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Government Acts to Aid Banks, Unfreeze Credit Markets 
 
The performance of the commercial real estate market has been severely 
impacted by the banking crisis. The widening of borrowing costs and general 
lack of available financing, coming after years of cheap and readily available 
debt, has been a big factor in the recent drop in property values and dearth of 
transactions. As a result, the government has unveiled two programs – the 
Public-Private Investment Program (PPIP) and Term Asset-Backed Securities 
Loan Facility (TALF) -- as part of a broader plan to nurse banks back to health. 
The basic goal of the programs is to unfreeze the credit markets, which are 
paralyzed in part due to bad loans and mark-to-market losses on the balance 
sheets of banks.  
 
TALF provides financing for the buyers of bonds, including CMBS. The plan is 
to reduce the cost of capital for securitized lenders, enabling them to once 
again write loans. 
 
The PPIP encompasses the purchase of a variety of assets, including 
commercial mortgages and triple-A rated CMBS. It aims to entice private 
investors to buy assets at values above where they are marked on banks’ 
balance sheets through the use of low-cost, non-recourse government 
financing. As part of the PPIP, the government has committed up to $100 billion 
of funds to co-invest with private investors in the purchase of up to $1 trillion of 
loans and securities. The government will provide 50% of the equity to the 
buyers of the “legacy loans” and “legacy securities” that will be auctioned by 
banks. A key component of the PPIP is the low-cost government-guaranteed 
financing. The Federal Deposit Insurance Corporation (FDIC) will guarantee up 
to 85% of the financing of legacy loans. The Treasury will finance between 50% 
and 100% of the equity for the purchase of legacy securities.  
 
Our purpose here is to discuss the potential impact of the programs on the 
commercial real estate market, including potential investment opportunities and 
whether they may help revive the CMBS market. Our initial analysis indicates 
that TALF may help jump-start a limited amount of new lending, while PPIP 
may produce attractive returns for investors that buy whole loans and CMBS, 
provided of course that performance of the underlying loans is stable.  
 
However, it is important to note that the mechanics of the program largely are 
still being sorted out by the government and industry players, so any final 
conclusions are not possible at this point. 
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What’s more, one potentially large impediment is the amended mark-to-market standards adopted in early 
April by the Financial Accounting Standards Board (FASB) that gives financial institutions more flexibility in 
marking assets. That flexibility may alleviate some of the pressure to sell loans and securities, potentially 
undermining the objectives of the PPIP. 
 
Plan to Auction Assets of Financial Institutions 
 
The legacy loans and securities programs would allow financial institutions to identify assets that would be 
put up for auction. Bids would come from qualified asset managers that form Public-Private Investment 
Funds (PPIFs) with the government, which encompasses a 50/50 split of equity, plus an additional amount 
of non-recourse three- to five-year financing. Fixed-rate debt is expected to be priced at swaps plus 100 
bps, with floating-rate debt to be priced at 1-month Libor plus 100 bps. The cheap debt is a critical piece of 
the program, since the disappearance of the securities’ lending market in wake of the demise of the major 
investment banks played a major role in the freeze in the fixed-income market.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Legacy Loans 
 
The criteria for eligibility to participate in the PPIP remains unclear, but it is likely that the potential universe 
is centered on relatively large loans that were written for securitization but could not be sold when the 
CMBS market dried up in late 2007. In particular, banks still hold upwards of $100 billion of loans that 
financed M&A activity in late 2006 and 2007. Banks likely will not start lending again until these types of 
assets are off their books.  
 
But will banks sell those loans? The answer could depend on where they are marked. If the bids come in 
below where they are currently marked, banks would be forced to write down the loans upon sale, which 
they may want to avoid. It is not known whether the banks can decline to follow through on a sale if the bids 
do not meet expectations. Banks want to sell loans that have been marked down because of the rise in 
spreads and the lack of liquidity, at prices above current marks. As a result, banks that have been more 

Public-Private Investment Program 
• $75-100 billion from TARP funds 
• Assets include commercial mortgages and CMBS 
• Up to $1 trillion of purchasing power 

Legacy Loans 
• 50/50 equity split 

between government 
and private capital 

• FDIC-guaranteed debt 
up to 85% of purchase 
price 

Legacy Securities 
• 50/50 equity split 

between government 
and private capital 

• Potential Treasury 
financing between 50% 
and 100% of purchase 
price 
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aggressive in marking down loans to date – particularly those that have acquired large commercial-
mortgage positions via corporate takeovers – are more likely to sell assets via PPIP.  
 
