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The commercial housing finance market has undergone
far-reaching changes in recent years. With its high bor-
rowing requirements, the commercial housing industry
faces the threat of a decline in the number of providers
and rising margin requirements. Under the lead manage-
ment of the AGW (Arbeitsgemeinschaft Wohnberatung

= Consortium for Real Estate Development Projects),

a series of housing companies are aiming to gain direct
access to the capital market in order to position the asset
class “commercial housing” and its traditionally low 21
default risk with investors. A securitization structure is
being developed as a transaction mechanism between
demand for finance and the capital market.
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Securitization to Finance Property

The Basics of Securitization

Securitization involves the creation of Asset Backed Securities (ABS) and Mortgage Backed
Securities (MBS) for the purposes of funding or financing banks and companies and to effect
the transfer of risk. Abroad, particularly in the USA, UK and Australia, securitization has
been a popular financing instrument for several decades (see pp. 29), but it is only in the last
three years that it has really taken off in Germany. This is mainly because property investors
could always pick and choose among the many financial institutions willing to provide
finance with high loan-to-value ratios and very tight margins, aided on the funding side by
the Pfandbrief.

On the one hand, securitizations are an attractive economic proposition for banks
because of the transfer of risk and their potential to ease the strain on the banks’ equity
capital. For property investors too, securitization offers an attractive alternative to obtaining
finance via bank loans. In the last five years, the volume of securitization transactions in
Europe (including synthetic securitizations) has more than quadrupled.

Figure 1:
Market trend for securitization
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There is little standardization in the securitization market. Securitizations can be issued by
issuers from various sectors, based on various kinds of collateral. A number of measures are
taken to gain the trust of investors, including:

e Specific structuring of risks in a specially created special purpose
vehicle (SPV)

¢ Hedging and risk mitigation through special legal structure,
e.g. guarantees

e Legal opinion from a law firm on the overall structure

¢ Arrangement by an investment bank or mortgage bank

¢ Assessment of the default probability and timely servicing of the

payment obligations, usually by two international rating agencies

The following figure illustrates the typical structure of a securitization transaction:

Figure 2:
Securitization process and principal market players
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The first link in the process chain (for MBS) is the property company that needs property
finance. It obtains this from a bank or directly from a specially created SPV. As credit protec-
tion in the event that the property company does not honor its payment commitments, both
the bank and the SPV demand collateral for the finance. In the case of securitizations, the
rating agencies check the securities issued by the SPV and the value of the secured assets on
the investors’ behalf.
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There are several ways in which assets can be generated for the SPV including:

e Assignment of the property company’s rental cash flows to the SPV

e Sale of a bond from the property company to the SPV and registration
of a mortgage in favor of the SPV or its trustees

e Financing via bank loan and assignment of the loan including collateral
from the bank to the SPV

e Financing via bank loan, purchase of a risk-neutral collateral pool and
transfer of the credit risk from the bank to the SPV via a credit default swap

e Transfer of property from the property company to the SPV, with a buy-back
obligation on the part of the property company at a price equivalent to the
residual life of the financing

From the standpoint of international investors, the isolation of risks in an SPV is a key feature
of securitization. They are willing to bear the risks listed in the prospectus of the property to
be financed, but other risks, such as those which can arise due to management errors in other
areas of the property company’s business, are eliminated by the securitization. If a property
company or bank is declared bankrupt, the SPV has access to the cash flows from the property
in order to make the interest and amortization payments to the MBS investor. This way, an
individually designed security with contractually defined risks is created. Depending on the
nature of the assets used as collateral, the capital market makes a distinction between RMBS
(Residential Mortgage Backed Securities) and CMBS (Commercial Mortgage Backed Securities).

Another key player in the securitization process is the arranger, who - acting very
much like a general contractor - offers to arrange a securitization for one or more property
companies or banks. Usually, the investment bank, which subsequently sells the ABS/MBS
to investors, will also act as the arranger or will at least be heavily involved in arranging the
transaction. This practice ensures that the structure created attracts the interest of a wide
circle of investors.

