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CMBS: The Next Shoe to Drop?

Brett Johnson, Chief Investment Officer

The ability of landlords to refinance upcoming commercial
mortgage-backed securities (CMBS) maturities has
important implications for the commercial real estate
industry. Contrary to what some in the media suggest,
we do not believe that near-term CMBS maturities will
cause a wave of “forced sales” of institutional class
properties at distressed prices. We feel there is sufficient
debt and equity capital from well-capitalized participants
to meet near-term CMBS maturities for higher quality
assets. While some property types face more immediate
difficulties, we believe the majority of CMBS-related
refinancing challenges will occur in 2015-2017 when

a disproportionally large portion of CMBS loans (most

of which were underwritten in 2005-2007 at peak
commercial real estate values) mature.

Market Size & Maturities

Commercial mortgage-backed securities are bonds backed
by mortgages on commercial real estate. These securities
are an important source of debt capital for the commercial
real estate industry (22% of total commercial real estate
debt), second in size only to bank financing (58% of total
commercial real estate debt).
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Annual CMBS issuances peaked in 2007 at $250 billion.
New issuances then declined 91% to only $21 billion in
2008 as the global financial crisis hit and underlying real
estate fundamentals deteriorated.
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Exhibit 2 Source: Bloomberg (May 2010)

We believe the answers to three key questions will
determine the impact of CMBS on the overall commercial
real estate market:

1. Will borrowers be able to access new debt when
these loans mature?

2. How much additional equity will be needed to
refinance properties or, put another way, how
large will losses be to CMBS holders?

3. Will defaults cause a surge of supply in properties
for sale?

New Debt Capital

There is approximately $40-$70 billion of CMBS maturing
per year through 2014. Barring another financial crisis,

we believe debt markets can comfortably support near-
term refinancing of institutional quality assets. We expect
CMBS issuances to increase from 2008-2009 levels and
have already begun to see insurance companies and large
banks return to the market with attractive terms and rates.
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The larger concern is the wave of 10-year mortgages
issued in 2005-2007 that will mature between 2015

and 2017. We expect continued improvement in real
estate fundamentals and debt capital markets to provide
sufficient capital to finance high quality assets between
now and then. This should take the form of CMBS
issuances reaching approximately $50-100 billion per year,
increased lending from banks and insurance companies,

and the continued growth of the REIT unsecured debt market.

CMBS Maturity by Year
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New Equity Capital/Losses for Debt Holders

According to the Moody’s Commercial Property Index,
commercial real estate values peaked in October 2007 and
bottomed in October 2009, falling 44% over 24 months.
Since then, values have increased by 3% through May
30,2010. Many property values are the same today as
they were in late-2002. This means that most properties
financed between late-2002 and late-2009 have declined
in value. Properties financed in 2005, 2006 and 2007 have
lost on average 29%, 34% and 41% of their values through
May 30, 2010, respectively.
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Exhibit 4 Source: Bloomberg (March 2010)
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Given the size and timing of CMBS issuances/maturities
and corresponding commercial property values, we
estimate that there could be a $150-200 billion shortfall

in required equity at maturity to refinance all outstanding
CMBS, the vast majority of which will occur in 2015-2017.
This gap needs to be filled by either (1) CMBS bond holders
realizing losses, (2) property owners putting in new equity,
or (3) property owners selling property to a new owner
that provides new equity.

CMBS Delinquencies by Property Type
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The 60+ day delinquency rate for the CMBS market

was 6.5% in May 2010, up from 2.2% in May 2009. Itis
important to note that not all delinquencies will result

in losses. The chart above includes all 60-day and 90-day
delinquencies (together about three-quarters of total), as
well as real estate in the possession of a lender as a result
of foreclosure or forfeiture. Cumulative losses for CMBS
mortgages issued between 1994 and 2001 have ranged
from 0.7% to 2.3%. We expect delinquencies to continue
to rise and that some portion of the delinquencies will
ultimately result in losses.

CMBS Delinquencies by Vintage Year
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Forced property Sales most likely in hospitality, certain suburban office markets
and poorly located class B and class C retail. However,

we don't believe these pockets of distress will impact the
pricing of the broader commercial real estate asset class.

