
MEMORANDUM 
 
TO: File No. S7-14-11 

 
FROM: Arthur Sandel 

Special Counsel 
Office of Structured Finance 
Division of Corporation Finance 
U.S. Securities and Exchange Commission 
 

RE: Meeting with representatives of CRE Finance Council 
 

DATE: November 26, 2013 
  
 

On November 21, 2013, Arthur Sandel and David Beaning of the Division of 
Corporation Finance and Sean Wilkoff of the Division of Economic and Risk Analysis 
participated in a meeting at the offices of the Federal Reserve Board with the following 
representatives of CRE Finance Council (“CREFC”):  Stephen Renna, Martin Schuh and 
Christina Zausner of CREFC; Paul Vanderslice of Citigroup Global Markets (by 
telephone); Joshua Mason of BlackStone Real Estate Advisors L.P.; Nelson Hioe of Raith 
Capital Partners; Scott Sinder of Steptoe & Johnson LLP; Thomas Nealon of LNR 
Partners, LLC; Adam Hayden of New York Life Real Estate Investors; and Rene 
Theriault of Goldman, Sachs & Co. 

 
The following staff of other agencies also participated:  Donald Gabbai, April 

Snyder, David Alexander, Matthew Suntag and Sean Healey of the Federal Reserve 
Board; and Adam Ashcraft and Steve Sloan of the Federal Reserve Bank of New York 
(by telephone). 

 
The participants discussed topics related to the Commission’s August 28, 2013 

joint proposed rules regarding credit risk retention.  A briefing package submitted in 
connection with the meeting is attached to this memo. 
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 CMBS 2.0 

• Provides a competitive alternative to balance 
sheet lending and to lesser regulated financings 

• Fills certain market gaps 
– Diversified funding approach to stabilized second and 

third-tier properties 
– Unique and larger properties (SBSC) 

• Industry participants have made significant 
advancements in transparency and 
standardization since crisis 

• CMBS maturities peaking just as risk retention 
would be implemented  
 



CREFC Comment development process 

• Tasked four forums (Issuers, IG Investors, B-piece Buyers, 
and Servicers) with initial comment development  
– Comments were based on data analysis and current industry 

standards 
– Where necessary, the forums deployed surveys to identify and 

substantiate majority positions 
• Working committee of lawyers and accountants reviewed 

CREFC recommendations  
• Policy Committee (includes leadership of all forums) 

synthesized recommendations  
• Executive Committee approved letter 
• CREFC Board of Directors apprised of the comments prior 

to filing 
 



CREFC Comment Letter Objectives  

•  Respect cornerstones of risk retention  
– 5-percent retention  
– Using fair value for sizing of retained interest 
– 5-year hold period 

• Address requirements in the re-proposal that 
will have materially negative consequences 
with regards to capital, liquidity and market 
structure 
 



Primary challenges of Re-Proposal for 
Commercial Real Estate 

• Eligible Horizontal Retained Interest (EHRI) 
test  

• Pari passu 
• Single Borrower Single Credit (SBSC)  
• QCRE parameters 



EHRI test problem: Contradicts normal 
market functioning     

• CMBS will fail Cash Flow Projections / Principal 
Repayment Test throughout their lives 

• B-piece bond discount is a necessary 
inducement  FV treatment is not viable as 
the basis of measure for the test 

• Also, a large percentage of the underlying 
loans are full or partial IOs  Not useful to 
compare cash flows to principal 



EHRI test recommendation: Cash flows 
to Cash flows at par 

• Par basis must be substituted for FV   
– This will allow discounting for lower-quality bonds, as 

per normal market practice, a necessary inducement 
for investors 

• The test must measure cash flow-to-cash flow (or, 
“apples-to-apples”) 
– This will accomplish regulatory goal: ensuring that B-

piece buyers are not paid out disproportionately 
• Price paid for the B-piece will be transparent to other 

investors   
 



Pari Passu problem:  Confusing to / 
impossible for Investors 

• 5 percent of FV represents roughly 6 – 8 
percent of par 

• To comply, B-piece buyers will have to buy as 
high up into the stack as A- 

• Current B-piece capacity will have to double, 
or even triple, to support risk retention  



