FIU REE 6200

Summary for Case Study # 2 

“The Return of the Loan”
1. The Goal 
In 2010 Zoe Greenwood, a vice president at FIA, was asked to recommend to her life insurance company (UPL) an investment into commercial real estate debt. The investment options are (1) direct commercial mortgage lending or (2) bonds from a CMBS deal. Zoe needs to analyze whether the new CMBS could offer her client a superior risk-return tradeoff compared with making mortgage loans.   
2. Learning Objectives

· Learn how to construct promised cash flows from both commercial mortgages and commercial mortgage-backed securities

· Understand the benefits and costs of direct lending versus indirect lending (purchase of mortgage-backed bonds)

· Underwrite commercial mortgages issued by others to identify potentially hidden risks

· Evaluate at what price a mortgage-bond investment makes financial sense

3. Major Steps for Students to Build Up Your Recommendation 
· Construct the promised cash flows to directly lending $5.8 million in commercial mortgages using the information contained in Exhibit 6. Estimate the expected return on direct lending.
· Construct the promised cash flows from an investment in each of the five principal receiving bonds. Disregard the X bond.
· Qualitatively discuss the benefits and costs of making direct mortgage investments rather than an investment in the D-bond of their particular CMBS deal. As part of this discussion, you should consider the relative expected rates of return for the two investment strategies.

· Review the underwriting of each of the six loans in the CMBS deal. Based on your review of the loan documentation, which loan(s) in the CMBS deal cause you the most concern about future potential losses? Why? 

· Based on your analysis in question 4, identify an adverse economic scenario that you believe is most likely to cause at least one of the CBS loans to default. The scenario should outline the economic reason/event that would lead to a borrower being unable to satisfy its debt service requirements. Assign a probability to this scenario, calculate the expected return to the affected loans, and calculate the expected cash flows to the D-bond.
· Determine the expected return you would require if purchasing the D-bond. Using that return expectation, calculate the face value you would expect to acquire with your $5.8 million purchase. That is, at what price (relative to par) would you need to acquire the D-bond to prefer the D-bond over direct mortgage investment?


4. Discussion of Key Issues 
About UPL:

· It is a mid-size life insurance company, but recently adding term insurance, annuities to its product mix.

· UPL’s total asset value is $452 mm, including (1) $32 mm equity, (2) $224.8 mm fixed income securities ($37 mm for treasury bonds, $161 for corporate bonds, $27 mm for RMBS, $17 mm for CMBS), (3) direct mortgage debt ($123.6 mm).

· UPL is not interested in owning real estate outright – as it was too small to acquire institutional-quality commercial properties.

· Most of UPL’s mortgage loans are $2-3 mm, were diversified geographically and property types.

· UPL has financial professionals who had expertise to make both mortgage debt and MBS investments.
· it is a passive investor during the recent financial crisis, it had endured significant loss. However, the firm believes the worst to be over, and was looking to allocate more capital to real estate.

About Zoe, “she took the lesson that possibilities can be endless if you put your mind to something”

About FIA, believed in a holistic approach to its advisory work, they tend to recommend substantial portfolio allocations to fixed-income products.

· A group of 4-5 members should be formed to conduct the case study
· Suggestions for the case report: double-space, 10 or more pages, including tables 

About mortgage lending opportunity:

· $5.8 mm available

· Typically, 30 year amortization, 5-10 loan terms, <70% LTV, >1.25 DSCR, interest rate: 6.5- 7.5% for 50-59% LTV, 7.5-8.5% for 60-69% LTV

· For mortgage loans, they have higher expected returns, but only because they were of higher risk. Specially, the risk for typical commercial mortgages was no better than a BB-rated bond investment, which has historic losses about 7.02%.

About mortgage bond investment opportunity:

· $5.8 mm available

· The lower-rated tranches would certainly be sold at a discount. So, Zoe has to decide the bond price at which the bond (Bond D) would yield a risk-adjusted return superior to mortgage lending. 
· Bonds available: A-1 (coupon rate - 2.37%, subordination level - 22.25%), A-2 (3.68%, 22.25%), B (4.63%, 16.25%), C (4.66%, 9.5%) and D (4.66%, subordination level 0%)
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