Cleaning up the Spanish financial sector’s real
estate risk exposure: Situation and outlook

José Garcia Montalvo'

Spain’s property market is showing signs of stabilisation after the crisis. At
the same time, the process of reducing the financial sector’s real estate risk
is gaining momentum through the adoption of various deleveraging strategies,
together with the help of new players in Spain’s property market.

Recent indicators point to a stabilisation in Spain’s real estate market, with an increase in house
prices as well as sales, albeit from a low starting point. In this context, banks are prudently
reducing exposure to real estate and construction lending, which reached 50% of total credit
to productive industries at its peak, while at the same time moving forward on cleaning up real
estate assets. Initial risk reduction strategies have included loan refinancing and restructuring
operations, together with foreclosures, which ended up significantly increasing the number
of properties held on Spanish financial institutions” balance sheets. Subsequent phases of
deleveraging included the sale of non-strategic assets and businesses, such as real estate
platforms, where institutions concentrated their foreclosed assets, alongside the sale of loans
and foreclosed assets themselves. Finally, at a later stage of the process, banks opted to reduce
their stock of foreclosed properties through land development initiatives. Going forward, major
players, like the SAREB, and new entrants, such as the Real Estate Investment Companies
(the SOCIMIs in their Spanish initials), will also play a key role in the ultimate success of the
reduction of Spanish banks” property market exposure and risk.

This article presents an analysis of the status 2007 reached a trillion euros. Since the onset of

and outlook for the reduction and restructuring of
Spanish financial institutions’ property risk. The
property market expansion which lasted from
early 2000 until 2007 significantly increased the
Spanish banking sector’s concentration of risk in
construction and other real estate activities. At
the peak of this process, 50% of deposit-taking
institutions’ lending to productive activities was
concentrated in the construction and real estate
sectors. When the volume of mortgages for home
purchases is also considered, the exposure in
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the financial crisis, there has been a significant
contraction in financing for construction and real
estate activities as a share of total lending to
the productive sector, although this process only
really gained momentum in late 2012. This article
reviews the process of reduction of the real estate
exposure that Spanish financial institutions have
undergone in recent years. To contextualize this
process, the first section describes the situation
of the Spanish real estate sector. The second
section provides basic facts on Spanish financial
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institutions’ property market deleveraging and
the main strategies employed in reducing banks”
property risk. The article then provides some
concluding remarks.

The property market context

With the slowing of demand for housing and the
onset of the financial crisis in Spain, the real
estate sector embarked on a painful adjustment
that began with a rapid slowdown in property
transactions and new housing starts, but with no
significant drop in prices. Prices really began to fall
in late 2011 and the process accelerated in 2012
and 2013 causing cumulative proportional losses
similar to those in other countries (between 30%
and 45%, depending on the price index used).
Developments in the financial sector played an
important role in this slow initial drop and faster
decline as of 2012, as will be discussed below.

As can be seen from Exhibit 1, prices stabilised in
late 2014 and began to rise steadily in the first half

Exhibit 1
Changes in housing prices
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of 2015. The IPVVR (College of Registrars Index of
prices of repeated sales) indicates a rapid price
rise in the second quarter of 2015, reaching a rate
of 5.1%. Using the same underlying data,? the IPV
(INE house price index) shows a slightly more

Unlike the situation during the property
boom, when valuations were inflated due to
the perverse incentives in mortgage financing,
restrictions on the ownership of valuation
companies are causing the opposite to happen,
and valuations now tend to underestimate the

value of real estate collateral.
1

moderate picture, although with a rise of 4.2% at
the end of June. The Ministry of Public Works and
Transport’s appraisals price index (PTAS) shows
a complete stabilisation during two quarters and a
small increase (1.2%) in the second quarter of
2015. It is worth noting that unlike the situation
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Sources: College of Registrars, General College of Notaries, Ministry of Public Works and Transport, National

Statistics Institute (INE).

2 The IPVVR uses a repeat sales methodology to harmonise the quality of homes included in the calculation of the index, while

the IPV uses hedonic methods.
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during the property boom, when valuations
were inflated due to the perverse incentives in
mortgage financing (Montalvo and Raya, 2012),
decrees enacted in 2012 placed restrictions on
the ownership of appraisal companies, causing the
opposite to happen, and valuations now tend to
underestimate the value of real estate collateral.
Lastly, the General College of Notaries’ price index
(PNOT) continues to register a drop, albeit a
moderate one.

