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CMBS 2.0: Still in Need of Work

SINCE THEIR ARRIVAL IN THE
1980s, commercial mortgage—backed
securities (CMBS) have held great
promise for commercial real estate
borrowers. They greatly increased
capital flows into commercial real
estate and offered lower-cost loans
in exchange for cumbersome loan
documentation and less flexibility to
make changes to the loan and col-
lateral once it was funded.

Lenders prospered as they col-
lected loan-origination fees while
being able to quickly sell those loans
to CMBS packagers who seemed to
have an unlimited appetite. Accord-
ing to the Compendium of Statistics
published October 11, 2011, by the
CRE Finance Council, over $1 trillion
of commercial real estate loans
were originated for securitization
during the ten years that ended in
January 2007. Call this CMBS 1.0.

However, the residential sub-
prime mortgage crisis in 2007 made
it dismayingly clear that elaborate
structuring and geographic diversi-
fication would not protect investors
from ill-conceived loans. The market
for CMBS abruptly dried up as
buyers lost faith in loan origina-
tors and rating agencies.

Slowly rising from the ashes, the
CMBS industry is addressing the
structural problems that caused the
meltdown. The fixes—embodied in
CMBS 2.0—are now emerging.
Some, such as greater transparency
and risk retention by originators, are
aimed at preventing CMBS industry
practices from taking down the
economy. Others will impose even
stricter requirements on borrowers
in hopes of reducing loan defaults
in the next downtumn.

CMBS Loans ina

Healthy Economy

Even from the outset, it was clear
that commercial real estate loans
intended for securitization would

not be ideal for every borrower or
project. For one thing, the resulting
mortgage pool must follow strict
real estate mortgage investment
conduit (REMIC) rules or it will be
subject to double taxation—a disas-
ter for CMBS bondholders. Those
REMIC rules prohibit unanticipated
modifications—even beneficial
ones—to the loans or collateral
once they are in the pool.

In order to sell the securities,
sponsors need to obtain ratings
from agencies such as Standard &
Poor’s and Moody’s. Such agencies
impose elaborate and minutely
detailed requirements regarding
the loans in the pool—and the
structure and management of the
pool itself—in hopes of making it
difficult for the borrower to default
or to end up mired in another com-
pany’s bankruptcy.

Borrowers are required by the
agencies to set up special-purpose
entities with exhaustive restrictions
on the conduct of the borrower’s
business, to hire independent direc-
tors with veto power over bankruptcy
filing, and to provide complex and
expensive legal opinions on bank-
ruptcy and REMIC issues.

The lack of future flexibility and
the expensive and overblown loan-
origination requirements dissuaded
many would-be borrowers under
CMBS 1.0. Many who took the loans,
attracted by their low interest rates,
later regretted the difficulty of deal-
ing with changes in their projects’
circumstances, or the inability to
make adjustments at all.

Over time, many borrowers have
adopted an “anything but CMBS”
attitude. Unfortunately, CMBS 2.0
seems poised to address CMBS
1.0’s regrettable failure to take into
account the likelihood of a general
recession mainly by adding to the
many largely pointless inconve-
niences imposed on borrowers.

CMBS Loans When
Things Go Poorly
If CMBS loans are inconvenient in a
good market, they can be remark-
ably problematic in a down market.
When tenants go bankrupt and the
property will not support the loan,
something needs to change. The
good news is that once the loan is
in default or in “imminent risk of
default,” the REMIC rules do allow
for changes to deal with the prob-
lem. The bad news is that it is dif-
ficult to find someone with whom
to discuss those changes.
Servicing of loans in a CMBS
pool is governed by a lengthy
pooling and servicing agreement
(PSA), a document the borrower
never sees. The PSA divides ser-
vicing responsibilities between a
master servicer, who collects and
distributes mortgage payments, and
a special servicer, who deals with
consents and problems. Servicers
are required to act in the best
interests of bondholders, but those

Commercial
mortgage-backed
securities are even
less flexible now.

Borrowers financing commercial
projects may not find the new

CMBS model workable.
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interests may diverge among the
various classes of bondholders.
Many servicers also own lower-
priority bonds and thus also want
to avoid losing whatever position
they hold in the CMBS pool without
incurring liability to other bondhold-
ers and borrowers.

The result is that it is difficult for
a borrower to locate the people
making decisions on the loan, to
get the attention of those people
to discuss solutions, to figure out
what the servicer could do if the
conversation could occur, and to
predict how or when decisions will
be made regarding the loan.

Of greater concem is that the ser-
vicers appear to hold less allegiance
to the terms of the loan documents
to which the borrower is party
than they do to the PSA to which

the borrower is not party. In many
situations, with respect to both per-
forming and nonperforming loans,
servicers have declined to go along
with the exercise of bargained-for
financing, transfer, leasing, improve-
ment, and other rights, or charged
substantial fees for consenting to
permitted activities. Even in cases
in which servicers acquiesce in the
exercise of rights clearly set forth in
the loan documents, reaching that
point can take months longer than
the loan documents allow, costing
the borrower hundreds of thou-
sands of dollars in transaction fees.