Many unanswered questions remain, such as mechanics of the financing. The FDIC said it will guarantee 
the debt “issued by the PPIFs” representing up to 85% of the purchase price, which seems to put the onus 
on sellers to finance the pools. How much financing will be provided will depend on the FDIC’s 
determination of the credit quality of the assets. It’s not clear who will service the loans, an important point, 
particularly if loans need to be restructured. It’s also not known whether banks will be able to auction 
mezzanine debt. Some 2007-vintage large loans have multiple layers of mezzanine debt in which senior 
tranches are performing while the junior tranches are underwater.  
 
If it works, the legacy loan program could free up balance sheet space that would represent one step 
toward resumed lending by commercial banks. It is likely that there will be demand for at least the senior 
portion of legacy loans on high-quality assets. Investors that buy discounted loans with the inexpensive 
government financing could potentially get relatively high returns, if the loans perform up to expectations. 
However, until the program is fleshed out, it is unclear whether there is enough incentive to prompt banks 
to sell enough volume to achieve significant balance sheet relief. 
 
Legacy Securities 
 
The legacy securities program would enable PPIFs to bid for CMBS, with the Treasury providing one or two 
layers of financing that could total up to 100% of the equity amount. Junior debt would come with warrants 
whose terms have not been specified. The March 26 announcement of the outline of the program had an 
immediate positive impact on AAA CMBS spreads. Although spreads have since retreated somewhat, and 
volatility remains high, the price of generic senior AAA bonds rose from about 58 cents to 66 cents on the 
dollar by April 10.  
 
As with the legacy loan program, banks will be incentivized to participate if they can sell assets at prices 
higher than current marks. That price may vary for different banks, depending on how they have marked 
their inventory and how eager the bank is to pare product from its balance sheet. Still, for auctions to be 
successful, CMBS spreads likely have to rally significantly. Otherwise, banks might opt to hold securities 
rather than sell them at a discount. Some market analysts are predicting that as a result of the PPIP 
spreads of the most-senior AAA classes will fall as low as swaps plus 400-600 bps. That remains a far cry 
from the spreads of swaps plus 25 bps at the market peak, but it is a big improvement from recent months, 
when spreads have ranged between swaps plus 1000-1200 bps.  
 
With senior AAA CMBS currently trading at prices that yield a 12% to 13% unleveraged return, investors 
could potentially achieve mid-teens returns or higher using the government financing (Exhibit 2). Buying the 
most-senior classes of CMBS at current prices, with financing pegged to Libor plus 100 bps, could produce 
returns of anywhere between 13.1% and nearly 50%, depending on leverage and provided prices do not 
drop. While there are many variables to bond yields, the basic point is that potential returns look high 
enough to attract bidders if product comes up for bid. 
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Exhibit 2: Programs Terms and Conditions* Implied Investor IRR 

Security Characteristics     TALF Financing IRR 

  Tranche  Duper (30% subord.) None 13.1% 

  Average Coupon 6%   75.0% 28.7% 

  Expected Life 7 yrs 80.0% 35.9% 

  Price (par=100) at Purchase and Sale 70   85.0% 48.5% 

      7 year Treasury Rate 2.25%   

      Implied Spread to Treasury 1084   

TALF Terms     

  Loan Term 3 yrs 

  Loan Rate = 2.75%   

       3 Yr LIBOR Swap Rate 1.75%   

    + Loan Spread over 3-yr LIBOR (bps) 100   
*Ignores 5% loan fee. Strategy implies sale upon TALF loan maturation. 
Pramerica Real Estate Investors 
 
The risks to owning CMBS include loss of principal, downgrades and a drop in mark-to-market value. Most 
CMBS trusts have three AAA-rated levels of seniority: a “duper” class with a 30% subordination level, a 
“super-senior” class with 20% subordination and a “junior” class, typically with subordination of 10-13%. If 
one assumes a loss severity (which is the amount of actual loss realized on loans that go into default) of 
the historical average of about 40%, the duper bondholders will not lose principal until default rates 
(currently about 2% but rising) hit 75%. Loan defaults would have to reach 50% to impact super-seniors 
and 25-33% to impact junior AAAs. Some analysts foresee default rates eventually rising to levels that 
could impact the junior bonds, but few, if any, predict default rates high enough to impact the two most-
senior classes. Similarly, the probability of downgrades is more likely at the junior-AAA level. Still, investors 
need to scrutinize individual deals that are auctioned to determine the probability of defaults.  
 