Another important factor in characterising the
situation of the Spanish real estate sector is
the change in the stock of unsold new housing. The
stock is diminishing, but very slowly. According
to the Ministry of Public Works and Transport,
the stock reached 536,000 units at the end of
2014, with an annual reduction of just 5%. Other
estimates increase the stock up to 700,000 units.
Many of these homes are located in areas where
there is no demand and is unlikely to be any for
many years to come. Some estimates situate
this share at around 30%. Nevertheless, the
rate at which the excess stock of new housing
is disappearing has until now been slow, despite
the recent increase in sales. Garcia Montalvo
(2012) also shows there to be a close correlation
between the price drop and the stock of unsold
new housing in each province.

In short, the real estate sector is still recovering
from its slump. The situation in the sector and
the outlook for its future development are of
considerable importance in financial institutions’
strategies for the management of their property
risk exposure. Housing sales are rising by 13%,
although prices remain relatively stable, even
though some indicators already suggest significant
increases.’® These expectations of improvements
in the sector, in particular of future price increases,
have led to a debate over whether financial
institutions have slowed the rate of their sales of
housing while they wait for higher prices. What is
clear is that, although the signs are positive, we
are still a long way from an excessive expansion

in the real estate sector. Many of the sector’s
indicators are growing at double-digit rates,
nevertheless it seems that the real estate sector
is simply returning to normality after a few years
of stagnation. Housing sales are rising at slightly
more than 10%, but the number of transactions
in the first quarter of 2015 was just 41% of that in
the first quarter of 2007. New housing starts grew
by 15%, but the total number of building permits
is only 5% of those issued during the boom. The
construction sector and real estate services have
created 125,000 jobs over the past year, but they
have shed 1.7 million jobs since the start of the
crisis. Employment in the sector has dropped
from 14% of the total to 7%. And despite the
price increase in the last six months, prices are
still 33% below their peak. Therefore, the latest
property market indicators do not justify talk of a
new property boom, but rather a stabilisation.

The evolution of real estate risk
exposure in the banking sector

At its peak, the construction and real estate
services sector came to concentrate 50% of
Spanish deposit-taking institutions’ total credit to
productive activities. Since the start of the financial
crisis, this proportion has been falling, albeit at

2012 marked the start of the significant drop
in property risk exposure. In March 2015,
lending to construction firms and for real
estate activities accounted for 29% of total
lending to productive activities, at around
190 billion euros, having dropped by 21

points since its peak.
1

different rates in the two sectors. The reduction
is explained both by banks’ desire to reduce
their property risk and the commitments made

3 The indicators that reflect significant growth rates undoubtedly place more weight on cities such as Madrid, and particularly

Barcelona, where there is more pressure on prices.
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Exhibit 2

Change in the share of construction and real estate activities in credit to productive activities
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by nationalised institutions in their restructuring
plans, which included limits on their exposures to
construction firms and property developers.

Exhibit 2 shows how the share of lending to
construction and real estate activities in Spanish
deposit-taking institutions’ credit to productive
activities has changed. Lending to the construction
industry contracted rapidly with the onset of the
property crisis. From 150 billion euros in June
2008 it dropped to 100 billion in September
2011. The reduction in lending for real estate
activities was much slower. Indeed, it continued
to accumulate up until June 2009, peaking at
320 billion euros. In September 2011, lending
for real estate activities still stood at 300 billion
euros. 2012 marked the start of the significant
drop in property risk exposure. In March 2015,
lending to construction firms and for real estate
activities accounted for 29% of total lending to
productive activities, at around 190 billion euros,
having dropped by 21 points since its peak. This
implies that at its peak, 40% of lending was for
construction and real estate activities.*

Real estate activities

Lending to households to finance home purchases
has also dropped, but to a much lesser extent
(13%) and is still at 87% of its peak during the
expansion. Overall, lending for construction
and real estate activities, and to households to
finance home purchases, came to around 100%
of GDP in 2008. By March 2015 this proportion
had dropped to 70%.

This process underway in the financial sector
could be described as a creative destruction of
credit, as there is a reorientation of credit towards
more productive firms, operating in more dynamic
sectors, with higher profits and less debt (Bank
of Spain, 2014). It is worth bearing in mind that
part of the decline in loans of more than a million
euros to non-financial corporations, which is the
only segment in which new credit operations are
not growing, is due to the substitution of bank
financing with resources from the fixed income
market or loans from abroad. There is a significant
upturn (22%) in the granting of new home loans
to households, although total lending for home
purchases and refurbishments continued its
decline, at a rate of 4.3% at the end of March.

