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® Overview

In anticipation of an expanding Canadian commercial
real estate securitisation program, Fitch IBCA has re-
searched the Canadian real estate market to quantify
default frequency and loss severity and has developed
a methodology to rate securities backed by Canadian
commercial real estate.

The results of this research indicate that the Canadian
real estate downturn, experienced during the economic
slump of the late 1980s and early 1990s, is equivalent
to an ‘A’ stress scenario, which means that commercial
mortgage securities rated ‘A’ or higher would not expe-
rience losses. The Canadian economic slump started
toward the end of the 1980s and reached its trough in
1993. During that period, net effective rents on com-
mercial properties decreased by 50%, vacancy rates
increased to more than 20%, and values dropped up to
50%. 'Traditional lenders, such as life insurance compa-
nies and banks, withdrew from the lending market,
further exacerbating the problem.

Fitch IBCA’s commercial mortgage default study incor-
porates an analysis of the performance of more than
5,500 commercial mortgage loans during the downturn.
Fitch IBCA also studied third-party published reports
and interviewed lenders, economists, and real estate
professionals.

From its analysis, Fitch IBCA created a Canadian per-
forming loan model. Results indicate that default prob-
abilities, based on debt service coverage ratios
(DSCRs), are lower than U.S. benchmarks and were
modelled to range from 15%—-65%. Loss severities, once
aloan defaults, are likewise lower than those in the U.S.
and are estimated to be 30% on average. Additional
losses are determined on a pool-by-pool basis depend-
ing on the real estate, the related loan, and the pooled
transaction’s attributes.
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Reliable data on commercial mortgage performance are
not widely available; therefore, evaluation of diverse
assets is difficult. Because of the lack of uniformity of
commercial mortgage assets and underwriting stand-
ards, commercial mortgage performance studies are not
as precise as those for single-family mortgages.

Fitch IBCA’s performance study results are used to
create an analytical framework to rate securities backed
by commercial mortgage pools. The study is a guideline
for investors, investment bankers, and issuers. Each trans-
action has unique characteristics that may require special
consideration or analysis. Fitch IBCA encourages discus-
sion regarding characteristics of particular pools.

® Canadian Economy

Canada’s economy, the seventh largest in the world,
depends largely on the export of commodities. Forestry
contributes 20% of the nation’s exports and mining
30%. However, this dependence has been tempered by
surging manufacturing exports due to strong price com-
petitiveness, low inflation, and North American Free
"Trade Agreement (NAFTA) membership. Toronto and
Montreal together account for more than one-third of
the nation’s manufacturing. In 1989, a free trade agree-
ment went into effect between Canada and the U.S.
The pact was superseded in 1992 by the signing of
NAFTA by Canada, the U.S., and Mexico.

Fitch IBCA rates Canada ‘AA’ for foreign currency
obligations and ‘AAA’ for Canadian dollar obligations.
If Fitch IBCA changes these ratings, for any reason,
investors will be notified.

® Recent Canadian Economic Slowdown

Prior to the most recent slowdown, Canada had not
experienced an economic slump since that of 1981-
1982. At that time, the Canadian economy traditionally
benefitted from a low dollar and a substantial trade
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surplus with the U.S. through the ex-
port of unprocessed raw materials. By
1982, borrowings, used mainly for large
government projects, had caused the
federal deficit to reach C$107.6 million.

Since 1985, Canada has run a tight fiscal
policy and, since 1988, a tight monetary
policy. In true economic terms, the re-
cession occurred during 1990-1991.
However, Canada entered its most re-
cent economic slowdown in 1988,
about one year before the U.S. experi-
enced an economic slump. Together
with the U.S. recession, the combina-
tion of fiscal and monetary restrictions
was the major cause of the most recent
Canadian recession. The rigorous fight
against inflation in the late 1980s and
early 1990s drove up interest rates so
that, in 1990, prime interest rates aver-
aged 13%, peaking in April 1990 at
14.75%. Interest rates were held high as
the government initiated a broad pro-
gram of privatisation.

The goods and services tax (GST), intro-
duced in 1991, also contributed directly to
the severity of the slowdown. At first, the
recovery was export based and, although
economists believed the recession had
ended by 1992, domestic demand did not
start to recover until 1994-1995. However,
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the recovery occurred despite the un-
certainty following the 1995 referen-
dum on the Canadian constitution and
the subsequent sovereignty referen-
dum in Quebec.

