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OVERVIEW

THE UNITED STATES AND GLOBAL COMMERCIAL MORTGAGE-
backed securities (CMBS) markets experienced sharp
declines in issuance tied to the 2007–2008 financial crisis
and have been slow to recover. As near-term uncertainties
have continued to keep current issuance muted, it is
prudent to examine the long-term health and prospects
for CMBS. The author’s view is that, after 18 months of
continued turbulence, the market is highly likely to
recover. The U.S. CMBS market should reset itself to a
base outstanding balance of $550–$600 billion before
resuming its growth, with new issuance recovering to
approximately $100 billion per year. See Figure 1.  

Commercial real estate is a long-term investment that is
best funded with fixed-rate debt of similar duration.
CMBS is a viable and financially sound source of such
debt for the commercial real estate industry. The outlook
for issuance levels for 2013 through 2017 is driven by a
number of factors:

COMMERCIAL REAL ESTATE ENVIRONMENT

■ Improved property performance will lead to more real
estate transactions, increasing the demand for capital;1

■ Up to $2 trillion of debt is scheduled to mature over
the next five years;2

■ Commercial real estate property sales activity has been
recovering.3

The improvements tracked to date, and the forecasts of
continued improvement, are closely tied to continued
recovery in the overall economy. A downturn in
economic recovery leading to another recession could
significantly reduce the level of investment property
sales. The amount of commercial real estate debt sched-

uled to mature must be restructured or refinanced. The
balance coming due exceeds the combined multi-family
and commercial real estate mortgages financed during
the peak of the last real estate cycle, from 2003–2007,
when CMBS issuance accounted for almost one-third of
the capital.4
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LENDING ENVIRONMENT

Traditional portfolio lenders, primarily banks and insurance
companies, cannot meet the entire needs of the market:

■ Portfolio lenders can finance about $1 trillion of the $2
trillion maturing;5

■ Large commercial banks prefer short-term, floating
rate loans. CMBS provides fixed-rate, long-term loans;6

■ Community banks are under pressure to maintain
higher capital levels;7

■ Insurance companies want Class A properties in Class
A markets with low loan-to-value ratios (LTVs);8

■ Government sponsored enterprises (GSEs, e.g., Fannie
Mae, Freddie Mac) must use capital markets to finance
loans or reduce their activity; either outcome increases
issuance of CMBS.

INVESTOR BEHAVIOR

■ Insurance companies want AAA CMBS because of the
long average life and higher yield;

■ Money managers will use CMBS to capture yields
higher than similarly rated corporate bonds;

■ Hedge funds buy CMBS for higher yields (10 percent-

plus) and additional return; 
■ Exchange-traded funds (ETFs) referencing CMBS

opens the market to new categories of investors. 

Notwithstanding current short-term impediments, a
strong case exists for long-term issuance to return to
sustainable levels similar to those from the 2004–2005
time frame.9 This article will expand on the above factors
expected to drive this growth.

INTRODUCTION

Commercial mortgage-backed securities (CMBS) are
bonds whose payments stem from a loan or a pool of
loans on commercial real estate. Commercial mortgage-
backed securitization is the process by which a loan, or
more commonly a group or pool of loans, is packaged
into a deal structure, and CMBS are created and issued.
These bonds are “tranched,” or split into different risk
levels, thereby enabling investors to buy varying levels of
risk. CMBS are an important source of capital for
commercial real estate, and complement other sources
such as portfolio (balance sheet) loans from insurance
companies and banks, and mortgage-backed securities
issued by government agencies.

Figure 1

North American CMBS Outstanding and Issuance
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The onset of the global financial crisis in July 2007 led to an
immediate and sharp decline in the level of CMBS issuance
in both the U.S. and global markets. Recovery outside of
North America continues to be extremely slow, with only
two deals sold to the market in Europe since 2009.  

As shown in Figure 1, in the U.S. non-agency CMBS
vanished from the market for a period of almost 18
months. Issuance restarted at a trickle in 2009, and
returned to a level of $30 billion in 2011. Near-term
impediments have continued to keep current issuance
muted, but as of the end of September 2012, issuance was
at $25 billion, or 80 percent of the 2011 level.10

While there remains debate as to whether CMBS issuance
will ever return to its historical high ($200 billion-plus
per year) levels, the market will indeed return to strong
levels of issuance over the next five years. As noted in the
Overview above, commercial real estate is a long-term
investment that is best funded with long-term fixed-rate
debt. CMBS are a viable and financially sound source of
such debt, and represent a necessary part of the overall
landscape of capital sources, even in the view of
competing balance sheet lenders.11

