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Key Interest Rates

01/24/09
1 Month

Prior

3 Months 

Prior

6 Months 

Prior

1 year 

Prior

Federal Funds

Target Rate
0.25% 0.25% 1.50% 2.00% 3.50%

Prime Rate 3.25% 3.25% 4.50% 5.00% 6.50%

1-Month Libor 0.40% 0.47% 3.26% 2.46% 3.38%

3-month Libor 1.17% 1.47% 3.54% 2.80% 3.33%

5-Year AAA Banking 

& Finance Bonds
5.14% 5.30% 6.81% 5.22% 4.13%

10-Year AAA Banking 

& Finance Bonds
5.96% 5.83% 8.00% 6.08% 5.10%
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The TED Spread Tells the Tale

Å The TED Spread measures the difference between the interest rate 

on 3-month U.S. Treasury's and 3-month Libor



7Source: Real Capital Analytics, Inc.

8/07 9/08

Where Are We Today?



8

ñIt Canôt Get Much Worse, Can It?ò
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A Simply Analogy Explains 

Everything

ÅToothpaste is to ñMade in Chinaò as 

ÅSub-prime mortgages is to ñMade in the U.S. Capital 

Marketsò

ÅThe question in todayôs markets (physical and financial) is: 

who can you trust?

ÅBanks will not lend to other banks

ÅSellerôs refuse to budge from last yearôs numbers

ÅBuyerôs are fixated on next yearôs numbers
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ÅCharacteristics of bubbles are well documented

ÅBelief in new ñparadigmsò

Å1980sðjunk bonds

Å1990sðday traders and the Internet

Å2000sðday traders of homes and condos

ÅLong uninterrupted period of prosperity

ÅIncreased investment allocated to prosperous sectors

ÅEquity and debt capital cheap and plentiful

ÅAsset values appeared destined to increase forever

We Should Have Seen the Bubble 

Coming
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Write-downs, Credit Losses, and Capital 

Raised

Write-downs & Losses               

(in $ Billions)

Capital Raised                  

(in $ Billions)

Worldwide $732.9 $788.9

Source: Bloomberg LP (as of December 15, 2008)

ÅThe total of write-downs and credit losses in the global 

financial sector will soon reach $1 trillion

ÅHow much is $1 trillion?

ÅA stack of $100 bills 66,970 miles high; a 162+ year 

printing job; a weight of 970,973 tons; 2,417 fully loaded 

747 jumbo jets; and a road 95.6 million miles long; 
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From Liquidity to Insolvencyéin Two Years

December 28, 2006 Ownit Mortgage, a sub-prime lender, files for bankruptcy

February 7, 2007
HSBC sets aside $10.6 billion for bad loans, including sub-

prime

April 2, 2007 New Century, a mortgage broker, files for bankruptcy

July 31, 2007 Two Bear Stearns hedge funds file for bankruptcy

August 17, 2007
FRB cuts Discount Rate (rate at which it lends to banks) to 

5.75% 

September 21, 2007
Harman, a buyout fund, fails; first deal to fail as a result of the 

credit crises

October 14, 2007 Merrill Lynch announces $7.9 billion sub-prime write-downs

December 27, 2007 Maryland regulator takes control of bond insurer ACA
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From Liquidity to Insolvency

January 11, 2008 Bank of America agrees to buy Countrywide Mortgage

January 23, 2008 New York Regulators seek aid for bond insurers

January 30, 2008 FRB cuts Discount Rate to 3.5%

March 11, 2008 FRB agrees to loan troubled banks up to $200 billion

March 16, 2008
JP Morgan agrees to buy Bear Stearns; FRB cuts Discount 

Rate to 3.25%

March 18, 2008
FRB cuts Federal Funds Rate to 2.25% and Discount Rate to 

2.50%

September 8, 2008
U.S. Treasury assumes control of Fannie Mae and Freddie 

Mac

September 15, 2008
Lehman Brothers files for bankruptcy; Bank of America 

acquires Merrill Lynch

September 16, 2008
AIG is ñstabilizedò by a FRB loan in return for a 79.9% stake 

in the company
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From Liquidity to Insolvency

September 21, 2008
Goldman Sachs and Morgan Stanley become bank holding 

companies

September 26, 2008 JPMorgan Chase acquires Washington Mutual

October 12, 2008 Wells Fargo acquires Wachovia

October 29, 2008
FRB reduces Federal Funds Rate to 1.00% and Discount Rate 

to 1.25%

December 16, 2008
FRB reduces Federal Funds Rate to 0.00% to 0.25% and 

Discount Rate to 0.50%

To-be-continued



16

ÅSince late 2006, over 312 U.S. 