4 Correcting for the transfer of loans to SAREB, the contraction would be 50%.
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The growth in the granting of new loans coincides
with an improvement in the Spanish economy’s
indicators and growing competition among
financial institutions to give mortgages. While it is
true that price competition is intense, with spreads
that have dropped to around a point or one and
a half points, it is also true that this competition
does not seem to have extended to loan approval
criteria. The data shows that mortgages are
granted mostly to workers with an open-ended
contract (78%), while at the end of the housing
bubble that proportion was only 52%. However,
it is true that the average loan to value of new
mortgages has increased since 2013 moving from
66% to around 72%.

Evolution of the default rate of real
estate exposure

When analysing the process of cleaning up the
real estate risk exposure on banks’ balance
sheets, it is important to look at how the default
rate has changed by individual segments. The
delinquency of the portfolio of loans to the resident
private sector dropped by 24 billion euros in 2014,
this being the first year since the start of the crisis
in which this trend has been observed.

Total defaults rose by 13.8% in March 2014
while they dropped by 15.4% in March 2015.
The bigger drop in defaults corresponds to
lending to construction companies and real

estate activities, which reduced their doubtful
loans by 21.3% .

The reduction in the delinquency rate was
generalised among institutions, with the dispersion
narrowing compared to the preceding year (Bank
of Spain, 2015.) Exhibit 3 shows the evolution of
Spanish financial institutions’ non-performing
loans. Exhibit 3 has at least three distinct phases.

The first phase is characterised by a significant
increase in the balance of defaults up until late
2012. The transfer of loans to SAREB is reflected
in the drop in defaults at the end of 2012.5 In early
2014 a reduction in the volume of delinquent
loans began, and this can also be clearly seen
in the lending to the construction and real estate
sector. This reduction in delinquent loans was the
result of various processes. A portion of the non-
performing loans was written-off, while another
portion has been “cured” returning to performing
status. Sales of portfolios of non-performing loans
and shares in real estate firms, together with
the cancellation of debts arising from property
foreclosures also reduced the volume of loans
classified as non-performing, although the latter
case, does not, strictly speaking, reduce the risk
exposure to the real estate sector. The evolution
of the NPL rate shows a less pronounced drop
than in the absolute values due to the contraction
in total credit, although the trend has accelerated
during 2015 moving from 12.51% in December
of 2014 to 10.93% in June of 2015. Secondly,
the delinquency rate for construction companies
and real estate activities, which peaked at 37%
in December of 2013, has dropped to 31.7% at
the end of June 2015, although it remains very
high. The delinquency rate for home mortgages of
households was 5.45% at the end of June 2015.

In order to analyse recent changes in default
rates, Exhibit 4 shows the year-on-year change
in the rate of doubtful assets by purpose of
lending. Total defaults rose by 13.8% in March
2014 while they dropped by 19.9% in June 2015
with respect to June of 2014. The bigger drop in
defaults corresponds to lending to construction
companies and real estate activities, which
reduced their doubtful loans by 26.7% (almost
three times the rate of the drop in other lending
to non-financial corporations). Doubtful loan
rates for households to finance home purchases
rose rapidly in March 2014, with a slight year-
on-year drop in March 2015 to 3.6% and a faster
reduction in June 2015 (18.6%).

5 Institutions in Group 1 and 2 transferred 90,765 financial assets with a net value of over 250,000 euros, for a total value of 39.44

billion euros (gross value of 74.74 billion euros).
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Exhibit 3

Evolution of delinquent loans
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Refinancing and restructuring of property

risk

During the early stages of the crisis, financial
institutions resorted to refinancing many loans.
For this reason, one interesting dimension of
how the clean-up of Spanish banks’ real estate
exposure has progressed is an analysis of how

available on refinancing and

banks to report their amounts, risk
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refinancing and restructuring have evolved. As
a result of the Memorandum of Understanding
signed with the EU by the Spanish authorities,
measures were taken to improve the information
restructuring
operations. Bank of Spain Circular 6/2012 defines
both types of operations precisely and obliges
classification
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(normal, substandard or defaulted) and their
purpose and coverage. In December 2013, the
amount of refinancing and restructuring reached
211 billion euros, loans for construction and real
estate activities representing 27% of the total
and loans to households for home purchases a
further 27%. In December 2014 total refinancing
and restructuring came to 201 billion euros, with
loans for construction and real estate activities
representing 22.6% of the total and loans to
households for home purchases a further 25.9%.
Among the refinanced loans to the construction
and real estate sectors, 75% were classified as
doubtful and 13% as substandard. In the other
sector, loans to households for home purchases
and refurbishments, 39% were doubtful and 15%
substandard.