B Canadian Real Estate Market

Although Canada is one of the largest
countries in the world by land area, the
majority of its population lives within
100 miles of its border with the U.S. Of
the population, 60% lives in the 17 larg-
est cities and more than 30% in
Toronto, Montreal, and Vancouver.

The real estate market is similarly con-
centrated. Central "Toronto contains 78
million square feet (sf) of office space and
its suburbs 69 million sf. "Total industrial
space in Toronto amounts to 597 million
sf. Central Montreal contains 46 million sf
of office space and the suburbs 33 million
sf, with industrial space totalling 250 mil-
lion sf.

Generally, commercial leases extend five
to 10 years. The more creditworthy a
tenant, the longer the lease. Rent in-
creases typically are set out in the lease,
although increases for long-term leases
(greater than 15 years) may be based on
a cost of living index due to uncertainties
faced later in the lease term.

Real Estate in the Slowdown

From 1990-1995, empty office towers
became a symbol of the weakness of the
Canadian economy. The doom and
gloom of the early 1990s led one large real
estate brokerage house to claim that a
12-year supply of office space existed.
"The real estate downturn was caused by
both supply and demand factors: the ex-
cesses of the 1980s resulting from over-
zealous development in certain cities
produced a precipitous fall in rents; and
the poor performance of the Canadian
economy devastated demand.

Downtown Montreal Office Vacancy Rate
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During the downturn, vacancy rates
rose, net effective rents fell, tenant in-
ducement packages became more gen-
erous, and property values decreased.
Throughout Canada, net effective
rents in class A space were estimated to
have dropped 60% between 1989 and
1994. Space available for sublease was
a major reason for the sharp decline in
rents. Vacancies nationwide rose from
10.7% to 16.2% during the same period,
and, for certain markets, the decline
was even greater. A 10-year lease be-
came, in effect, a five-year lease or
shorter, as flexible lease termination
rights were written into it.

Other concessions to secure a tenant in-
cluded: the tenant was no longer required
to return the space to base building
standards; and the tenant did not have to
pay for naming rights. As the industry
emerged from the real estate downturn,
the pendulum swung back toward the
landlord with regard to the granting of
concessions. However, leasing commis-
sions is one area in which changes made
during the downturn are still in use. Prior
to 1990, commissions were calculated on
a percentage basis; as net effective rents
fell, the calculation method changed to
dollars per square foot.

The introduction of the GST in 1991
compounded the slowdown’s impact on
retail stores as consumers stayed away.
The industrial market was affected by
rationalisation and bankruptcies in the
manufacturing sector, which added
considerable space to an already satu-
rated market. The slowdown also forced
corporate real estate professionals to re-
think how real estate and space occu-
pancy should be budgeted, putting more
pressure on vacancy rates.

However, the downturn provided some
self-correcting measures. In 1991, 17
million sf of new office space was intro-
duced into the market, followed by 7.6
million sf in 1992. For the next three
years, the combined total was only 5.2

CANADIAN COMMERCIAL MORTGAGE DEFAULT STUDY

million sf. In 1992, the debt problems
of several major developers in Canada
became evident. Most notable was the
default of Olympia & York Develop-
ment Ltd. Similarly, Trizec Corp. and
Cadillac Fairview Corp. Ltd. defaulted
in 1994.

During the same period, a credit crunch
developed as the more traditional and
stronger lenders withdrew from the
market or tightened their underwriting
standards. Borrowers facing a refinance
of amaturing loan found that no lenders
were willing to provide financing; as a
result, defaults increased as balloon
maturities came due. The Federal In-
surance Companies Act of 1992, and
the subsequent Minimum Continuing
Capital and Surplus Requirements for
Life Companies, made it more expen-
sive for life companies to hold real es-
tate assets due to the increased capital
required to be held. In 1994, lenders
changed their strategy of dealing with
problem loans; distressed debt was sold
at sizeable discounts, and lenders were
more aggressive in their willingness to
foreclose or take control of properties.