lenders have filed for bankruptcy, 

temporarily ñsuspendedò 

operations, or been acquired by a 

third-party

ÅSince mid-2007, 108 hedge funds 

at 66 separate firms have 

imploded

ÅVisit www.ml-implode.com and 

www.hf-implode.com for 

updates

ñImplode-O-Metricsò

Updated: 010109
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ñTried Something for Everyoneò

Date Target Government Action

December 11, 2007 Commercial Banks
FRB lends to banks for more than 

overnight period

March 16, 2008 Wall Street
FRB lends to Wall Street firms which 

are primary dealers

September 7, 2008 Mortgage Finance
Fannie Mae/Freddie Mac placed in 

conservatorship

September 17, 2008 Insurance Industry
$85 billion loan to AIG at penalty rate 

plus warrants

September 19, 2008 Money Market Funds
Treasury offers insurance to money 

market funds

September 30, 2008 Financial Sector
Congress passes bill allowing 

Treasury to buy mortgage securities

October 7, 2008 All Corporations
FRB will buy commercial paper 

directly from corporations
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ÅDiversification overcomes systemic risk

ÅHigh (credit) ratings means high quality (see AIG bonds)

ÅGlobal capital markets can be ñde-coupledò

ÅñTailsò on bell-shaped curves do not require adjustments to 

strategy

ÅñBlack Swanò events are totally accidental, random and 

unpredictable

ÅIf it looks like a duck, and quacks like a duck, then itôs a duck 

(see CDOs and CLOs: ñJust synthetic bondsò)

ÅMathematical models can be used to simulate and manage risk

ÅRisks associated with borrowing ñshortò and investing in illiquid 

assets whose values can not be readily ascertained can be hedged 

effectively (see ñFactoidò which follows)

Myths and Legends ñExposedò
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ÅUntil 2003, all investment banks were ñlimitedò to 12 to 1 
leverage

ÅIn 2004, the SEC gave 5 investment banks the ability to lever 
up to as much as 40 to 1 and become ñHIBsò or ñHuge 
Investment Banksò

ÅThe 5 investment banks wereé

ÅBear Stearns(acquired by JPMorgan Chase)

ÅLehman Brothers (filed for bankruptcy)

ÅMerrill Lynch (acquired by Bank of America)

ÅMorgan Stanleyand Goldman Sachs(converted to 
bank holding companies) 

Investment Bank ñFactoidò
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ÅDislocation n 1: an event that results in a displacement or 
discontinuity [syn: disruption] 2. the act of disrupting the 
established order

ÅPhysical markets versus the capital markets

ÅPricing CMBS like foreclosures ñaround the cornerò

ÅPricing REITs like foreclosure has happened 

ÅCapital markets pricing versus ñmark-to-the modelò, 
also known as ñmark-to-make-believeò pricing

ÅSellerôs strike; buyerôs strike too

ÅSellerôs using last yearôs capitalization rates and 
NOIs

ÅBuyerôs using next yearôs capitalization rates 
and NOIs

ñDislocationsò
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ÅIn the capital markets, liquidity and price discovery depend 

on trust

ÅSub-prime distrust lead to counter-party distrust, i.e., 

Bear Stearns

ÅCounter-party distrust lead to inter-bank distrust, i.e., 

widening LIBOR spreads for overnight loans

ÅInter-bank distrust lead to money market distrust, i.e., 

the ñbreaking of the buckò by a money market fund

ÅMoney market distrust lead to distrust of claims paying 

ability by an insurance company, i.e., AIG

ÅAnd so on and so on andé

ñMistrust and Distrustò
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ÅAs a result of the liquidity ñcrisesò, three important issues face the 

commercial and multifamily real estate industry

ÅOriginating new permanent mortgages secured by income 

producing property 

ÅTransaction volume is down an estimated 75% and is 

unlikely to recover without mortgage capital

ÅRe-financing of existing permanent mortgages previously 

securitized

ÅIt is ñguesstimatedò that $180 Billion of securitized loans 

will mature between 2009 and 2012

ÅEstablishing program for the disposition of real estate and 

related financial assets acquired by the U.S. government

Real Estate Capital Markets Issues



23

Sales of Large 

Commercial Properties 

(in $ Billions)