The use the program depends on a host of unresolved issues. One problem for investors is financing. The 
vast majority of outstanding CMBS consists of long-term, fixed-rate bonds. The proposed three- to five-year 
Treasury financing presents a mismatch that could discourage some investors from participating. In the 
CMBS market’s previous largest price corrections, in 1998 and 2001, some investors had to surrender 
CMBS holdings to lenders that provided short-term credit lines. The desire for effective match funding 
played a big role in the development of the now-defunct collateralized debt obligation market.  
 
Treasury’s financing policy, however, could change before the PPIP is enacted. Industry trade associations, 
including the Commercial Mortgage Securities Association, are pressing government officials to tailor the 
plan to suit the needs of the industry. Given the government’s desire to get markets started again, and 
ongoing retooling of the program, their chances of success seem reasonable. 
 
Another issue is whether the government will limit bids to the PPIFs, which will involve a select handful of 
large asset managers. Some investors may decide not to participate because they do not want to form to 
partnerships with other asset managers, which could create control issues.  
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TALF 2.0 
 
The TALF program provides for inexpensive government financing of purchases of newly issued securities, 
under the theory that it will raise prices and lower the cost of capital for securitization programs, thus 
enabling them to better compete for new loans. At current market prices, CMBS programs would have to 
charge borrowers about 20% for senior loans, which obviously is untenable. Securitization programs have 
written virtually no new loans since mid-2007 and no CMBS has been issued since June 2008.  
 
 
 
 
 
 
 
 
 
Many key details of the program have yet to be announced, including whether CMBS is an approved asset 
class. Market players generally assume CMBS will participate, but so far it has not been explicitly 
announced. Other unknowns include the amount of leverage that will be provided and cost of the debt. 
Industry participants in talks with the government have said that it will take 90-95% financing at a spread of 
Libor plus 100 bps and term of at least five years to induce investors to buy new bonds.  
 
Will TALF be enough to jump-start CMBS origination? If the government agrees to the industry’s financing 
requests, securitization could make a limited comeback, although there would be many hurdles to 
overcome before the industry becomes viable again. Financing triple-A CMBS – which represents roughly 
85-88% of the trust – at Libor plus 100 bps will reduce securitization programs’ cost of capital significantly.  
 
One possibility is for lenders to originate loans for securitization via a program in which they sell or finance 
the senior (triple-A) slice via TALF and retain the entire subordinate portion. This strategy could work for 
specialty lenders with a servicing arm, but not for large banks, which generally avoid owning lower-rated 
bonds because of capital charges. A second possible strategy involves securitizing a diverse pool of low-
leverage, high-quality loans to produce a pool in which almost all of the resulting securities would carry a 
triple-A rating eligible for TALF financing, producing a lower blended cost to the lender.  
 
However, there are still many problems that need to be solved. To get back in business, securitization 
programs need to reduce all-in costs to about 400-500 bps over Treasuries, which would enable them to 
write profitable loans with coupons in the 7.5% to 8% range. That is difficult as long as the spreads of 
classes subordinate to triple-A remain inordinately expensive. For example, as of April 3, double-A CMBS 
was priced to yield swaps plus 4521 and triple-B-minus was priced to yield swaps plus 8521 bps. Even if 
senior triple-A spreads fell to 400-600 bps as a result of the PPIP, whether that would be enough to enable 
securitization programs to compete with portfolio lenders and commercial banks would depend on the price 
of subordinate debt and the overall proportion of that tranche (or tranches).  
 

Term Asset-Backed Securities Loan Facility 
• Newly issued AAA-rated securities (possibly CMBS) eligible 
• Government finance up to 95% of cost 
• Financing pegged to Libor plus 100 bps  
• Goal to unfreeze securitization markets 
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Subordinate CMBS will remain expensive as long as there are few investors willing to buy the so-called “B-
pieces.” Demand for subordinate CMBS is likely to be extremely weak until real estate fundamentals are 
seen improving and defaults less likely.  
 
Another issue that must be resolved before the CMBS market restarts is the willingness of banks to 
warehouse loans. CMBS lenders are exposed to balance sheet risk between the time when loans are 
closed and when they are packaged and sold as bonds. For years, banks hedged this exposure. But when 
the fixed-income and derivatives markets collapsed in 2008, the value of banks’ warehoused loans and the 
value of their hedges dropped simultaneously. Before banks lend again, they will want to devise a less-risky 
method to finance the loans they aggregate. One way around this would be the return of so-called “agent” 
securitizations, in which the loan is funded at securitization with the coupon determined by bond spreads. 
Such deals were abandoned in recent years because borrowers did not want to bear the pricing risk. 
Borrowers no longer have the upper hand, and some might choose such deals for lack of a better choice. 
 