Pari Passu recommendation: Senior-
Sub structure supports risk-targeting 

• CREFC IG Investor Forum broadly supported the 
recommendation for a senior-subordinate structure  

• IG Investors want to continue to have access to the 
lower IG-rated tranches, yet, many cannot absorb non-
prime and unrated bonds  

• Marketplace needs their participation to grow B-piece 
capacity to meet risk retention requirements 

• IG Investors would be given deal documentation at 
same point as other B-piece investors, thus facilitating 
thorough due diligence 



SBSC problem: RR not additive to structure and 
likely migration of top quality borrowers 

 
• SBSC represents roughly 15% of CMBS market  
• SBSC deals are different:  

– Strong borrowers and properties 
– Exceptional transparency and access to borrower 
– AAA subordination substantive and mezzanine debt also part of 

structure 
– Historically outperformed corporate debt on basis of ratings 

transitions and loss severity  
• Risk retention not additive to the SBSC market – no need 

for B-piece to perform well; already very transparent  
• If subject to risk retention, SBSC market not competitive 

– Borrowers could agent their own deals, leaving investors 
without the protections of an underwriter  

 
 



QCRE problem: Will lead to negative 
selection within the pools 

• Better-quality borrowers and properties 
command more advantageous terms / conditions 

• Data analysis strongly suggests that QCRE 
excludes higher-performing loan types 
– IOs and shorter-term loans have historically 

performed better than QCRE-eligible loans 
– The difference between 25- and 30-year amortization 

is negligible and would exclude the majority of better-
quality loans 

• QCRE as proposed, will exacerbate and accelerate 
credit cycle  
 



QCRE recommendation: Prudently 
loosen parameters    

• Only 2 – 8 percent of loans have been structured over 
time as QCRE-eligible (as per re-proposal) 

• These loans performed relatively worse than some of 
the loans that are excluded 

• Widening QCRE parameters to include IOs, shorter-
term loans, loans with 30-year amortization, and no 
restrictions on cap rates, would move the inclusion rate 
to roughly 15% historically (20%+ since 2010, due to 
higher underwriting standards) 

• CREFC IG Investors considered analysis provided by 
Trepp before taking a survey to establish majority 
support for this recommendation   



Conclusion 
• CREFC members recognize that risk retention is an 

essential piece of the regulatory regime 
• However, the implementation schedule coincides with 

period of material internal and external flux 
– Internal: peaking maturities 
– External: Interest rate volatility, Budget/debt talks and GDP 

impact 
• In light of CMBS critical role and the fragility of the 

economic recovery, the finer aspects of risk retention 
must be rationalized 

• Failure to do so will, in the least, lead to irrational 
behavior and unintended consequences 



Appendices 

• Appendices 1 – 5: CMBS Market Data  
• Appendix 6: Results of Impact Surveys  
• Appendix 7: Cash flow test model 
• Appendix 8: Senior-subordinate model 
• Appendices 9 – 10: SBSC data 
• Appendices 11 – 15: QCRE data 

 
 



Appendix 1: US CMBS Issuance 

Source: Morningstar 
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Appendix 2: CRE Debt Maturities 

CRE Debt Maturities by Lender Type - Totals 
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CRE Debt Maturities – Commercial vs. Multifamily 
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 Appendix 3: CRE Debt Maturities 

Source:  Trepp, LLC, 1Q13 Update 



Appendix 4: Outstanding CMBS Loans to Top 10 MSAs 
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Appendix 5: Distribution of Outstanding CMBS Loans across Top Tier and 
Other MSAs 

Source: Trepp 

389 

217 
137 

224 
119 171 110 89 70 116 

3065 

0

500

1000

1500

2000

2500

3000

3500

 -

 10,000,000,000

 20,000,000,000

 30,000,000,000

 40,000,000,000

 50,000,000,000

 60,000,000,000

Securitized Balance Loan Count

Top 10 MSAs 

*All Other: Tier 2 and 3 
properties as well as loans 
that cover properties in 
multiple Tier I jurisdictions.  