Foreclosed real estate assets

Another important component of Spanish
financial institutions’ property risk exposure is the
foreclosure of real estate assets. Since the start of
the financial crisis, foreclosures have significantly
increased the number of properties on Spanish

Exhibit 5

financial institutions’ balance sheets, bringing the
gross total to almost 100 billion euros in the first

Since the start of the financial crisis,
foreclosures have significantly increased the
number of properties on Spanish financial
institutions’ balance sheets, bringing the gross
total to almost 100 billion euros in the first
half of 2012. Spanish financial institutions
continued to accumulate foreclosed properties
even after the transfer of assets to SAREB.

half of 2012 (Exhibit 5). Subsequently foreclosed
real estate assets worth 32.2 billion euros (gross
value) from the entities in Group 1(BFA-Bankia,
Catalunya Banc, NCG Banco-Banco Gallego and
Banco de Valencia) and Group 2 (BMN, Ceiss,
Liberbank and Caja3) were transferred to SAREB,
which explains the drop in foreclosures observed
in the second half of 2012% and in the first half
of 2013.7 In total, SAREB received 107,446 real

Evolution of foreclosures by deposit-taking institutions
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8 The date on which assets of Group 1 entities were transferred was December 31, 2012.

" The official date on which assets of Group 2 entities were transferred was February 28", 2013.
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Table 1
Foreclosed assets, by banking group

H1 2015 2014
Acquisition cost Coverage % land (*) Acquisition cost Coverage
Popular 16,210 6,344 34.16 15,457 6,162
Sabadell (1) 14,438 6,786 43.53 13,949 6,564
BBVA (2) 16,119 8,984 27.23 15,884 8,352
Santander (3) 10,381 5477 41.54 9,760 5,163
Grupo CaixaBank (4) 17,862 10,087 26.73 16,470 9,007
Abanca 1,009 551 3.80 937 505
Unicaja 2,720 1,556 28.78 2,634 1,512
BFA-Bankia (5) 4,411 1,687 2.12 4,634 1,750
Bankinter 576 222 8.39 586 229
BMN 1,643 633 13.96 1,486 574
Liberbank 2,849 1,247 30.84 2,601 1,188
Kutxabank (6) 1,606 813 50.19 3,108 1,509
Ibercaja 1,883 960 38.89 1,837 922
Total 91,707 45,347 89,343 43,437
Total - excl. Kutxabank 90,101 44,534 86,235 41,928

Notes: Data obtained from financial reports for the first half of 2015.

(*) Percentage of land (in net book value) in property assets deriving from lending to construction and real estate
companies relative to the net book value of the foreclosed assets.

(1) Does not include lending to investee companies that are not consolidated.
(2) Includes CX.

(3) Does not include the capital instruments, shareholdings and lending to non-consolidated asset-holding
companies heading.

(4) Excludes a part classified as Material assets - real estate investments (3.062 billion euros in H1 2015 and 2.771
billion at end-2014) and includes rights to properties sold at judicial auction (766 million euros in H1 2015 and 745
million euros at end-2014).

The gross value was calculated using the coverage with the same criterion as in the 2014 accounts.
(5) Excludes a part classed as tangible assets - investment properties and other assets - inventories.
(6) Excludes assets transferred to Lone Star in the Neinor Group.

Sources: Financial Report of the companies and own calculations.

estate assets with a value at acquisition cost of  assets persisted into the first half of 2015.
11.34 billion euros.® Spanish financial institutions ~ However, it is difficult to summarise the data on
continued to accumulate foreclosed properties  different institutions’ foreclosures as, although
even after the transfer of assets to SAREB, and in theory, there is a uniform format in which this
as Table 1 shows, the growth trend in foreclosed information is to be presented, some institutions

8 Gross value of 32.22 billion euros.
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have changed the classification criteria for some
foreclosures or present data incompatible with
that in the 2014 financial report. Table 1 gives
estimates for cases in which no straightforward
comparison of the six-monthly data and the data
in the 2014 annual report is possible. In most
cases, we have opted to maintain the information
from the comparison between the first half of 2015
and December 31, 2014, as shown in the report
from the first half of 2015.