Also affected was the stability of several
lenders with large exposures to real es-
tate on their books. In 1993, Les Coop-
erants and Sovereign Life failed, the
first insurance companies to do so in 65
years. In 1994, Confederation Life In-
surance Co. (Confed), often considered
too big to fail and once an investment-
grade company, met its demise as a
result of huge losses in its mortgage
portfolio. However, although the losses
were great, the growth in real estate
exposure (as a percentage of total as-
sets) was equally important. Many trust
companies also experienced large
losses due to their mortgage portfolios.
To compete with banks, trust compa-
nies had been aggressive in their lend-
ing. When the slowdown came, many
had to be bailed out in federally as-
sisted transactions and/or were ac-
quired by chartered banks. Central

Guarantee Trustco, the fourth largest
trust company in Canada as of 1992, was
rescued by Toronto Dominion Bank in
that same year. Similarly, Royal "Trustco
was saved by The Royal Bank of Can-
ada.

® Canadian Legal System

Canada is a federal state made up of 10
provinces and two territories. The federal
government regulates banking, insurance,
money, bankruptcy, and insolvency, while
the provincial governments regulate prop-
erty and civil rights, including mortgages
and consumer protection laws, the capital
markets, and securities law. Provincial-
based credit unions (caisses populaires),
insurance companies, pension funds, and
others are also regulated by the provinces.

The Canadian legal system consists of
two distinct parts: a system derived
from the English Common Law with
statutory amendments and used in
every province, except Quebec; and
the Quebec system, which is derived
from French civil law with statutory
amendments. Because of the strength
of the national banking system, the le-
gal framework generally favours the
lender over the borrower. Each prov-
ince has its own laws with regard to the
rights of a secured creditor that must be
exercised within the framework of the
federal legislation on bankruptcy and
insolvency. For instance, in Quebec,
the Quebec Civil Code is the applica-
ble law with respect to the exercise of
hypothecary (mortgage) rights. At the
federal level, the Bankruptcy and In-
solvency Act, the Winding Up Act, the
Bank Act, and the Companies’ Creditors
Arrangement Act provide jurisdiction.

Lender and Borrower

Relative to the U.S. real estate market,
the Canadian market is more lender
friendly. For instance, in Ontario, a
“private power of sale” provision is in-
corporated or implied in every mort-
gage and allows the lender to serve a
notice of sale on the borrower 15 days

FITCH IBCA, INc. 3



CANADIAN COMMERCIAL MORTGAGE DEFAULT STUDY

after payment default. At that point,
the borrower has 35 days to bring the
mortgage current. Other remedies in
Ontario include a judicial sale action,
obtaining title through foreclosure or
“quit claim deed,” and taking posses-
sion of the property through a receiver.

In general, Canadian lending institu-
tions are hesitant to use all the reme-
dies available to them, opting, instead,
to “work out” the loan with the bor-
rower over a period of time. Also, it is
common for mortgages in Canada to
contain a recourse covenant, which en-
ables the lender to seize the borrower’s
other assets to obtain repayment of the
debt. Fitch IBCA believes that the lender
friendly legal environment and the re-
course nature of mortgage loans contribute
toward fewer loan defaults and smaller
losses in Canada than in the U.S.

B Canadian Default Study

Fitch IBCA’s approach to pool risk analy-
sis incorporates two measures of com-
mercial mortgage performance: default
probability and loss severity. "To establish
appropriate and relevant default and loss
factors, Fitch IBCA reviewed historical
dataregarding commercial mortgage loan
performance. Additionally, Fitch IBCA
studied published reports and talked
with representatives from other financial

institutions, real estate companies, and
government agencies.

The foundation of Fitch IBCA’s default
study used loan information provided
by four Canadian lending institutions.
The data collected consisted of 12,528
commercial real estate loans originated
between 1982 and 1997, with a com-
bined origination balance of C$13,429
million. The data was made more ap-
propriate for the default study and se-
curitisation purposes by excluding
loans with an origination balance less
than C$1 million, loans originated prior to
1986, and loans covered by a government
guarantee. This left a sample pool that
better approximated what Fitcch IBCA be-
lieves will be a typical Canadian commer-
cial real estate securitisation pool.