If current delinquencies turn into defaults then special
servicers will play a significant role in determining the

fate of debt and equity holders. Remedies at the servicer’s
disposal include forced sale, loan modification or workouts ..
like loan extensions, interest-rate reductions or principal Implications
forgiveness. The rules governing this process are very
complex, vary by issuance and involve multiple parties with
divergent interests. Generally, the goal is to preserve as
much value as possible for the holders of the more junior
tranches,* assuming they still have value.

In our view, the “overhang” created by the looming CMBS
maturities will be a much bigger issue in 2015-2017. At
that point, we expect stronger real estate fundamentals
and capital markets. Between now and then, we expect
very manageable delinquencies, defaults, losses and forced

Our estimate of $150-200 billion shortfall in equity will liquidations. In our view, poorly capitalized owners and
have to come from either (1) losses to debt holders, (2) CMBS holders of 2006-2007 issuances are in the toughest
increaging priceg of propert]es' or (3) new equ|ty [\/\any pOSitiOﬂ. Those with access to debt and eqwty capital (I|ke
lenders and services would rather postpone #1 (taking REITs) should be poised to benefit most.

losses) in hopes that #2 (price appreciation) will help

over the next few years and #3 (new equity) will become
available to fill the gap. This rationale, however imperfect,
has thus far prevented a flood of asset sales. In fact, most Grubb & FEllis Alesco Global Advisors manages three
cash-rich REIT executives that we speak with complain mutual funds that invest in listed real estate companies.
about the lack of properties currently available on the

market — “There’s nothing to buy!” If you are interested in learning about our mutual funds,

you may visit our Web site at www.gbemutualfunds.com.
Finally, to put transaction volumes in perspective,
commercial real estate transactions rose steadily from
$100 billion in 2002 to $522 billion in 2007. Transaction
volume plummeted to $52 billion in 2009, but we expect

the market to return to a more normalized $100+ billion For additional information or to subscribe to

per year. We feel that this provides ample demand/ updates to this series, please call 877.404.7822
liquidity to handle institutional quality assets that may

come to market. There will be pockets of “distress”,

Please refer to page 4 for important disclosures.

or email AGAFunds@grubb-ellis.com.
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Past performance does not guarantee future performance. Investors should be aware of the risks involved with
investing in a fund concentrating in REITs and real estate
securities, such as declines in the value of real estate and
increased susceptibility to adverse economic or regulatory
developments. Investments in asset backed and mortgage
backed securities include additional risks that investors
should be aware of, such as credit risk, prepayment risk,

*Tranche: A part of an issue. A tranche sometimes refers to a single
issue of a security released at different times. Tranches are important
to collateralized mortgage obligations, which are backed by pools of
mortgages. These mortgages are arranged in tranches that mature at

different times, for instance in 10 years, 15 years, and 30 years.

Moodys/REAL commercial property index (CPPI) is a periodic same- possible iIquuidity and default, as well as increased
property round-trip investment price change index of the U.S. commercial susceptibility to adverse economic developments.
investment property market based on data from MIT Center for Real Investing in small and medium-sized companies involves
Estate industry partner Real Capital Analytics, Inc (RCA). greater risks than those associated with investing in

large company stocks, such as business risk, significant
stock price fluctuations and illiquidity. Investments in
debt securities typically decrease in value when interest
rates rise. This risk is usually greater for longer-term
debt securities. Diversification does not assure a profit or
protect against a loss in a declining market.

This material is not intended as a forecast, research or investment advice,
and is not a recommendation, offer or solicitation to buy or sell any
securities or to adopt any investment strategy. The opinions expressed
are as of June 1, 2010, and may change as subsequent conditions vary.
The information and opinions contained in this material are derived from
proprietary and nonproprietary sources deemed by Grubb & Ellis Alesco
Global Advisors (AGA) to be reliable, are not necessarily all-inclusive The funds may invest in foreign securities which involves
and are not guaranteed as to accuracy. There is no guarantee that any greater volatility and political, economic and currency risks

forecasts made will come to pass. Any investments named within this . . .
P Y and differences in accounting methods.

material may not necessarily be held in any account managed by AGA.
Reliance upon any information in this material is at the sole discretion of The funds’ investment objectives, risks, charges and

the reader. expenses must be considered carefully before investing. The
prospectus contains this and other important information
about the investment company, and it may be obtained by
calling 877.404.7822 or visiting www.gbemutualfunds.com.
Read the prospectus carefully before investing.

Mutual fund investing involves risk, including the
potential loss of principal.

Grubb & Ellis AGA Mutual Funds are distributed by Quasar
Distributors, LLC.
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