Table 1 shows that the accumulation of real estate
assets on entities’ balance sheets continued into
the first half of 2015. Eliminating the influence
of the transfer of Neinor Group to Lone Star,

Table 2
Real estate platforms

Sales person Platform Price

Sep-13  Bankia Bankia Habitat 40-90

Sep-13  Caixabank Servihabitat 185/125

Dec-13  Popular Aliseda (2) 715+100

Jan-14  Santander Altamira 664

Apr-14  CX CXI Inmobiliaria - 40
Anticipa

Apr-14  BMN Inmare Division 50
Inmobiliaria

Jun-14  Cajamar Cimenta2 225+20

May-15  Kutxabank Neinor Group (5) 930

Jun-15  Popular Inmobiliaria 72
Portugal - RECBUS

Notes:

which affects the aggregate comparison as it took
place during the first half of 2015, a significant
increase in foreclosures has been observed.
The analysis of the distribution of foreclosures
by asset type shows that land accounts for the
largest share, reaching a sector average of 38%.
Land foreclosures as a proportion of the total vary
considerably from one entity to another. Abanca
and BFA-Bankia have the lowest proportions (due
to the transfer to SAREB), along with Bankinter.
Banco Sabadell (due to the impact of its taking
over foreclosed land from the former CAM) and
Kutxabank (due to the distribution of assets
transferred in the sale of Neinor Group to Lone
Star) have the largest proportions. Average

Proportion Purchaser Asset value

(%)
Haya Real Estate (1) 48,600
(Cerberus)

51 Texas Pacific Group 23,992
Kennedy Wilson y 15,850
Vérde Partners

85 Apollo 8,000
Blackstone (3) 8,700

82 Centerbridge 7,000
Haya Real Estate (4) 7,300
(Cerberus)
Lone Star

80 Quarteira (Carval)

(1) Cerberus initially took over the management of 12.2 billion euros of asset from Bankia and 36.6 billion euros in

property and developers’loans transferred to SAREB.

(2) The sale of Popular include 9.35 billion euros in loans and 6.5 billion euros in property.

(3) Garcia-Montalvo (2013) states that the buyers were Kennedy Wilson and Vérde Parners. The initial agreement

was not finalised.

(4) The value of the loan portfolio for the management of recoveries. The management of real estate assets was

also transferred.

(5) Neinor Group accounts for 50% of Kutxabank’s real estate assets.

Source: Public information.
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coverage of foreclosed assets is 49.4%, although
again there are considerable differences between
entities. Provision coverage is in the range of 38%
to 55%.

Real estate platforms

After rapid initial growth in refinancing and
restructuring and foreclosures of property, there
was a second phase more focused on transferring
non-strategic assets and businesses. This
process included transferring the administration
and management, or the ownership, of banks’ real
estate platforms, the sale of foreclosed assets,
and the sale of loan portfolios. More recently there
has been a conversion of land in prime locations
into housing developments, which may be turned into
new mortgage lending.

One of the strategies pursued to reduce property
risk has been the transfer, whether voluntary or
obligatory under the terms of restructuring plans,
of the administration and management, or the
ownership, of the real estate platforms where
institutions concentrated their foreclosed assets.
Table 2 shows the most significant operations.
Some of these operations were linked to the
management of assets transferred by financial
institutions in Groups 1 and 2 to SAREB.® The
last major operation was Lone Star’s purchase
of Neinor Group (Neinor, Inverlus, CajaSur
Inmobiliaria and Valle Romano). With the sale
of these platforms there are only two financial
institutions that are still managing real estate
platforms of a significant size: BBVA (Anida) and
Banco Sabadell (Solvia). The conditions of the
initial transfer of the management of the assets on
some of these platforms were altered by SAREB’s
change in its strategy for managing its products.
This culminated in the assignment of new so-
called “servicers” for its financial and real estate

assets as a result of the Ibero project, described
below. The future of these platforms involves
their consolidation, a process that has begun with
the sale of some debt-collection and real estate
platforms, but has not yet reached the necessary
scale. Moreover, some of the funds that invested in
real estate platforms have taken part successfully
in the Ibero project and have continued to buy
real estate assets and loans to gain volume and
improve asset management efficiency.

Sale of loans and foreclosed property

Another mechanism for reducing the weight of
real estate risk exposure on the financial sector’s
balance sheet is the sale of loan and property
portfolios. Selling these assets is a quick way
of cleaning up the portfolio of non-productive
assets. Sales of this kind have taken place in
all countries during the process of cleaning up
the financial sector. According to PWC (2015),
sales of loans in Europe totalled 91 billion euros
in 2014, an increase of 40% on the preceding
year,’® and are projected to reach 140 billion in
2015. In the United Kingdom alone, 88 billion
euros worth of loans were sold between 2010
and the end of the first half of 2015. In Ireland,
the total came to almost 60 billion euros over the
same period, while in Spain, it was just over 50
billion euros. In the Spanish case, investment
funds initially came on the scene buying debt-
collection platforms. Lindorff bought Banco
Santander’s debt-collection platform (Reintegra)
and Centerbridge bought Aktua from Banesto,
although it soon began to buy loan portfolios,'
often associated with real estate collateral. Table 3
shows the main loan portfolio sales since late
2013 (including portfolios comprising only written-
off loans). The list does not include subsequent
sales of assets bought from financial institutions.
For example, in June 2014, Lindorff bought two

9 The progress of SAREB and the IBERO project will be discussed below.

'© This document estimates that investment funds have over 70 billion euros to invest in assets sold by European banks.

