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Commercial mortgage debacle looms

A severe commercial mortgage liquidity crunch portends big
problems for banks and insurance companies.

According to data compiled by ma-
jor investment banks and reported in
the Arthur Andersen Real Estate Per-
spectives newsletter, annual commer-
cial mortgage flows decreased in 1991
for the first time in postwar history.
These flows, which denote the net
change from one period to another in
mortgages outstanding, were a nega-
tive $6.9 billion in 1991, based on an-
nualized data through the end of the
second quarter.

This contrasts sharply to 1987,
when a net $121.5 billion poured into
commercial mortgages. Commercial
mortgage lending by banks did in-
crease slightly last year by $9.8 bil-
lion, but this was only 20% of the 1986
peak of $49.6 billion net increase. Far
worse was the huge contraction by the
battered thrift industry and insurance
companies. Outstanding mortgages
from thrifts fell nearly $35 billion in
1991, while insurance companies had
anetswingof $37 billion—fromapos-
itive $22.5billionin 1990 to anegative
$14.8 billion last year.

Bad as these figures are, the net de-
crease in commercial mortgages would
have been a negative $37.5 billion last
year had the U.S. government not shov-
eled in more than $30 billion, in part
from its ownership of mortgages as-
sumed from the takover of S&Ls. In
contrast to the disinvestment by the pri-
vate sector, the U.S. government put
50% more money into commercial real
estate mortgages than it did in 1990—
the net flow jumped from $19.6 billion
in 1990 to $30.6 billion last year—
meaning that in the last two years, the
government has dumped more than $50

billion down this sinkhole.

The newsletter reports that only
42.5% of commercial mortgages were
repaid from June 1990 to June 1991,
with an even grimmer outlook for the
July 1991 to July 1992 period. “Of the
$75 billion which came due from June
1990 to June 1991, 42% was repaid,
45% was extended, and 13% was fore-
closed.” That means that the majority
of mortgage loans—58%—was either
rolled over or foreclosed.

But the situation is even worse.
First, much of the 42% that was count-
ed as “repaid” was actually rollovers
financed by lenders other than the orig-
inal ones. Second, many lenders, who
either cannot afford or justify the refi-

nancing of many non-performing.

loans, are exchanging debt for equity,
i.e., becoming part-owners of the
worthless property without officially
foreclosing, in the chimerical hope
that property prices will go up.
According to the National Realty
Committee, there is an even greater
$82 billion coming due from July 1991
to July 1992. So far, only 6.8% stands
to be repaid or refinanced by other
lenders, and only 12.7% is slated for
loan extension. That leaves over
80%—$66 billion—coming due with

no deal in place either for rollovers or -

repayments.

On top of this, the newsletter notes
that “insurance companies have an ad-
ditional $75 billion of constructionand
miniperm (short-term) loans coming
due over the next two years.” Small
wonder then that one of the pacesetters
in the desperate debt-for-equity tactic
is insurance giant Aetna, which is

faced with a confluence of bad loans
and heavy annuity contract payouts.

Underlying the mortgage debacle
is a 26% drop in the value of office
properties during 1986-91. This has
contributed to a 50% drop in office net
operating income in real dollar terms
from 1981, and has made refinancing
of current mortgages exceptionally
difficult, while all but shutting down
lending for new projects. Most lend-
ers, except the government, are de-
manding far more equity or cash from
borrowers: anywhere from 25-50%
now, versus only 0-20% in 1989.

Banks now hold $385 billion of
commercial real estate loans. This is
170% of their equity capital, and repre-
sents “values” that in general have not
been written down to market value for
fear of torpedoing even more banks.
Many insurance company mortgage
portfolios are in equally bad shape,
though lax reporting requirements ob-
fuscate the true dimensions. Admitted
bad mortgage loans are running at a
5.4% rate for insurers, double that of
1989, but the situation is far worse, es-
pecially consideting that so many of
the short-term laans advanced in the
mid-1980s are now coming due.

The Andersen newsletter hints at
one so-called solution: If the banks and
insurance companies can’t roll over
commercial mortgages, maybe pen-
sion funds can be¢ suckered to pick up
the tab. The reasoning goes like this:
Since pension funds have only 5-7%
of their assets in real estate, and since
their earnings on safe government
securities and other such investments
are inadequate because of low interest
rates, then higher-interest “debt fi-
nancing” of real estate is a natural,
even if everybody else is getting out.
Pension funds shpuld “turnincreasing-
ly toreal estate as a portfoliodiversifier
and longer-term inflation hedge” to
“become a significant factor in meet-
ing refinancing needs.”
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