Managing CRE Risk:

Growing Liq

uidiey for

ommercial Real Estate L.oans
Helps Financial Institutions
Diversity and Lower Risk

In the past vear, the Office of the
Comprtroller of the Currency has
issued a series of warnings to
commercial banks about growing
concentrations of commercial real
estate (CRE) loans.

p

Greenland Concerned about the CRE
problems of the 1980s, Comptroller
John C. Dugan said that “nearly all” of the national mid-
sized and community banks today have CRE loans that
exceed 300% of toral capital. Two decades ago, when a
sharp downturn in the CRE market contributed to a
wave of banking failures, these same banks had CRE
loans consisting of 773% of capital.

Despite the warning, it's unlikely another market
meltdown will oceur in this economic evele for several
key reasons.

First, underwriting and risk management practices
have improved markedly since the last CRE slump and
continue to improve as new portfolio evaluarion tools are
brought to market. Second, a new liquid market for CRE
loans has given institutions a powerful new vehicle to
improve the management of their CRE loan portfolios.

BrinING LiquipiTy TO AN ILLIQUID MIARKET

Owver the past five vears, technology has helped create
two groundbreaking solutions that have enabled
previously illiquid assets to become a global, mulri-
billion dollar market for CRE. Working in tandem,
electronic trading of CRE debt and third-party
valuations of CRE portfolio based on actual trade dara
have fundamentally transtormed the wayv insticutions
buy and sell CRE loans.

Kingsley Greenland

Online trading has enabled CRE debt to be traded at a
fraction of the cost and time compared to the traditional,
offline environment. As it has done for many other
financial products, electronic trading has effecrively
eliminated much of the friction in the loan sale process
that had existed for decades. T'he fixed transaction costs
that suppressed CRL liquidiey have largely gone away.

T'he speed, transparency and efficiency of an electronic
market have had a profound impact in a relativelv short
period of time. Finance professionals trained to originate
and hold CRE loans for the life of the credit are now
selling or buving loans easily and cost effectively.

Irading loans via an electronic exchange, rather than
holding them, has delivered compelling benefits.
[nstitutions can improve diversification and credit quality,
reduce risk, and lower the tvpe of portfolio concentration
that worries the QCC and other regulators. Selling loans
onling has also proven to be a less distracting and less
expensive alternative than managing non-performing
loans with teams of workout specialists.

A BetTer Way

Electronic trading has created an efficient execution
plattorm, but technology alone does not account for the
liquidity in the CRE market. In fact, the liquidity in the
CRE markert is the result of marrving human expertise and
experience with technology. The art of the loan sale stll
exists, but with a distinctly ewenty-first century flavar.

Human judgment plays an especially important role
setting the initial pricing at the front end of the process.
Traditionally, loan sale professionals used an informal
“friends” network to help set the offering price. Today, a
repository of transaction data from thousands of trades has
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minimized the guesswork and has injected 4 measure of
transparency into the process. A central database can be
shared by a community of buvers, bringing more science
to the art of pricing.

In an electronic environment, marketing and due
diligence are especially efficient. Communicating with an
international pool of buyers can be done quicklv and cost
effectively. Meanwhile, because the loan sale process has
largely become  digitized, buyers can perform due
diligence online, which is far faster and cheaper.

In vears past, prospective investors would have to make
onsite visits to search boxes of loan documents, collateral
appraisals, operating statements, court proceedings, or
other underwriting documents. If investors decided
against making an offer, or another bid was accepted,
travel expenses and management time went unrecovered.

Using electronic platforms, investors can now view
thousands of pages of loan documents online. There is no
need to travel, Reams of documents can be easily
scarched, and sophisticated financial modeling is built
right into the platform. From the comfort of their own
office, investors can view and analyze a dozen or more
deals in the time it takes to jump on a plane and fly to
someone’s office.

THE VIRTUES OF DYNAMIC PRICING

Perhaps even mare beneficial is that electronie trading
offers dvnamic pricing and allows small pieces of debt to
be purchased more efficiently. With online bidding, offers
can be made in real time. Investors can adjust their bid as
they see fit, rather than being locked into a single offer,
which is typically the case inan oftline, sealed-bid process.
By driving down the fixed costs of the loan sale, investors
can now purchase loans as small as $1 million. Investors
can buy exactly what they want—and no more. In the past,
investors often wound up with loans they didn’t want, but
were forced to buv because they were bundled and
couldn’t be sold separately.

Standardized legal documents for buvers and sellers
have truncated the closing process and eliminated

exorbitant legal fees, Sales that took 120 davs or more can
now be fully executed in 45 days.

Sellers have benefited handsomely from the market
efficiency in the form of superior trade execution. [n sharp
contrast to the traditional process, in which investment
bankers shopped loans to a handful of their friends,
electronic platforms have opened up the bidding process
to far more investors. More buyers have meant more bids
per transaction and ultimately higher prices. That’s been
very motivating tfor lenders.

INDEPENDENT PoRTFOLIO VALUATIONS: A NEw OPTION

The same electronic trading platforms that have
delivered liquidity to the markerplace have also produced
better informarion on which to develop accurate portfolio
valuations.

Because there has never been a single repository of
trade data. most CRE valuations have had to rely on
internal valuations and anecdotal marker data. By defaulr,
insticutions have been forced to make decisions using
dated or biased information.

Electronic trading platforms easily aggregate data in a
tmely manner and provide the silver bullet the market
has always wanted: market-based data for objective third-
party  valuations. Objective  valuations
eredibility to the evaluation process, while signiticantly
improving risk assessment and enhancing portfolio
diversification. With an objective analysis using market
data, it becomes abundantly clear whether buy, sell or
hold is the best course of action.

bring new

Mo one can predict the future with any certainty,
particularly the CRE market. However, institutions have
new options that are making a difficult task easier. With
those tools at their disposal, sharcholders and regulators
can rest a little easier in this economic cvele,

Kingsley Greenland is CEO of DebeX.

CMBS E-PRIMER IS HERE!

CMSA has launched the CMBS E-Primer, a comprehensive
educational resource for CMSA members. This overview of the
CMBS marketplace is presented in a convenient e-book format

featuring chapters written by industry experts.

Check it out today at www.cmbs. org/eprimer
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