Sample Pool

"T'he sample pool consisted of 5,654 loans
totalling C$10,695 million and originated
between 1986 and 1996. The average
loan size was C$1.9 million. Loans se-
cured by multifamily properties made up
26%, retail 26%, office 25%, industrial
16%, and other property types 7%. The
largest concentration were loans on prop-
erties located in Ontario, with 41%, fol-
lowed by Quebec with 20%, British
Columbia with 18%, and Alberta with
16%. The remaining 5% was distributed

Originations by Property Type
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among the other Canadian provinces
and territories.

Loan originations peaked in 1989, the
beginning of the slowdown, when
nearly C$1,250 million was originated.
However, in the following year, origina-
tions amounted to slightly more than
C$800 million and, in 1993, dropped to
C$450 million. This is evidence of the
reduction in lending as lenders exited
the market, exacerbating loan defaults
because refinancing was unavailable as
loans matured. Office buildings dis-
played the greatest contraction in lend-
ing, indicative of the increased level of
defaults experienced by that property
type and discussed later in this report.

The Canadian default study seeks to
identify the default probability and loss
severity for typical Canadian commer-
cial real estate loans under a specific
stress scenario. For Canada, Fitch
IBCA determined that the real estate
downturn experienced in the late 1980s
and early 1990s was an ‘A’ stress sce-
nario. This compares to an ‘A’ stress for
the U.S. real estate market during the
same period and an ‘AA’ stress for the
French real estate market shortly
thereafter. An ‘A’ stress means that
transactions structured to receive an ‘A’
or higher rating should have survived
the Canadian recession intact. Transac-
tions rated lower than ‘A’ would suffer
losses.

Default Probability

Default probability represents the likeli-
hood that a given loan will become delin-
quent, ultimately resulting in a loss. The
loss can result from either a loan restruc-
ture or the sale of the loan or property,
with the proceeds being insufficient to
recover principal, interest, and costs. The
first step in determining default prob-
ability is to establish a base or typical
Canadian loan portfolio. The portfolios
reviewed generally contained loans se-
cured by a mix of property types and
were located according to the distribu-
tion of the Canadian population. All
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Average Time to Resolve by Province

16 (Months)

Alberta

loans reviewed were recourse to the
borrower. Generally, the loans were un-
derwritten to terms similar to U.S. life
company underwriting.

The probability that a loan will default
under a given stress scenario is predicated
on cumulative historical data. To estimate
‘A default probability for typical Canadian
portfolios, Fitch IBCA analysed the sam-
ple pool’s nonperforming real estate loans.
Additionally, Fitch IBCA analysed all
loans that were no longer on the books of
the lending institutions but had experi-
enced a “loss” of some kind. The loss may
have resulted from the forgiveness of debt
and/or interest, a loss on sale after the
lender had exercised its remedies, or some
other release from the original contractual
terms of the loan. The “loss loans” were
sorted by year of origination, and their origi-
nation balances were totalled and looked at
as a percentage of the institution’s total real
estate portfolio originated in thatsame year.

For the period under study, 1986—-1996,
the four lending institutions originated
5,654 loans worth C$10.7 billion. Of
these, 325 loans defaulted in some way.
The defaulted loans’ origination bal-
ance was C$860 million, or 8% of the
total sample pool. However, origina-
tions in certain years fared worse than
those in other years. For instance, in

14
12
10
8
6l
4]
P
0%
Quebec

Ontario

1987, 27% of that year’s originations
defaulted. Also, as loans mature and are
unable to be refinanced at the current
level of debt, the total number of loans
that go into default will rise. Fitch
IBCA believes that commercial mort-
gage loans are more likely to default
further into the loan term or at the
loan’s maturity than they are at the be-
ginning of the loan term. This is be-
cause the contracted rent, used in the
underwriting of the loan, should con-
tinue for several years into the term of
the loan but is at risk of being reduced
as tenants fail to renew at lease maturity

or the current market rent at lease ma-
turity is below the underwritten rent.

An interesting comparison of loan de-
faults can be made with the U.S. Fitch
IBCA has rated commercial mortgage
securitisations in the U.S. since 1992
and used, in the development of its
U.S. model, information supplied by
the American Council of Life Insur-
ance. When comparing the delinquen-
cies experienced by life insurers up to
the end of 1990 in the U.S. against the
experience of those same firms thatalso
lent in Canada, a lower delinquency
rate for Canada is easily apparent (see
chart below).

