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COLLEGE OF BUSINESS

FINANCE 4520 –REAL ESTATE FINANCE AND INVESTMENTS

CLASS NOTES FOR QUIZ #4 (2006)

IV. 
Securitization (Ch. 18-21)





(3/20 – 4/12)



A.  Partnerships, JVs & syndications (Ch. 18)



1.  Why syndicate? 



a. allocate equity among numerous investors




b. reduce risk thru large diversified portfolios



c. create derivative risk/return investment opportunities

d. lower equity required of general partners
   


e. re-finance equity to avoid more debt



f. facilitate disposition of projects




g. generate fee income



2.  Types of syndications



a. limited partnerships




b. blind pools



c. private




d. public



3.  Private syndications



a. capital accounts (f) CF, depreciation




b. capital gains – ATIRR




c. SEC Regulation D




d. accredited investments


4.  Allocations & substantial economic effect



a. unbundling




b. tailored tranches




c. at risk rules


5.  Public syndications



a. SEC regulations

b. standards: North American Security Admin. Association



c. objectives and policies





1) tax shelter





2) CF – pensions





3) leverage





4) blind pools





5) joint ventures





6) foreclosures




d. promoters’ and manager’s fees




e. investor suitability




1) liquidity





2) marketability

B.  Mortgage–backed securities (Ch. 19) 



1.  Secondary mortgage markets: pre–1954



a. expanding the secondary markets






1) geographic flow of funds – purpose





2) mortgage bankers – sources of funds





3) new regulations on financial entities






(a) 1960’s – deregulation: FIRREA






(b) IRAs; 401ks; 403bs






(c) ERISA – 1973






(d) 1990s- FNMA rules






(e) commitment to home ownership -70%

b. earlier facilitation


1) FHA (1934)

2) FNMA (1938)





3) minimum underwriting standards





4) hazard and title insurance





5) servicing – fees





6) little or no default risk

2.  FNMA: 1954–1968 (MBS)



a. Congress re-chartered FNMA: 1954




1) enhance federal insured mortgages





2)  management of direct loans, liquidity of defaults





3) management of subsidized mortgages




b. FNMA would become private




c. financed with preferred stock (sold to Treasury) 




  + common stock (sold to mortgage bankers) 




d. US Treasury backstop




e. low risk for FNMA notes and bonds

3.  GNMA: HUD Act 1968 (MPS) 



a. GNMA guaranteed mortgage backed securities





1) liquidate FNMA mortgages





2) subsidized mortgages





3) guarantee FHA and VA mortgage pools → MBS




b. GNMA guaranteed timely payments of interest and principal 



    for MBS collateralized with FHA and VA mortgages




c. pass-thru securities




d. virtually default-risk free




e. repayment could be made anytime



4.  Freddie Mac: 1970 (PCS): Federal Home Loan Mortgage Corp.



a. chartered by Congress




b. conventional loans – primarily originated by banks



c. private mortgage insurance




d. 80% of residential mortgages are conventional




e. thrifts originated 60% of residential mortgages at that time



f. Freddie Mac buys pools or mortgages



g. issues mortgage pass-thru securities




h. securities are called “participation certificates”




i. provided liquidity to thrifts




j. investors still carry risk





1) default risk





2) interest-rate risk


5.  Mortgage-backed bonds (MBBs)



a. collateralized by mortgages




b. over-collateralized (125%-240%)




c. mortgage bankers may replenish pools




d. ratings (f):




1) quality – guarantees; insurance




2) geographic distribution





3) interest rates of mortgages





4) prepayment likelihood





5) over-collateralization




e. i changes affect subsequent prices




f. zero coupon bonds





1) sell at deep discounts





2) e.g., 8% 10 yr. = 4,632



6. Mortgage pass-thru securities




a. not collateralized bonds




b. undivided interest in pool




c. 100 million (1000 + mortgages)



d. i payments and principal payments pass thru to investor




e. issued by mortgage company




f. purchased by mutual funds, individuals, IRAs, Keogh 



    pensions, life insurance companies, banks and thrifts




g. types





1) GNMA- MPS





2) FNMA- MBS





3) Freddie Mac- PCs


7.  Mortgage pools – characteristics



a. guarantors




b. default insurance




c. payment patterns




d. average interest rate



e. seasoning (GNMA – 1 year)




f. size and geographical distribution



8.  Impact of interest rates changes: MBS prices



a. higher i → prices fall




b. higher i → principle delays




c. lower i → prices rise somewhat




d. lower i → faster prepayments (f) refinancing




e. interest-rate risk passes to investors




f. most serious problem for MPS




g. therefore, CMOs

C. Derivatives (Ch. 20)



1.  Allocation of prepayment risk – CMOs (1983)



a. reduce (shift) repayment risk




b. issuer retains pool ownership




c. i + prin  passed thru to investors (collateralized mtge. obligations)




d. prepayment risk is allocated




e. multiple classes of claims, e.g., maturity classes: tranches



f. classes prioritize payments, i.e., sequential payout tranches



g. FHA, VA or conventional mortgages




h. example: 75M @ .11/10 years (note: pools earns 11%)




1) Class A – i = 9.25 + all principal





2) Class B – i only @ 10% until Class A investors are paid off




3) Class C – accrue i @ 11%





4) residual equity (3M)