At the beginning of 2012, Commercial Mortgage Alert
surveyed the CMBS industry, and estimates for 2012
global issuance ranged from $27–$75 billion.  See Figure
2.  As stated above, through the end of the third quarter,
issuance was at $25 billion, and many in the industry are

forecasting increased activity in the second half of the
year with total issuance passing $40 billion. Further, in
testimony before the U.S. Congress on July 10, 2012, Paul
Vanderslice, president of the Commercial Real Estate
Finance Council (CREFC), stated “the annual level of
CMBS issuance required to provide healthy liquidity
levels to the commercial real estate marketplace would be
$50–$100 billion.”12

The author used the industry forecast and estimates of the
timing of future refinancing to prepare an issuance forecast
for 2013–2017. The forecast is driven by a variety of factors: 

■ the commercial real estate environment;
■ the lending environment; 
■ investor behavior; and 
■ conduit issuer behavior.

COMMERCIAL REAL ESTATE ENVIRONMENT

Across the board, industry research is pointing to a
higher level of commercial real estate transactions over
the next five years. The trend of commercial property
sales, as tracked by Real Capital Analytics (RCA), is up
significantly from the depths of the market following
2007. See Figure 3.  

The Urban Land Institute (ULI) Consensus Forecast for
September 2012 is for 2012 property sales to be on a par
with 2011, and increase in 2013 and 2014.13 The ULI
Consensus Forecast is based on a survey of 39 leading
real estate economists and analysts from across the U.S.
and reflects the median forecast for 26 economic indica-
tors. These include property transaction volumes;
issuance of CMBS; property investment returns; and
vacancy rates and rents for several property sectors. The
ULI forecast concludes that:

■ Commercial property transaction volume is expected
to increase by nearly 21 percent through 2014; 

■ Issuance of CMBS is expected to more than double; 
■ Institutional real estate assets and real estate invest-

ment trusts (REITs) are expected to provide returns
ranging from 8.5–11 percent annually;

■ Vacancy rates are expected to moderately decline for
office, retail and industrial properties, and remain
stable at low levels for apartments, while hotel
occupancy rates are expected to improve; 

■ Rents are expected to increase for the four major
property types in 2013, ranging from 1.2 percent for
retail up to 4.8 percent for apartments.

Figure 2

CMBS Volume Predictions for 2012

Source: Commercial Mortgage Alert, Jan. 6, 2012
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Figure 3

U.S. Domestic Commercial Real Estate Sales
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Figure 4

Maturing Commercial Real Estate Debt
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Increasing property sales will contribute to increasing
lending and CMBS issuance. At the same time, the
commercial real estate market is facing a mountain of
debt to refinance over the next five years. See Figure 4. In
the CMBS market, refinancing demands are moderate for
2013 and 2014, but begin climbing in 2015, and reach a
maximum in 2016 and 2017. Commercial banks have the
highest refinancing needs over the next five years, which
could spell opportunity for increased activity in the
CMBS space. “[T]he portfolio lenders and the GSEs can
only fund slightly more than one-half of the burden.”14

Increasing property sales are also contributing to an
increase in overall property values. Moody’s calculates a
commercial property valuation index based on RCA’s
property sales database. That index has shown a 26
percent improvement nationwide since the bottom of the
market was reached after the 2007 recession. Increasing
property values also make it easier for servicers, lenders
and investors to realize greater returns on distressed real
estate assets. The improved environment for investing has
led the real estate industry to begin using CMBS, through
non-performing loan transactions, to finance their invest-
ments in distressed assets. This has the twofold benefit of
increasing CMBS issuance volume today and also
speeding up resolutions of distressed assets in existing
CMBS transactions. As of Sept. 30, 2012, three such
transactions have been completed:

■ $132,000,000 Rialto Capital, Series 2012-LT1;
■ $159,500,000 S2 Hospitality, Series 2012-LV1;
■ $195,000,000 Oaktree Real Estate Investments / Sabal,

Series-LV1.

The sale of distressed loans also provides commercial
banks with conduit operations an opportunity to clear
their books in order to create capacity to hold and aggre-
gate new commercial real estate loans for purposes of
securitization.

LENDING ENVIRONMENT

In the U.S., CMBS faces competition for loans on
commercial real estate from four principal sources: 

1) Large commercial banks with national lending platforms; 

2) Community banks that serve their local markets; 

3) Insurance companies, particularly the major life
insurers; and 

4) GSEs—primarily Fannie Mae and Freddie Mac (for
multi-family properties only).  