" They normally comprise non-performing and written-off loans, or a combination thereof. In some cases they may also include
“performing” loans. The sale of written-off loans does not reduce the NPL rate as they are off the balance sheet, but it does directly

improve the profit and loss account.
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Table 3

Financial institutions’ main loan portfolio and property asset operations

Institution Operation
Nov-13 BMN Marathon
Dec-13  Sabadell Garbi
Jan-14  Liberbank
Apr-14  CX
May-14  Eurohypo (Commerzbank) Octopus
Jun-14  Caixabank Flanders
Jun-14  Kutxabank
Jul-14 CX Hercules
Aug-14  Caixabank Valonia
Aug-14  Sabadell Siroco
Sep-14  Bankia-BFA Somo
Sep-14  Ceiss
Oct-14  Bankia-BFA Amazona
Oct-14  Bankia-BFA Sky
Nov-14  Bankia-BFA
Nov-14 BBVA
Dec-14  Bankia-BFA
Jan-15  Sabadell Triton
Apr-15  FMS (Spanish portfolio) Gaudi
Apr-15  Sabadell Cadi
May-15 Bankia-BFA Comander
Jun-15  Bankia-BFA Castle
Jul-15 Bankia-BFA Wind
Jul-15 Bankinter Miras
Jul-15 BMN Pampa
Jul-15 BMN Coronas
Jul-15 Ibercaja
Jul-15 Caixabank Tourmalet

Nominal
value

1,400

1,354
1,700

Purchaser

632  Aktiv Kapital Portfolio and Elliott Advisors
663  Savia Assets Management and Perry Capital

1,480  Aigon Capital

4,500 Lone Star - JP Morgan

1,070  Savia and Perry Capital and D.E. Shaw
340

6,392 Blackstone - FROB

700 D.E. Shaw

554  Aigon Capital

895  Lindorff - Cerberus

485

772  Starwood Capital and Sankaty Advisors
400  Chenavari

Lindorff and Elliott

Deutsche Bank

355  Goldman Sachs

435  Deutsche Bank and Hipoges

740  Oaktree

240  PIMCO and Finsolutia

558  Sankaty Advisors

373  Davidson Kempnes Capital -Bank of America

312 Oaktree and Chenavari

60  Elliott Management
160  Ellington Management
100  Apollo
210  Seer Capital
800  Blackstone

Note: Some operations are pending finalisation or signature of the contract. Some operations listed under Bankia

also include BFA assets.

Sources: Press releases by sellers and buyers, financial reports, significant events reported to the CNMV and the

media.

billion euros worth of NPLs that had originally
belonged to Santander, which had previously sold
them to Fortress (Luna project) and TPG (one
billion in loans inherited from when it took over
the Octavia fund in 2013). Nor does it include

the sale of real estate holdings (commercial or
hotels), such as Banco Santander’s sale in May
2015 of a stake in NH, or the sale of interests in
syndicated loans. Group 1 entities, in particular
Bankia and Catalunya Banc, have been the most
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Table 4

Sales of loan portfolios planned for
the coming months

Institution Project Nominal
Bankia Big Bang 4,800
Caixabank Eurostars 103
Caixabank More 800
Ibercaja Goya 900
Ibercaja Kite 800
B. Santander Mamut 799
B. Santander Formentera 170
Sabadell Chloe 147
BBVA Liceo 70
BBVA Zafiro n.a.
BBVA Otelo n.a.
Sabadell Empire 600
Popular Elcano 451
SAREB Silk n.a.
SAREB Birdie 250

Sources: Press releases and media.

active in the sale of loan portfolios as part of the
divestment of non-strategic assets as a result of
the commitments made by the Spanish authorities
to obtain the European Commission’s approval
of their respective restructuring plans (“Terms
Sheets”). The most significant operation was the
transfer of Catalunya Banc’s Hercules portfolio,
with a nominal value of 6.392 billion euros, to an
asset securitisation fund (ASF) for its book value in
the entity (4.187 billion euros), where Blackstone
contributed 3.615 billion and the FROB 572
million. This highly complex operation involved
three subportfolios and five tranches and attracted
interest from almost all the funds investing
in the Spanish loan portfolio market. Table 4 lists
the loan portfolio sale operations announced but

L]

not completed. These include Bankia’s “Big Bang”

2 The largest is operation Arrow of Nama (8.4 billion).

project (4.8 billion), which is currently the second
largest portfolio™ up for sale.