CMBS 2.0: Solution, or
More of the Problem?
Most CMBS 2.0 reforms are aimed
at achieving greater transparency
in CMBS underwriting in general,

more risk retention by originators
to discourage overly enthusiastic
lending, more disclosure to inves-
tors, and structural improvements
to management and decision
making within the CMBS pools.
At the loan level, CMBS 2.0 tries
to lock the bam door even more
tightly than before. Loan-to-value
ratios and debt-service-coverage
ratios are substantially more con-
servative now than in 2007, though
few structural reforms have been
adopted to resist the inevitable
market forces that will relax them.
At least in the near term, borrow-
ers should expect to have a harder
time negotiating flexibility and con-
cessions into loan documentation.
Those documents will include stron-
ger and longer nonrecourse carve-
out (“bad boy”) guarantees, even

though the old versions did a good
job of dissuading bankruptcies. In
reaction to the rampant appoint-
ment of replacement, questionably
independent directors that occurred
in the case of General Growth Prop-
erties, borrowers now may not be
allowed to hire independent direc-
tors who serve the same role for
affiliates. Borrowers’ counsel may
also find negotiation of noncon-
solidation opinions—already an
Alice in Wonderland exercise—to
be more contentious, and the
result to be closer to the lenders
counsel model than before.

’

Some Things to

Pay Attention to in
CMBS Loans

Borrowers considering a CMBS
loan should do the following:
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5 Reasons Why You Should 5.
Consider FHA Apartment Financing:

loan.

personally guarantee the loan.
4. Loan to Value is 83% for Rate and Term Refinances and 80% for Cash

1. Fixed-Rate Fully Amortizing. Fannie Mae and most apartment lenders
offer 5, 7, and 10-year balloon loans. FHA allows you to lock in today’s low
interest rates for a fully-amortizing fixed rate term of 35 years.

2. Low Interest Rates. Rates are as low 3.75% depending on the size of the

3. No Personal Guarantees. Unlike most banks, FHA does not require you to

Out. This is more leverage than Banks, Fannie Mae and Freddie Mac.

Fully Assumable. Imagine what a 35 Year, 3.75% FHA Loan would do for
your buyer’s return on investment analysis.

Rockhall Funding is a nationally authorized, direct FHA Multifamily Lender. Chances are your multifamily properties are
eligible for FHA financing. With long-term fixed rate FHA financing, you can lock in the lowest interest rates in the
marlket for 35 years. FHA also offers non-recourse, 40 year, new construction/permanent loans.
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FHA-insured construction/permanent apartment financing.
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> Understand that you will spend a
lot of time and money on require-
ments that will do no one but
lawyers any good—more than you
spent already under CMBS 1.0—so
the deal size and interest rate must
be sufficient to offset a lot of trans-
action cost.

> Drive a hard bargain to obtain
the leeway you may need to enter
into leases or make changes to the
borrower or the collateral, such as
admitting or replacing investors or
improving the project. If this leeway
is not provided for in the loan doc-
uments, the servicers are not going
to consent to it later.

> Pay close attention when drafting
provisions permitting preapproved
changes in order to ensure that
they are as automatic as pos-
sible, leaving the servicer as little
leverage as possible to resist the
changes, impose conditions, or
charge fees.

> Recognize that notwithstanding
your successful tough negotia-
tions, the servicers—understaffed,
needing fee income, and mired in
the relationships created by the
PSA—may choose to ignore your
bargained-for rights. There will be
little you can do about it, and even
if they honor your rights, it is going
to take a lot of time and money to
get through the consent process.

> Pay close attention to new, broader
language in bad-boy guarantees,

especially those removing the non-

recourse protection.

Finally, if all this leaves you a
little uncertain about a CMBS loan,
you should take a good hard look
at that “stodgy” life company loan
instead. UL
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OR Codes: The Fast Path to Online Content

WITH THIS I1SSUE, Urban Land intro-
duces a new, square graphic on the
Contents page (page 11). The graphic,
known as a QR (quick response)
code, offers readers a

quick gateway to more

Urban Land content

online, accessible

through smartphones.

Introduced in 1994
but only becoming
popular in the past
few years, QR codes
are similar to barcodes
but can store much
more information. Users of camera-
equipped smartphones can install
a free app called a QR code reader,
available from many sources on the
internet. With the phone’s camera,
the app reads the QR code and links
the user seamlessly to a website.

In addition to magazines, QR
codes are also found on posters,
flyers and business cards, retail
points of sale, and even buses and
billboards—anywhere a person in
the offline world might benefit from
related content or features that can
be delivered online.

At this time, Urban Land is pub-
lishing a single QR code that links
readers to the home page of the
online version of the magazine at
urbanland.uli.org. Urban Land plans
to expand use of the technology, pos-
sibly with article-specific QR codes
that connect readers to online extras,
such as photo galleries or videos,
complementing the print article.

Some players in land use and
real estate have begun using QR
codes in their marketing. Residen-
tial real estate agents and property
managers, for exam-
ple, use them to
promote properties
for sale or rent. At
curbside, prospec-
tive customers can
scan the QR code
on the sign and
connect to online
information specific
to that property.

Commercial leasing agents have
begun putting large QR codes in the
windows of vacant properties so
passersby can look up floor plans,
square footage, leasing rates, and
other details.

In most cases, offering a QR code
is no different than offering a short
web address for customers to type
into their mobile browser. But it
saves that extra step of text entry—
typically with thumbs on a phone’s
tiny keyboard or touch screen—and
in the business of marketing and
customer engagement, quick and easy
translates into more leads, more cus-
tomers, and more business.

Urban Land welcomes your
thoughts. Send an e-mail to
urbanland@uli.org and tell us how
you use QR codes, as well as how
you are encountering them in the
field of land use and real estate.

JOSEPH KLEM is vice president of Virtual ULI.
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