All four sources are active in today’s market, but each
faces capital and regulatory constraints that prevent them
from displacing CMBS, and that will limit them in the
future.

Large commercial banks are back in the business of
lending on commercial real estate. However, the appetite
for long-term, fixed-rate loans is limited. Because of their
capital and funding structures, commercial banks prima-
rily focus on short-term, floating rate products. Within
those constraints, the banks are actively lending on
transitional assets, to REITs on an unsecured basis, and in
the construction fields. It should be noted that a number
of the large commercial banks (including Wells Fargo, J.P.
Morgan and Citibank) also operate active origination
platforms for CMBS loans.15

Smaller community banks are active competitors for
smaller loans in their local markets. These banks are
searching for higher yields in a low interest rate environ-
ment, and find that real estate can be an effective way to
increase returns.16 However, smaller banks do face consid-
erable pressure to manage their commercial real estate
investments judiciously. All of the U.S. banks that failed
in 2012 (through July 31) were hurt by heavy concentra-
tions in non-performing commercial real estate loans,
including construction loans.17 Regulators continue to be
concerned that banks do not become overly reliant on
commercial real estate. Comptroller of the Currency
Thomas Curry recently stated “[f]or commercial real
estate specifically, current non-performing and loss rates
continue to significantly exceed historical averages.”18

Also, because of their size, community banks often
cannot effectively fill demand for mid- to large-size loans.

Life insurance companies continue to be a major source of
capital for the commercial real estate market, and many
have been reporting strong origination activity, which has
continued into 2012.   However, insurance company
lending is focused on Class A properties in the largest
markets, with an emphasis on low LTVs.19 The companies’
preference for high quality, low LTV loans will be
reinforced by the proposed changes to their risk-based
capital requirements, which could double or triple capital
held against loans with LTVs higher than 60 percent.20

As an outcome of the 2007 financial crisis, the two GSEs,
Fannie Mae and Freddie Mac, were placed in receivership
by their regulator, the Federal Housing Finance Agency
(FHFA). As conservator, FHFA has stated that the GSEs
should “gradually contract the GSEs’ dominant presence
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in the marketplace while simplifying and shrinking their
operations.” In the multi-family space, the FHFA wants to
encourage the return of private capital to the multi-family
lending market.21 Over the past two years, Freddie Mac
has begun to rely heavily on the capital markets to fund
its multi-family lending, and has adopted a CMBS-like
approach to its securities (which have totaled $24 billion
in issuance beginning in 2011). Over that same period,
Fannie Mae also accessed the CMBS market for $9 billion
of capital. Federal policy should lead to an increase of
multi-family assets available to the private market, which
will contribute to higher issuance of CMBS.

INVESTOR BEHAVIOR

Borrowers may want to use CMBS loans, and conduits
may want to make the loans, but if investors will not buy
the securities, there would be no CMBS market. The
news in this area reinforces the author’s long-term view of
the market.

Credit Suisse, in its “2012 Global Outlook,” stated that
“[t]he reach for yield, in a low rate environment, and the
generally high level of credit enhancement should keep this
sector in demand from a variety of investor types.” This
was a common sentiment at the beginning of 2012, and
subsequent events have not changed that perspective. In its
U.S. Fixed Income Weekly for June 29, 2012, J.P. Morgan
stated that CMBS securities continue to “offer convincing
relative value versus comps in corporate credit.”

Trepp, LLC is a provider of data and analytics to many of
the participants in the CMBS industry, and is the
employer of this author. In the course of business, Trepp
employees canvas clients for their opinions and
comments about the current state and the direction of the
CMBS industry. The comments that follow are based on
such discussions. Broker/dealer research opinions are
reinforced by conversations with many of Trepp’s key
clients. One insurance company stated that when it sees a
deal it likes, it will buy all of the “subordinate” AAA
bonds in the deal. (Note, in a typical CMBS structure, the
AAA bonds are split into two tranches—a “super-senior”
and a subordinated AAA.) Similarly, other investors view
that AAA CMBS, particularly the super-senior class, will
continue to be a major investment, particularly because of
its return advantages in today’s market. Some of the latest
CMBS issues have seen insurance company interest in
purchasing bonds beyond these AAA levels as well.22

Bonds below AAA and above the “B-pieces” (i.e., the
bonds rated less than BBB/Baa) have been primarily

purchased by hedge funds and private equity funds.
Trepp’s discussions with the managing director at one of
the large CMBS issuers identified the target yield for
purchasing these securities as in the range of 10 percent.23

In the opinion of that managing director, there will be
sufficient demand for bonds priced to produce a yield in
this range, and there would be little difficulty in selling
bonds on new issue.