The arranger creates a structure in which receivables from securitizations are
serviced with varying priorities in terms of interest and amortization payments (structured
into tranches).

In the following basic example, Investor A is serviced first, and Investor D last. If
the cash flow is interrupted, in position 2 for instance, all cash flows in the other positions
will be used to satisfy the claims of Investor A, B, etc. (in that order) and other impending
payments will first be serviced from the SPV’s credit line. Once position 2 has been realized,
any losses will be borne by Investor D, C, etc. (in that order).



Figure 3:
Balance sheet of SPV with structured finance

Position 1 5,000 | Security A 450,000

Position 2 7,000 | Security B 40,000 Investor B

Position 3 6,000 | Security C 9,500

il
1]

Equity capital 500
Balance sheet Balance sheet
total 500,000 | total 500,000

Source: Hypoport AG

In view of the risk of the entire portfolio, it is extremely unlikely that the defaults will exceed
10% in total. Therefore, Tranche A is deemed to be very safe and receives the best rating.
Investment C receives the lowest rating. Investment D (equity piece or first loss piece) is not
usually rated, and is often taken on by the property company or by the bank as initiator, in
order to increase investors’ confidence in the creditworthiness of the structure.

The structure illustrated is very simplified. In practice, the cash flows from the asset
positions and the securitization receivables are simulated over the entire term, taking account
of their varying maturities. The dynamic approach requires a guaranteed high level of safety
for the best securities at all times over the term. The structure devised is agreed with the
rating agency and adjusted if necessary, in order to obtain particularly attractive ratings.

Another important party within the securitization process is the law firm, which
undertakes the documentation work to finally create the security, as well as assuming
liability for statements regarding the risks in the structure.

Once the securities have been sold via the investment bank, a servicer takes over
the administration for the SPV, the monitoring of the assets and the task of reporting to
investors. When bank portfolios are securitized, it is normally the selling bank that performs
this role.

In practice, there are two main options:

1 The true sale structure serves both risk transfer and financing purposes. Companies and
banks both use it. In return for payment, an asset passes directly to the SPV.
2 The synthetic structure is used exclusively for risk transfer. It is most favored by banks,

who use it in an attempt to ease the strain on their regulatory capital.
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While synthetic transactions used to be very popular in Germany, due in particular to
the data protection problems involved with true sale transactions, we can now expect a
proliferation of true sale transactions. There are several reasons for this:

e Increasingly, investors are seeking investments where the SPV itself has
access to the collateral.

¢ A growing number of companies (in the property, telecom and public utility
sectors, among others) are conducting ABS transactions as an alternative to
financing via banks. For these companies, the regulatory capital which banks
are required to hold is irrelevant. They want to generate real cash flows to
finance their projects.

® More and more banks can obtain cheaper financing in the ABS/MBS market
than via their own credit standing (disintermediation).

Possibilities and Limits of Securitization

If the rating of a property transaction is better than a bank’s rating, there is no sense for
either the bank or the property company to arrange financing that is held on the bank’s
books. In this case, the bank’s funding would be more expensive than the borrowing terms
the property company could expect to obtain given adequate market knowledge.

With large borrowing requirements (upwards of €200 million), securitization provides
the property company with direct access to the capital market. With smaller borrowing
requirements, the bank acts as “bundler” and builds a portfolio in order to then obtain
relatively cheap, long-term funding via true sale MBS in the capital market and transfer the
risks. The key benefits of this, both for property investors and for the bank, derive from
the profitability of the capital market segments for rated bonds and, where applicable, the
removal of capital requirements. Moreover, ABS/MBS offer small financial institutions, large
property investors and syndicates of small and medium-sized property investors the ability
to keep oligopolization tendencies and high margin requirements in check, because they gain
direct access to the international capital market.