2006 $317.3

2007 $442.8

2008

(estimated)
$134.0

U.S. Commercial Mortgage-

Backed Securities Issuance

(in $ Billions)

2006 $202.7

2007 $230.2

2008 $12.1

Real Estate is Finance Driven
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Refinancing Challenges in Todayôs Markets

ñThenò ñNowò Change

Net operating income $5,000,000 $5,000,000 -----

Capitalization rate 6.00% 6.50% +8.33%

Property value 83,333,333 $76,923,077 -7.69%

Required loan-to-value ratio 80% 70% -12.50%

Implied mortgage loan $66,666,667 $53,846,154 -19.23%

10-year U.S. Treasuries 4.25% 3.50% -0.75%

Required spread 1.00% 3.50% +2.50%

Mortgage rate 5.25% 7.00% +1.75%

Interest-only debt service $3,500,000

Debt service, including 30-year amortization $4,298,878 +22.83%

Debt service coverage ratio 1.43 to 1 1.16 to 1

Source: Ernst & Young
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Whereôs the Money Going to Come From?

Source: Prudential Real Estate Investors
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Source 1/1/06 ï6/30/07 7/1/07 - Present

Wall Street 33% 1%

Commercial Banks U.S. 26% 8%

International Banks 18% 15%

Finance & Mortgage 9% 5%

Savings and Loans 7% 5%

Insurance Companies 6% 7%

Government Agencies 1% 5%

Assume Existing Financing 0% 50%

Seller Provided Financing 0% 4%

Source: Real Capital Analytics, Inc.

Transactions Are Being Financed Byé?



27

Troubled Assets Ahead
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Potentially Troubled Troubled Lender REO

Source: Real Capital Analytics, Inc.

Potentially Troubled - $80.9 

billion

Troubled - $21.2 billion

Lender REO - $4.5 Billion
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Causes of Increase in Troubled Assets

Source: Real Capital Analytics, Inc.

Distressed Assets ($25.7 Billion)

Potentially Troubled

($80.9 Billion)

Troubled

($21.2 Billion)

Lender REO 

($4.5 Billion)

Maturing loans Delinquent or in default In foreclosure

Owner financially ñupside 

downò

Foreclosure or subject to 

administration
Deed-in-lieu (of foreclosure)

Failed conversion
Owner/general partner in 

bankruptcy

Failed redevelopment Maturity default

Tenant bankruptcy Mezzanine investor takeover

Development incomplete

Underperforming

Valuation ñout-of-balanceò
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ÅAt issue, initial low DSCR/high LTV loans versus new 

loans with new underwriting metrics (higher coupons and 

DSCR, lower LTV, covenants and reserves)

ÅBetween January 2009 and December 2012, $159.4 billion 

of conduit loans are due for repayment/refinancing

2009 $20.6

2010 $34.5

2011 $45.9 (including $16 B of 5-year loans originated in 2006)

2012 $58.4 (including $22 B of 5-year loans originated in 2007)

Source: Barclays Capital.

Real Estateôs Next Black Hole
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ÅConstruction loans  

becoming ñout-of-

balanceò due to inadequate 

reserves for:

ÅInterest

ÅIncreased cost of 

materials and labor

ÅIncreased marketing, 

leasing, and tenant 

improvement expenses

ÅCondominiums Still Under 

Construction

Real Estateôs Next and Next Black Holes
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ÅCreate a Fannie Mae-like vehicle to originate permanent 

mortgage loans

ÅUniform origination and underwriting metrics, ñcreditò (not 

real estate) committee approval required, single triple-A rated 

tranche, and loan originators pay guarantee fee and retain first 

loss position

ÅFacilitate re-financing of existing mortgages which had been 

securitized by suspending the REMIC rules, thereby allowing loans 

to be re-negotiated/re-structured prior to delinquency or default

ÅDevelop a model based upon the RTC experience of early 1990s 

to dispose of troubled and ñtoxicò real estate and financial assets 

owned by the U.S. government

Potential Solutions
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ÅHR 384, the Troubled Assets Relief Program Reform and 

Accountability Act of 2009 includes the following provision:

ñSEC. 138.CLARIFICATION OF AUTHORITY REGARDING 

COMMERCIAL REAL ESTATEò

óéincludes the authority to establish or support facilities to support 

the availability of commercial real estate loans, including through 

purchase of asset-backed securities, directly or throughéthe 

Federal Reserve System or any Federal Reserve Bank.ô

TARP to the Rescue?
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