As a last point about investor interest in CMBS, it is
important to note that Blackrock iShares initiated a new
exchange-traded fund (ETF) for CMBS. (An ETF is a
listed fund that issues shares of stock in the fund in
exchange for the deposit of actual securities. ETFs are
designed to permit investors access to a wider variety of
diverse investment alternatives.) While the full impact of
the emergence of a CMBS ETF remains to be seen, such
an ETF does open up the CMBS market to new categories
of investors who otherwise might not invest directly in
the segment, such as active equity or macro traders.

CONDUIT ISSUER BEHAVIOR

The U.S. conduit issuers (such as J.P. Morgan, UBS and
Cantor Fitzgerald) continue to rebuild their operations in
2012. “[T]he conduits have ramped up their hiring and
their parent companies have started to breathe new life
into those that were dormant for years.”24 The number of
firms that are making conduit loans is increasing, and the
number of lead managers is increasing as well.  

MARKET ISSUES / IMPEDIMENTS

The continued return of the CMBS market does have
issues that must be resolved in order for CMBS issuance
to return to sustainable levels. First among these issues is
the impact of the legacy (pre-2008) CMBS transactions.
The structure of these “CMBS 1.0” transactions had
certain built-in tensions which became conflicts of
interest when exposed to the massive increase in delin-
quencies and defaults that resulted from the 2007 reces-
sion. The resolution of these legacy issues, and the
modifications made to the structure of new issue CMBS,
will be part of the ongoing debate over the next few years.
New issues of CMBS since 2008 (“CMBS 2.0”) have
included new structural features relating to subordinate
investor control rights, special servicer compensation,
potential conflicts of interest and affiliate transactions.
Many of these changes have been made in response to
issues raised by the AAA investors in CMBS 1.0 transac-
tions, but the changes remain to be tested and
“unintended consequences” cannot be ruled out.25
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Another brake on the volume of conduit lending is the
absence of a reliable hedging instrument for lenders.
Hedging can reduce the risk of loss to a conduit lender
from interest rate and spread changes between the time a
loan is made and the time that loan is securitized.
Without a clear hedging strategy, issuers are reluctant to
warehouse large volumes of loans, and it is harder to
create large, efficient transactions. One response of the
market is to structure more transactions where multiple
originators contribute collateral to a single deal. For
lending beyond 2012, various market participants are
already working to develop new swap instruments to
support hedging.

Finally, regulatory and legislative uncertainty continues to
put a drag on the CMBS market. The law firm Davis Polk
reported on July 2, 2012, that the Dodd-Frank rulemaking
requirements for asset-backed securities are lagging
behind schedule. Only two of the 14 required rules have
been finalized, and there is ongoing debate between the
regulators and Congress over significant portions of the
Dodd-Frank rules, including risk retention. 

Proposed changes to bank capital requirements could also
require sizeable changes to the structure of CMBS trans-
actions. One example is in the area of servicer compensa-
tion.26 With the U.S. presidential election taking place in
November 2012, significant progress is not expected in
this area until early 2013. Further, the outcome of the
November elections could have an impact on the direc-
tion of the regulatory framework. Members of both the
Senate and the House have begun to express strong
opinions about various aspects of the securitization
regulations and have been conducting hearings on the
impact of such regulations on capital formation.27 If there
is a shift in political sentiment away from some of the
extensive regulations being proposed, it could increase
the pace at which CMBS regains market share.

CONCLUSION

The downturn in CMBS issuance was caused by the
collapse of the real estate bubble (primarily in the U.S.
single family market) which triggered a global recession
and financial crisis.28 The downturn was deep and started
a major restructuring of the CMBS industry that
continues today.

Market dynamics will produce a continuing resurgence of
the CMBS market for a number of reasons: 

■ Recovering real estate markets will increase the
demand for fixed-rate, longer-term loans; 

■ Active lenders in the current market are facing
constraints on the total amount of lending they can do,
as well as the types of loans they can fund; 

■ Investors continue to find value in the CMBS asset
class; and 

■ The market is adapting to the changes and needs that
emerged from the recession.

The market should stabilize over the next three to five
years, with total CMBS outstanding reaching a plateau of
between $550 billion and $600 billion. Once stabilized,
CMBS should thereafter grow in size to meet the capital
demands of the commercial real estate market. n
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