly
c. Provides five scenarios ranging from best to worst cases

d. The user is able to examine default and extension risk tendencies on a loan-by-loan basis

e. This information is ag​gregated to the deal level so that changes in the riskiness for each of the un​derlying loans is reflected in the cash flows for each tranche at the deal level

E. Stress Testing at the Loan Level

1. By allowing the forecasts on net operating in​come and value to be varied over time, underwriters and investors can better understand the default risk and extension risk likelihoods and how these in turn impact CMBS cash flows
2. For CMBS markets, stress tests must be performed in a manner that is consistent with modern portfolio theory
3. While diversification across property type and economic region reduces the default risk of the underlying loan pool, the effects of diversification are negated if the stress test ignores the covariance between the properties
a. Some degree of common variance across all properties (reflecting general economic conditions)

b. Some degree of common variance across property type and economic regions

F. Historical Aspect on Loan Performance

1. Important to recognize that CMBS deals are not free of pre​payment, default, and delinquencies
2. Despite the historical performance of these deals, analysts must be careful about projecting these results for current deals

a. Prepayment lockouts, which are more popular now than they were in 1994, will be more effective in determining prepayments than simple yield maintenance provisions

b. Longer-term mort​gage loans will extend the duration of the underlying loan pool (keeping the performance loan ratio higher for a longer period of time)

c. Improve​ments in underwriting and the investor’s ability to understand the underlying collateral should improve default and foreclosure risk over time

IV. CREATING A CMBS MODEL

A. Key features that should be in a CMBS model that captures the critical ele​ments of pricing, risk and return

1. An econometric model of historical loan performance using logit or proportional hazards model

2. If default does occur, empirical estimates of loss severity by property type and state are needed

3. Database of actual NOI and Value volatility by property type and ge​ographic location

4. Monte Carlo simulation of interest rates and NOI paths to estimate foreclosure frequency and prepayment risk

V. THE ROLE OF THE SERVICER

A. Duties of the servicer on a CMBS deal

1. Collects monthly loan payments

2. Keeps records relating to payments

3. Maintains escrow accounts

4. Monitors the condition of underlying properties

5. Prepares reports for trustee

6. Transfers collected funds to trustee for payment

B. Types of Servicers

1. The subservicer
a. Typically the loan originator in a conduit deal who has decided to sell the loan but retain the servicing

b. Will send all payments and property information to the master servicer
2. The master servicer
a. Oversees the deal and makes sure the servicing agreements are maintained

b. Must facilitate the timely payment of interest and principal

When a loan goes into default, the master servicer has the responsibility to provide for servicing advances
3. The special servicer
a. Enters the picture when a loan becomes more than 60 days past due
b. Often empowered to extend the loan, restructure the loan and foreclose on the loan (and sell the property)

c. Of great importance to the subordinated tranche owners because the timing of the loss can significantly impact the loss severity, which in turn can greatly impact subordinated returns

VI. INNOVATIONS IN THE CMBS MARKET: “BUY-UP” LOANS

A. Similar to the “buy-down” loan in the residential market

B. Interest rate used to calculate PV of loan is increased

C. This reduces the PV of the loan and reduces the LTV, thus getting a better rating
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