Selling off foreclosed assets is another mechanism
which banks can use to clean up the real estate
exposure on their balance sheets. Table 5 shows
housing sales by the main real estate platforms
between the first half of 2014 and the first half
of 2015."® Despite the difficulties of comparing
entities due to the differences in their calculation
criteria, in general a small increase in sales can
be seen, with a significant increase in the pace by
some entities (e.g. Bankia and Banco Popular),
and a slowdown by others. Information about
the prices at which these real estate assets
have been sold is scarce. In its financial reports,
Banco Popular merely states that it is selling its
foreclosed properties at prices close to their book
value, and therefore avoiding losses. Banco
Sabadell is more explicit, and states that the
average discount on the gross value of the sale
of its foreclosed properties was 60.4% in the first
half of 2013, 52.4% in the first half of 2014, and
46.4% in the first half of 2015.

The emergence of certain price tensions in some
localities has given rise to controversy over
the possibility that some financial institutions
were applying a strategy of waiting for prices
to rise further before stepping up sales again.

The emergence of certain price tensions in some
localities has given rise to controversy over the
possibility that some financial institutions were
applying a strategy of waiting for prices to rise
further before stepping up sales again. Housing
sold by the banks accounted for 24.5% of the total
housing sales registered in the first quarter of
2014, while in 2015 this percentage had dropped
to 23%.

'3 The two entities’ data are not uniform as some also include sales of developers’ properties corresponding to PDVs (Planes de
Dinamizacion de Ventas or agreements of banks with creditors in the construction and development business to accelerate the

liquidation of their real estate properties) and others do not.
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Table 5
Sales of foreclosed assets
H1 2015 H1 2014
Bankia 4,135 1,919
BBVA (1) 5,465 5,985
CaixaBank 5,907 7,392
Popular 7,576 3,724
Sabadell (2) 5,190 4,968
Santander 5,200 6,300
Sareb (3) 5,400 7,837
Total 38,873 38,125

Notes: Figures not entirely uniform across entities.
(1) Sales of real estate and developers’ assets.
(2) Sales of foreclosed assets.

(3) Retail channel.

Source: Entities’ reports.

Another way of stimulating the process of
reducing the stock of foreclosed properties is to
develop the stock of land that financial institutions
hold. This is the third phase mentioned earlier.
The high level of provisions of these assets
implies they have a limited impact on the final
housing price, which therefore ensures that the
new housing is competitively priced. These new
developments would obviously be on land in
areas in which demand is strong. Many entities
have announced they plan to develop the land
they hold. Neinor’s projection is to build around
3,000 homes a year. BBVA has announced 2,000
new homes and Solvia 1,000. SAREB has 1,109
homes in progress as a result of developing
13 plots of land.

SAREB and the new “servicers”

SAREB is a key player in the cleaning up of
the Spanish real estate market risk exposure.
SAREB’s portfolio was valued at 44.2 billion
euros at the end of 2014. Real estate accounted
for 13% of the value of the foreclosed properties

on the balance sheet of the banks. The loans on
SAREB’s balance sheet amount to 50% of the non-
performing loans to construction and real estate
activities of the financial institutions. SAREB
began its activity in 2012 when it took over the
assets of the financial institutions referred to as
Group 1. When it took over the assets of Group 2
on February 28", 2013, SAREB completed a
portfolio of 50.781 billion euros (at acquisition
cost) including financial assets (78%) and real
estate assets (22%). Over the period 2013-14 it
sold 24,000 properties, undertook 25 wholesale
operations, and obtained total income of 9 billion
euros. By end-2014 it had amortised 5.7
billion euros of debt from its balance sheet.

In 2014 SAREB sold 15,298 properties via its
retail channel, with a significant increase in the
contribution from the sale of land (rising from 15%
in 2013 to 26% in 2014) and a reduction in the
contribution of residential property sales (from
80% in 2013 to 63% in 2014). As regards the retail
lending channel, there has been a significant
increase in the number of sale promotion plans,
with 5,278 proposals managed (45.6% of the
total proposals including dations in payment and
foreclosures, and restructuring and refinancing)
and 800 plans. It is worth noting that the retail
channel generated 80% of SAREB’s income
of 5.115 billion euros in 2014. Income from the
wholesale channel, 1.115 billion euros, was
concentrated in December 2014 (708 million
euros) (SAREB, 2015). Table 6.a shows the bank
asset funds (BAFs) created by SAREB since it
began operating, and its stake in them. Table 6.b
lists the portfolios and BAFs sold by SAREB in
2014, both of REOS (Real Estate Owned by
lenders) and loans.™