Defaults by property type were not as
uniformly spread as the sample pool. Of-
fice experienced the greatest default
rate, with 50% of all defaults made up of
loans on office buildings. Multifamily
constituted 17%, industrial 13%, retail
10%, and other 10%. Office properties
require large amounts of capital for ten-
ant improvements and leasing commis-
sions to attract and keep tenants. These
expenditures may even be required to
provide tenants with an incentive to
renew. If there is a significant lease roll-
over and the borrower does not have ac-
cess to capital, there is a greater chance the
borrower will default. Additionally, in a soft

Commercial Mortgage Delinquencies: Canada vs. U.S.
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market, other incentives, such as free
rent periods, will also compromise the
borrower’s ability to pay.

Loss Severity

Losses from the 325 loans that defaulted
amounted to only C$181 million, or less
than 2% of the total origination balance.
‘This is considerably lower than Fitch
IBCAs expectation. However, some
loans may still suffer losses when itcomes
time to refinance them. Also, the total
losses were cumulative over 10 years, and
certain years experienced greater losses
than others. For instance, 1994 was the
worst year for a lender to resolve a de-
faulted loan, as the lender could expect
losses to average 45% of the loan’s origi-
nation balance. It should be noted that
this was the same year lenders changed
their strategy of dealing with problem
loans. The average loss for the four
worst years in which to resolve a de-
faulted loan (1993-1996) was slightly
more than 30% of the loan’s origination
balance. Because this was the highest
level of consistent loss on defaulted
loans, Fitch IBCA used 30% as a base
loss in an ‘A’ real estate recession for its
Canadian performing model.

Office loans, with 57%, had a more than
proportionate share of the losses suf-

Losses as % of Origination by DSCR*
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fered. Office loans were followed by
industrial with 16%, multifamily with
7%, and retail with 5%. Not only do
office buildings have a greater prob-
ability of default due to their high capi-
tal costs, but they also experience
volatility in rental levels and capitalisa-
tion rates, both of which impact values.

Not unexpectedly, the losses suffered
by lenders increased the longer it took
to work out the problem loan. Losses
were below 30% of the origination bal-

Loss as % of Origination by Length of Default
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ance for loans that were worked out in
less than 12 months but increased to
more than 50% for loans that took
longer than 24 months.

The average time to resolve a problem
loan showed more geographic uniform-
ity than expected. Fitch IBCA had ex-
pected a longer time to resolve loans in
Quebec due to that province’s more
borrower friendly legal environment.
However, analysis of the data indicated
that the time to resolve a loan in Que-
bec was 14.6 months, which was only
slightly longer than that experienced in
Ontario, with 14.2 months. After speak-
ing with lenders, Fitch IBCA considers
that the expected increase in time to
work out a loan in Quebec is accounted
for when the loan is underwritten. In
Alberta, the average time to resolve a
loan was 9.5 months.

As expected, loans with low initial
DSCRs showed greater losses than loans
with higher coverages. However, the dis-
tinction was only apparent with loans be-
low 1.00 times (x) DSCR. These loans
experienced losses in excess of 60%,
whereas loans with DSCRs greater
than 1.00x experienced losses less than
35%, with an average of 24.5%.
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®  Fitch IBCA Performing
Loan Model

The default probability and loss sever-
ity findings under an ‘A’ stress are the
foundation of the Canadian performing
loan model. They reflect and are inclu-
sive of the volatility of Canadian real
estate values in relation to rents, the
legal system, the underwriting criteria,
the behaviour of borrowers, and the
creditors’ approach to recovery. Fitch
IBCA’s real estate analysis starts with
DSCRs. Fitch IBCA believes that net
operating income (NOI) is the most
relevant measure of a commercial prop-
erty’s ability to cover operating ex-
penses and debt service.

Fitch IBCA evaluates debt service cov-
erage for commercial loan portfolios on
a loan-by-loan basis to determine the
necessary level of credit enhancement
for a particular rating. LLoans within a
pool are stratified according to DSCRs.
The DSCRs are calculated after adjust-
ing the property’s income and the loan’s
current debt service to reflect “normal-
ised” market conditions.