Appendix 6: Results of Impact Survey 

CRE Finance Council Issuers Risk Retention Impact Survey   
      Conducted from November 11, 2013 to November 19, 2013  

      
 



Appendix 6: Results of Impact Survey (Cont’d) 



Appendix 6: Results of Impact Survey (Cont’d) 



Appendix 6: Results of Impact Survey (Cont’d) 



Appendix 7: Closing Date Cash Flow vs Principal Repayment Test 
Conclusion: It is imperative that par, not fair value, be used as the valuation treatment CMBS in order for the Alternative regulatory test to 
apply within in the context of current economics and market practices. If fair valuation is maintained as part of the requirement, most, if 
not all, CMBS deals will fail the test until maturity.  
Note: For the purposes of simplicity, the below assumes no losses to the pool. Losses would further challenge the deal, making it 
increasingly difficult to pass the Alternative test, especially if treated under fair value. This bolsters the case that the Alternative test is 
viable only in a par valuation environment.        
          

 

Source: Raith Capital 



Appendix 8: Senior-
Sub Analysis 

Conclusion: The challenge posed by 
the new Proposed Rule is one of 
capacity in the marketplace. Today, 
the B-Piece investor community 
typically purchases 6 or 7-percent 
of the par value of a deal at a 
discount that translates into a 
typical investment of 2.5 to 3-
percent of the fair value of the deal 
proceeds. Under the proposal, B-
Piece Investors will need to raise 
the capital to consume the 
expanded 5-percent fair value 
retention requirement. That level 
of retention will mean that bonds 
higher in the waterfall – bonds 
historically rated BBB-, BBB, and 
potentially even A- –will be swept 
into the EHRI retention position. 

Source: Raith Capital  



Appendix 9: Single Asset Single Borrower Performance Data 

         Cumulative Loss Rates and Loss Severities 

Source: Trepp 



 
 

Appendix 10: Single asset Single Borrower Performance Data 

             SBSC and Corporate Debt Rating Transition Comparison 

Source: Moody's Investors Service  



Appendix 11: QCRE Performance 

  QCRE Loan Analysis - Proposed Rule vs. CREFC Proposal 



Appendix 12: QCRE Performance 

       Loan Performance by Term 



Appendix 13: QCRE Performance 

   Interest-Only Loan Performance 



 
 
 

Appendix 14: QCRE Performance 
25-year Amortizing Loans versus 30-year Amortizing Loans 

Conclusion: At 0.81% of cumulative losses since 1997 (see next page), 30-year amortizing loans that conform to CRE Finance Council QCRE 
recommendations  outperform 25-year loans  historically 1.82% of cumulative losses during the same period (this page).     

Note: 
Suggestion #1: 30 yr AM; no maturity term; 1.5 DSCR (1.25 for multifamily; 1.7 for hospitality); 65 LTV (IO Loans LTV <=50 
Suggestion #2: 30 yr AM; no maturity term; 1.35 DSCR (1.25 for multifamily; 1.5 for hospitality); 65 LTV (IO Loans LTV <=50)

    
 



Appendix 14: QCRE Performance 
25-year Amortizing Loans versus 30-year Amortizing Loans 

Conclusion: At 0.81% of cumulative losses since 1997 (see next page), 30-year amortizing loans that conform to CRE Finance 
Council QCRE recommendations  outperform 25-year loans  historically 1.82% of cumulative losses during the same period (this 

page). 

Note: 
Suggestion #1: 30 yr AM; no maturity term; 1.5 DSCR (1.25 for multifamily; 1.7 for hospitality); 65 LTV (IO Loans LTV <=50 

Suggestion #2: 30 yr AM; no maturity term; 1.35 DSCR (1.25 for multifamily; 1.5 for hospitality); 65 LTV (IO Loans LTV <=50) 
   
 



Appendix 15: QCRE Performance 
              Performance of Major vs. All Markets 

Source: Morgan Stanley & Moody’s RCA 
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