Summary 
 
It bears repeating that the government’s program is in its early stages. Important details – such as what 
assets qualify, how the pools will be identified, how the auction process will work, the mark-to-market 
implications and who will service the assets – remain unresolved. Also unknown is whether investors can 
opt to participate without the government debt or equity, or if participants will be subject to mandates such 
as executive compensation caps. Other details may still change before the program is implemented, 
making it difficult to determine the overall impact of the program.  
 
Moreover, much needs to happen before the commercial real estate is healthy again. Chiefly, the tide of job 
losses and reduced consumer confidence are components of the deterioration of the space market 
fundamentals, which are an increasingly worrisome impediment to recovery. The problems in the banking 
sector go well beyond the commercial real estate sector, and banks have a great deal of work to do before 
they are ready to resume normal lending, something that is crucial to the well-being of commercial real 
estate. 
 
That said, it appears that the PPIP already has helped to lower triple-A CMBS spreads. The auction 
process could entice investors back into the market, bringing sorely needed liquidity. The TALF program 
raises the possibility of new lending where none existed. As we have seen in recent years, the health of the 
debt markets plays a big role of the overall condition of commercial real estate. So while it is unlikely to be 
a panacea, the government’s efforts at the very least could be a step in the right direction for the 
commercial real estate markets. 
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The Investment Research Department of Pramerica Real Estate Investors publishes reports on a 
range of topics of interest to institutional real estate investors. Individual reports are available by e-
mail or via the Web at www.pramericarei.com. Reports may also be purchased in quantity for use in 
conferences and classes. To receive our reports, change your contact information, or to be removed 
from our distribution list, please e-mail us at research.reports@pramericarei.com, or telephone our 
New Jersey office at +1 973.683.1745. 
 
 

Important Disclosures 
 
This document is only intended for institutional and/or professional investors. This material is intended for informational 
purposes only and should not be relied upon to make any investment decision, as it was prepared without regard to any 
specific objectives, or financial circumstances. It should not be construed as an offer, invitation to subscribe for, or to 
purchase/sell any investment. Any investment or strategy referenced may involve significant risks, including, but not limited 
to: risk of loss, illiquidity, unavailability within all jurisdictions, and may not be suitable for all investors. This publication is not 
intended for distribution to, or use by, any person in a jurisdiction where delivery would be contrary to applicable law or 
regulation, or it is subject to any contractual restriction. No further distribution is permissible without prior written consent.   
  
Key research team staff may be participating voting members of certain Pramerica Real Estate Investors fund and/or 
product investment committees with respect to decisions made on underlying investments or transactions. In addition, 
research personnel may receive incentive compensation based upon the overall performance of the organization itself and 
certain investment funds or products. At the date of issue, Pramerica Real Estate Investors and/or affiliates may be buying, 
selling, or holding significant positions in real estate, including publicly traded real estate securities.  
 
The views expressed within this publication constitute the perspective and judgment of Pramerica Real Estate Investors at 
the time of distribution and are subject to change. Any forecast, projection, or prediction of the real estate market, the 
economy, economic trends, and equity or fixed-income markets are based upon current opinion as of the date of issue, and 
are also subject to change. Opinions and data presented are not necessarily indicative of future events or expected 
performance. Information contained herein is based on data obtained from recognized statistical services, issuer reports or 
communications, or other sources, believed to be reliable. No representation is made as to its accuracy or completeness. 
 
In the Americas, Prudential Real Estate Investors is a business unit of Prudential Investment Management, Inc., a US SEC 
registered Investment Adviser and an indirect wholly owned subsidiary of Prudential Financial, Inc., Newark, New Jersey. In 
Europe, Pramerica Real Estate Investors and Pramerica Investment Management are trading names of Prudential 
Investment Management, Inc. the principal asset management business of Prudential Financial, Inc. ('Pramerica Financial') 
of the United States. Pramerica Real Estate Investors is the real estate investment management business of Pramerica 
Investment Management. In the United Kingdom, information is presented by Pramerica Real Estate Investors which is 
affiliated to Pramerica Investment Management Limited ('PIML'). PIML is authorized and regulated by the Financial 
Services Authority of the United Kingdom (registration number 193418). Prudential Financial, Inc. is not affiliated in any 
manner with Prudential plc, a company incorporated in the United Kingdom. In Asia, information is presented by Pramerica 
Real Estate Investors (Asia) Pte. Ltd. ("Pramerica Asia"), a Singapore investment manager that is registered with and 
licensed by the Monetary Authority of Singapore. 
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