5) if all goes as expected this will take 2-5 years





6)  if i rates fall, refinancing could pay off A investor in 2 yrs




7) CMO tranches pay 10.14% (weighted avg. to 3 tranhes)




8) 3M over-collateralization assures pmts. to A, B, and C





9) equity earns residual profits


2.  Floater tranches, IOs and POs (strips)



a. floater tranches: indexed 





1) LIBOR (London Interbank Offer Rate)





2) 1 year Treasury bill



b. e.g., index + .75 = coupon rate





7.0 → 6.75 (index) 





7.75 → 7.5 (coupon) (note: 6.75 + .75)



c. adjustment periods: 1-6 months




d. inverse floater tranches




e. F + IF rates offset




f. caps and floors




g. F + IF can protect portfolio yields




h. highly volatile securities 




i. super floating rate tranches accelerates volatility




j. IOs and Pos are issued together 
k. POs zero coupon

l. slow payment in early years




m. faster payment as amortization and prepayments increase




n.  can be used to hedge against i changes

o. IOs: MBS issues stripped of principal repayments

3.  REMICs (1986)



a. tax exempt conduits




b. TRA 86




c. hold mortgage assets




d. multiple classes




e. passive vs. active management




f. overcome limitations of trusts used in MBBs and MPTs




h. allow tax free pass thru




i. reduce i risk (f) of repayment risk

j.  REMIC assets + liabilities + equity (residual ownership) are off balance sheet items for a mortgage company



4.  CMBS: 1991 (RTC) 



a. more risk than residential pools




b. default risk (f) tenants




c. lockouts prohibit repayments




d. rollover risk (refinancing; tenants)



e. senior and subordinate tranches (1st loss) 




f. nonrecourse mortgages




g. no government guarantees



h. pools of seasoned mortgages




i. vary by geography, type of property, number of properties



j. ratings: S&P: Moody’s





1) 3rd party guarantees





2) over/cross collateralization


D.  REITs (Ch. 21)



1.  Evolution: 1960 +



a. 1960- “taxed” as mutual funds




b. 75% assets: real estate




c. 95% income (f) real estate




d. less than 30% income (f) capital gains less than 6 months



e. 95% income pass thru to shareholders



f. restrictions on management re: property management




g. property type specialization 




h. concentration – mergers




j. NYSE listings; S&P 500



2.  Types



a. equity, mortgage, hybrid




b. blind, specified, mixed




c. levered vs. unlevered




d. finite vs. perpetual



e. closed vs. open-ended



f. exchange – 1031 partnerships



g. joint venture – development




h. health care

3.  Financial analysis




a. EPS vs. FFO (funds from operations)




b. capitalize tenant improvements & free rents (higher rents)



c. leasing commissions – up front (amortized vs. expensed)



d. straight line average rents, increase early rents




e. lease guarantees or master (gross) leases (disguise vacancy)



f. FFO from managing other properties (higher EPS)



g. participating mortgages (lower debt service)



h. ground leases vs. land ownership (loss of potential appreciation)



i. renewal options (at what rents) (higher rents and EPS)



j. occupied vs. leased (actual rents vs. stabilized rents)



k. reported sales/sf may exclude anchor tenant



4.  Mortgage REITs vs. EREITs



a. mortgage REITs




1) massive defaults in 1970s





2) little used today




b. Equity REITs





1) rapid growth





2) vastly different from one another




3) financial analysis required

5.  UPREITs



a. late 1980s, early 1990s




b. rolled up partnership shelters




c. foreclosed properties (RTC)



d. squabbles over REIT market values vs. appraisals




e. 1031 exchanges



f. 1990s – 2000s: REIT variations; smaller private 1031 REITs

E.  Partnership problems 

1. Easy to form but, hard to terminate


2. General partnerships with risk limits: guarantees


3. Limited partnerships: small private syndications 


4. Attaining specified IRRs (f) initial equity


5. Allocating returns: CFs, e.g., shelter

6. Satisfying partners: risk/return


7. Front end loads – perceived incentives


8. Residual returns



a. management and maintenance fees



b. partnerships fees



c. CFs from operations after debt service



d. capital gains upon disposition


9. Example: research project
F. Negotiation



1.  Emotional risk



a. cooperative bargaining vs. confrontation

b. high stakes – high leverage – facilitate mutual benefit
c. potentially antagonistic – minimize conflicts; accommodation



d. preparation; knowledge; site; timing; listening; watching
 


2.  Different personalities 

a. brokers, bankers, CPAs, attorneys, investors, partners
b. red (decisive); green (#s); yellow (emotion); blue (easy)


3.  Using the basic feasibility model



4.  Unbundling, restructuring and counteroffers



5.  Achieving the objectives of both parties



a. main objective: enforceable contract at acceptable terms




b. irrational #’s may halt negotiations (e.g., cap rates, price/sf)




c. unique predicaments – e.g., seller’s market 



d. estimating the range of offers and counteroffers





1) lower offer price vs. defer the date of settlement





2) finance at better terms; share closing costs




3) warranties; escalation clauses; exculpatory clauses



e. win/win vs. win/lose: satisficing vs. maximizing



f. numerous solutions are possible: let your opponent win
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