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Credit doors open slowly and slam shut: The comm'l.
mortgage backed security (CMBS) meltdown of 2007
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Some may say it began with a special report issued on April 10, 2007 by Moody's Investor Service.
The memo, titled, US CMBS: Conduit Loan Underwriting Continues to Slide - Credit Enhancement
Increase Likely, set the wheels in motion for the "credit crunch” of 2007. Since the release of the
memo and the meltdown in the residential subprime lending market, CMBS fundings have come to a
virtual standstill.

Moody's Investor Service said, "During the past few years the commercial mortgage market has
witnessed a slow but steady erosion of underwriting quality.” Moody's memo contends that CMBS
underwriting has become too aggressive in the following areas:

* Loan to values on transactions increased by 5% during the first quarter of 2007 alone.

* Net operating income increasingly included future rents or income not yet in place.

* Capitalization rates have bottomed out and increases in real estate values will now have to
manifest themselves by actual increases in property cash flow.

* The increased use of interest-only loans meant less amortization of debt over time resulting in
excessive "balloon risk."

These underwriting aspects, along with several others detailed in the Moody's Special Report, have
resulted in a major repositioning in the CMBS marketplace. CMBS lenders over the past few months
have: tightened underwriting standards, increased pricing and several have left the market entirely.
The perceived exit of CMBS lenders in the commercial real estate market has resulted in increased
lending activity from traditional commercial real estate lending platforms. Regional banks, credit
companies, life insurance companies and agency lenders are all experiencing increases in loan
request volumes. Freddie Mac recently reported a 75% increase in multifamily loan activity over the
past three months. Increased demand for loans from these traditional sources has resulted in price
increases, greater selectivity and longer turnaround times for loan requests.

The question is "when will the CMBS meltdown of 2007 end?" The answer will only become
apparent over time. The commercial real estate markets need to re-adjust themselves to the new
realities of the lending climate. This adjustment will occur once the balance of CMBS buyers and
CMBS sellers re-acclimate to the realities of commercial real estate lending through the balance of
2007 and 2008.
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