Property Income: Recent property fi-
nancial statements are analysed and ad-
justments are made to provide a
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stabilised cash flow. Items examined
include: reducing above-market rents
to market levels; vacancy adjustments
for high occupancy properties; market
rate property management fees; capital
expense allowances to maintain the
property in its current condition; and an
allowance for future tenant improve-
ments and leasing commissions at lease
rollover. Generally, the loans that form
the sample review (see page §) are the
loans that are reunderwritten. The per-
centage difference between the histori-
cal NOI and the adjusted Fitch IBCA
cash flow is called the “haircut.” The
average of the haircuts derived from the
sample review pool is extrapolated to
the NOIs of those properties not reun-
derwritten.

Debt Service: Fitch IBCA uses the
higher of the loan’s current debt service
or the debt service calculated using the

Fitch IBCA Net Cash Flow
Fitch IBCA Stressed Debt Service

DSCR =

same principal amount and a property-
specific interest rate (determined from
interest rate levels reached in the most
recent high level interest rate environ-

ment of 1987-1992). A market amortisa-
tion period, generally 25 years, is used
and adjustments are made if the current
loan has an adjustable interest rate or
fully amortises in its current term. If the
actual amortisation period is less than 25
years, Fitch IBCA would still use the
longer period. This results in a higher
Fitch IBCA DSCR and, thus, more fa-
vourable treatment, effectively giving
credit for the faster amortisation.

The adjusted income and debt service
are used to calculate the Fitch IBCA
DSCR, and the loan is assigned a de-
fault probability accordingly. Catego-
ries of DSCRs range from less than
0.50x to greater than 1.75x, with lower
ratios receiving higher default prob-
abilities and higher ratios lower default
probabilities. The default probabilities
range from 15% at the highest DSCR
to 65% at the lowest. They are based on
the analysis of the historical data and
are lower than those used in the U.S.
performing loan model due to the re-
course nature of the loans and the more
lender friendly legal environment
prevalent in Canada. Both provide the
borrower with incentive to continue
paying the contracted debt service
even if it means coming out of pocket.

Aloss severity factor is also determined
for each loan. In the Canadian model, it
is 30% and represents the average
amount expected to be lost in a work-
out or foreclosure and subsequent sale
of the asset. The potential loss for each
loan, grouped according to DSCR, is de-
rived by multiplying the default factor by
the loss severity factor. The sum of the
losses provides the preliminary crediten-
hancement at the ‘A level.

The ‘A level credit enhancement is
then further adjusted according to the
characteristics of certain pool-specific
factors (add-ons), which are analysed and
quantified and added to the preliminary
‘A level creditenhancement. The result-

FITCH IBCA, INC. 7
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ing credit enhancement represents the
benchmark for the other ratings.

Credit enhancement requirements for
other rating levels is derived from this
‘A’ subordination level relative to dif-
ferent risk issues. For instance, ‘BB’
securities are expected to withstand a
lower level of stress than ‘A’ rated secu-
rities. Therefore, credit enhancement
levels for ‘BB’ rated securities are ap-
proximately 50% less than ‘A’ levels.

Add-Ons

The add-ons represent adjustments de-
signed to measure qualitative risks pecu-
liar to an individual pool and that are
“added on” to the credit enhancement
calculated in the quantitative portion of
the model described above. Fitch IBCA
focuses on several potential issues, pri-
marily those listed below.

Loan Diversity: 'lo encourage a well di-
versified pool, Fitch IBCA will default
the three largest loans in the pool that, in
its opinion, would not be classified in-
vestment grade. To qualify as investment
grade, a loan would need to be well un-
derwritten, be secured by an above-aver-
age property displaying sound historical
financials, and have a good borrower pay-
ment history. Pools with a concentration
in a few large loans require greater credit
enhancement than large, diverse pools
with no significant loan concentration.

Borrower Concentration: Any concen-
trations of borrowers greater than 5% will
require additional subordination.