This effect can be illustrated by means of an impressive real-life example (see Figure 4).
In 1995, Swedish housing company Bostads AB Poseidon was faced with what seemed to be
an insurmountable financing problem. The high interest rate in the capital market combined
with oligopolization tendencies among Swedish commercial banks had already driven the
average rate of interest (on the loan portfolio) to above 10%, even though the Gothenburg
local authority had provided guarantees for €480 million. As a result of the high interest
payments, the local authority had to pay an interest subsidy of €40 million each year. This
prompted Bostads AB Poseidon to undertake a number of restructuring measures, including
the professionalization of its financial management. As part of a series of securitization
transactions, MBS were placed in the capital market. After the first transactions, international
investors were familiar with the MBS product, which means that today, in terms of Euribor
+20 to +30 bp are sufficient. In parallel, business relations were established with foreign
commercial banks. The result after seven years is that the company has halved its interest
payments. The local authority’s guarantees are no longer required, and the only collateral is
the property portfolio. The government interest subsidy was reduced to a tiny fraction of the
initial value.



Figure 4:
Restructuring of Bostads AB Poseidon

1995 2002
Volume of loan portfolio €700 million €600 million
Number of loans 2,500 13
Average fixed rate term 5.3 years 2.2 years
Total commitments of Gothenburg local authority €480 million -
Average interest expenditure on the loan portfolio 10.60% 5.05%
Volume of government interest subsidy €40 million €1 million
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[ securitization transactions in the international capital market
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Alongside the many opportunities offered by securitization, mainstream securitization prac-
tices, however, do have obvious limits. The high fees payable to the arranger, the investment
bank, the rating agencies and lawyers, etc. mean that transactions below €200 million are
currently not cost-effective. Only for larger transactions or a series of medium-sized transac-
tions can the high fixed costs and the building up of knowhow and organizations be justified.

Another, perhaps obvious limit is that securitization cannot remedy mistakes in the
original portfolio. If the rents achieved on properties are too low, or if the margins generated
on loans are too small, securitization causes a negative leverage effect because risks are
assessed in line with capital market requirements, which in this case, means a higher interest
rate. Moreover, portfolios with risks that have grown over time cannot be sold at their orig-
inal prices through securitization. The capital market is too professional for this.

Multi-seller Transactions for Small and Medium-sized
Property Investors as an Alternative to Financing from Banks

To overcome the problem of the minimum cost-effective size, the principal option of
organizing a combined securitization transaction for several banks or several property
companies does exist. The advantage of this is that the costs are shared and small and
medium-sized market players can gain direct access to the capital market.

On the initiative of Dr. Klein & Co. AG, the Consortium for Real Estate Development
Projects (AGW), and the majority of the regional commercial housing industry associations,
a project was launched at the beginning of 2003 to execute a combined securitization for
several housing companies and thereby establish the German housing industry as a whole
in the capital market. The industry is an ideal candidate for this because each year it has a
borrowing requirement (including renewals) of €8 -10 billion. Because of what are extremely
low risks in historical terms, the industry had hitherto managed with a return on equity that
was close to the interest on its borrowings. Given the high borrowing requirement in the
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commercial housing industry, the possibility of a restricted and more expensive credit supply
is a threat that the industry must take seriously. In light of the above, the project is seen by
the initiating housing companies as, first and foremost, a strategic undertaking.

Figure 5:
Combined securitization in the housing industry
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Unlike the standard process of securitization, in this example assets from various housing
companies are brought into the SPV. The vehicles for this are mortgage-backed, fixed income
bonds in denominations of €1 - 10 million. These securities would never constitute a liquid
market able to provide finance at acceptable terms and conditions. The SPV assumes two
functions here. Firstly, it bundles the housing companies’ bonds into a transaction volume
that is suitable for the capital market. Secondly, by selecting suitable housing companies
and suitable properties to serve as collateral, it spreads the risk with respect to the locations
in Germany and with respect to the types of property. Low loan-to-value ratios of 60%
on average give the first transaction the quality it needs to set a good benchmark for the
commercial housing industry in the capital market.

The use of bundling to form a complete portfolio for the purposes of divestment
and funding via secured bonds offers better financing terms than the individual housing
companies could obtain on their own.
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