Geographic Concentration: Fitch IBCA
expects a diversified Canadian pool to
have a concentration of properties in On-

Selected Refinance Constants

Property Type Interest Rate (%) Amortisation (Years) Constant (%)
Multifamily 10.25 25 11.12
Office 10.75 25 11.55
Anchored Retail 10.50 25 11.33
Industrial 10.75 25 11.55
Hotel 11.50 20 12.80
Unanchored Retail 11.50 25 12.20

tario and Quebec. However, if the pro-
portion for the two provinces exceeds
50% and 35%, respectively, additional
credit enhancement will be required.
Concentrations in other provinces may
also require additional credit enhance-
ment.

Cash How Volatility: Certain properties,
such as hotels and unanchored retail,
have more volatile cash flows than other
properties, and Fitch IBCA adjusts the
credit enhancement accordingly.

Collateral Quality: "ypically, Fitch IBCA
expects the pool to contain average, or
“B” quality, properties. Properties clas-
sified as “B+” or better will require less
subordination, while properties classi-
fied as “C+” or worse will require more
subordination.

Property Information: Property level
information is critical to the underwrit-
ing of any real estate securitisation.
Those transactions that have limited
information on the underlying collat-
eral will be subject to conservative es-
timates in the underwriting process.
For assets where virtually no property
information is available (i.e. rent roll
and operating statement), Fitch IBCA
will assume additional losses and/or
higher default probabilities.

Cash Flow Volatility

Asset Type Volatility Issue
Hotels Operating Leverage
Restaurants Service Industry

Unanchored Retail
Single Tenant
New Construction

Unstable Tenant Base
Re-Leasing Stress
Not a Proven Location or Tenant Mix
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Excess Spread: Excess spread is the
excess of the interest paid on the loans,
net of servicing fees, over the interest
paid on the securities. Credit is given if
the excess spread is available to support
the rated securities.

Basis Risk: Additional credit enhance-
ment is required if the interest rate of
the underlying loans is not tied to the
same index as that of the securities.

Recourse Loans: Typical lending prac-
tices in Canada include recourse provi-
sions to the borrower. Thus, if a loan
defaults and a loss is suffered, the lender
can go after the borrower to make up the
loss. This provides a strong incentive to
the borrower not to default and may re-
duce losses that the lender would other-
wise suffer if the mortgaged property was
the only valuable asset. Lack of recourse
provisions will require additional credit
enhancement.

Other issues where add-ons are consid-
ered include subordinate debt, payment
history, environmental and engineering
issues, and the strength of any repre-
sentations and warranties given on the
mortgage loans.

u Sample Review

As an integral part of the review proc-
ess, Fitch IBCA selects a sample of
loans for site visits to the underlying col-
lateral and a desk review of the asset
summaries and files. The sample usually
consists of loans representing approxi-
mately 30% or more of the outstanding
principal amountof the pool. The smaller
the number of properties in the pool, the
larger the percentage of properties tar-
geted for site visits.



Generally, the largest loans, loans dis-
playing problems or unusual charac-
teristics, and a random sample of the
other loans are selected. A cross-section
of properties representing different re-
gions and property types in the portfo-
lio is visited.

Site visits focus on property tours, a
review of comparable properties, and,
where possible, a meeting with the
property manager. Factors evaluated
include location, access, vacancy, con-
struction quality, and property condi-
tion. The sample review also forms the
basis for reunderwriting the loans from
which the average haircut is extrapo-
lated to the rest of the pool.

u  Servicer

"The servicer of any pool must be accept-
able to Fitch IBCA. Fitch IBCA evalu-
ates several factors related to the servicer
and includes an on-site visit as part of the
review process. Factors considered in-
clude company history, management
structure and policies, experience of
management and staff, staff training, and
commitment to servicing.

Fitch IBCA reviews the size and diver-
sity of the servicing portfolio and com-
puter capabilities. Collection procedures
for delinquent loans are also important.

CANADIAN COMMERCIAL MORTGAGE DEFAULT STUDY

DSCR Base Loss Assumptions*

(%)

Default Loss Expected
Fitch IBCA DSCR (x) Probability Severity Loss
>1.75 15 30 4.5
1.50-1.74 20 30 6.0
1.25-1.49 25 30 7.5
1.15-1.24 30 30 9.0
1.00-1.14 35 30 10.5
0.90-0.99 40 30 12.0
0.80-0.89 45 30 13.5
0.50-0.79 55 30 16.5
0.01-0.49 65 30 19.5

*In an A’ stress case. DSCR — Debt service coverage ratio.

Servicing advances may be required for
real estate tax, insurance, and other
property protection measures. Thus,
servicers should have strong capital
backing.

Fitch IBCA believes the most important
area of any commercial loan servicer is the
ability to deal with delinquentand problem
loans. The servicer review includes a dis-
cussion of workout methodologies, recent
results, and staff work experience.

Fitch IBCA also evaluates provisions of
the servicing agreement. The agree-
ment should provide sufficient flexibil-
ity for the servicer in its dealings with
various borrowers. As commercial loans

Qualitative Factors’ Effects on Ratings

Factors Positive

tend to have unique characteristics, it
would be difficult to predetermine the
process a servicer should be required to
follow in a workout situation. There-
fore, Fitch IBCA believes servicers,
once carefully chosen, should be al-
lowed a good deal of discretion. Servicing
agreements also should provide for ade-
quate compensation that would attract an
experienced servicer in the event the
initial servicer must be replaced.

® Trustee

The trustee is responsible for making
certificateholder distributions, admin-
istering the structure’s documents, and
protecting the interests of each certifi-
cateholder in respect thereof. The trus-

Negative

Geographic Diversity
Property Type
Operating Statements
Loan Diversity
Amortisation

Borrower Concentration
Recourse

Diverse

Collateral Quality
Interest Rate
Excess Spread
Basis Risk
Seasoning
Servicer

Fixed

Nationally Diverse

> 75% of Portfolio with Current Statements

> 50 Properties in Portfolio

Fully Amortising Loans

< 5% of Loans to a Single Borrower

Recourse to “Warm Body” (a person as opposed
to a “shell” company)

Good Construction and Well Maintained

Available to Repay Rated Certificates
Matched Indexes

Properties Have at Least Three Years’ History
Experienced, Well Capitalized Company

Regionally or Locally Concentrated

Office

50% of Portfolio with Current Statements
Largest Loan 15% of Portfolio

Negative Amortisation

Single Entity 20% of Portfolio

Fraud Carve-Outs
Significant Deferred Maintenance

Floating

Negative Spread

Different Indexes

Recently Constructed Properties

Lacks Commercial Servicing Experience
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Performing Pool Required Information

O Summary of Pool Characteristics

(size, geographic location, and borrower concentrations)

O Mortgage Loan Data

(maturity dates, percentage of balloon loans, such as coupon rate
information on floating-rate loans, i.e. index, reset timing, and caps,

among others)

O Recent Operating Statements and Rent Rolls

O Property Inspection Reports (Largest L.oans)
(pictures and locator maps are useful)

O Appraisals or Valuations
(optional, but helpful)

0 Servicer Information

0 ’Iransaction Structure

tee must be qualified to act on such
behalf and must not represent a risk to
the transaction. In addition, the trustee
is often asked to act as a backup liquid-
ity provider and must have an appropri-
ate credit rating.

®  Financial and Legal
Structures

In addition to considering the risks as-

sociated with the transaction’s collat-
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eral, Fitch IBCA also evaluates the fi-
nancial and legal structures of the trans-
action, based on information provided
by the issuer, as well as the provisions
of the governing documentation. Fitch
IBCA pays particular attention to the
priority of interest and principal distri-
butions, the seller’s representations
and warranties, credit enhancement
features, such as reserves, use of excess
spread, liquidity facilities, support for

basis risk, and any other feature de-
signed to address particular risks asso-
ciated with the given transaction.
"Typical representations and warranties
may confirm, among other things, thatall
loans are: performing; secured by a first
lien on commercial real estate; governed
and originated in accordance with Cana-
dian law; legal, valid, and binding on all
parties; and free of any legal dispute,
settlement, or waiver, except as other-
wise disclosed. The legal structure must
provide for timely use of proceeds from
the pool to pay investors in the event of
any insolvency proceeding.

Real estate documentation is also consid-
ered part of the transaction. The analysis
described in this report assumes loans
in the pool are first mortgages with ap-
propriate casualty insurance. Junior
mortgages require significant addi-
tional credit support due to increased
default risk. The analysis also assures
that no additional loan advances are
required and that loans are performing.
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