Since coming into operation, SAREB has been
caught up in various controversies concerning
the feasibility of the business plans it has
presented, possible conflicts of interest on its
board of directors, and various changes to its top
executives and corporate structure. It has also

* Three operations were concluded in 2013, referred to as Elora, Abacus and Bermudas.
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Table 6a
Bank asset funds (BAF) created by SAREB

Date Name SAREB holding
%
Dec-13 Bull 49
Dec-13 Teide 15
Dec-13 Krona 100
Jul-14 May 5
Dec-14 Crossover 20

Source: SAREB.

been criticised for its management style, which on
occasions is somewhat authoritarian, bureaucratic
and inflexible in its asset management
contracts. Perhaps the most significant recent
event has been the change in the system for
assigning so-called “servicers” in charge of the
administration and management of its assets.
Annual agreements were initially signed with the
real estate platforms of certain entities that had
transferred their assets for the administration
and management of SAREB’s assets. In 2014,
SAREB launched the IBERO project to select
the managers for the administration and sale of the
company’s assets as of January 1%, 2015. Table 7
shows the results of the process of awarding the
asset management contract. In the first round,
Solvia was put in charge of the assets in block 4,
comprising loans and property transferred by
Ceiss and Banco Gallego, and the property
transferred by Bankia. The second round was
concluded with the selection of Haya Real Estate,
Altamira Asset Management and Servihabitat.
This means that since end-2014, Blackstone and
Centerbridge, which had acquired the Catalunya
Banc and BMN platforms, respectively, are no
longer managing SAREB assets.

The emergence of the SOCIMIs

Spanish property consulting group CBRE
estimates that sales of offices, shopping centres,

"% Including the purchase of the real estate company Testa.

Table 6b
Sales of portfolios
Date Portfolios Purchaser%  Price
Feb-14  Dorian 39.5 -
Dec-14 Agatha REOS D.E. Shaw 36 9
Dec-14 FAB Corona  Blackstone 81.3 ©
Mar-14  Klauss 172.7
Aug-14 Pamela Canyon Capital 158.9
Advisor 2
Dec-14 Agatha Loans Hayfin 148.1 §
Dec-14 Aneto Blackstone 52.7
Dec-14 Kaplan Deutsche Bank  47.7

Source: SAREB.

logistics centres, hotels, and residential assets
totalled 8.434 billion euros in the first half of
2015." As discussed above, financial institutions,
international funds and SAREB are currently the
leading players in the Spanish real estate market.®
However, over the past year, other players have
gained a more central role: Real Estate Investment
Companies (Sociedades Anénimas de Inversién
en el Mercado Inmobiliario, SOCIMIs). SOCIMIs

Financial institutions, international funds
and SAREB are currently the leading players
in the Spanish real estate market. However,
over the past year, other players have gained
a more central role: Real Estate Investment
Companies (Sociedades Andnimas de Inversion
en el Mercado Inmobiliario, SOCIMIs).

are regulated by Law 11/2009, as amended by
Law 16/2012, and are obliged to invest at least
80% of their asset value in urban real estate

6 Alongside these entities are companies such as Ponte Gadea, which are highly active in asset purchases in both Spain and

elsewhere, and investors such as Carlos Slim.
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intended for lease or in land for the development
of property for subsequent lease provided
that development is begun within three years
of acquisition. Moreover, at least 80% of their
income, excluding that derived from the sale of
holdings or of properties once the retention period
(3 years) has elapsed, must draw from the lease of
property and dividends or shares in the profits on
these stakes. One of the big attractions of these
companies is their tax treatment: their corporate
tax rate is 0% except when the dividends they
distribute to one of the partners holding a stake
of more than 5% are taxed at less than 10%, in
which case they pay a special tax of 19%.

SOCIMIs must be listed on Spanish or other
European markets. After the amendment of the law
in 2012, the minimum capital required has dropped
from 15 to 5 million euros, and the restriction on
the maximum debt of the investment vehicle has
been eliminated. They are also subject to strict
rules on the obligatory distribution of dividends
from rental income and the transfer of properties
and company holdings: as of January 1%,
2013, the obligation is for 90%.

There are currently 21 real estate companies on
the Madrid Stock Exchange, although some of
them, such as Martin Fadesa or Reyal Urbis, are
currently suspended from trading. The majority of
new investments, totalling almost 5 billion euros,
have been in SOCIMIs (Axiare Patrimonio, Lar
Espafia Real Estate and Merlin Properties) and
Hispania Activos Inmobiliarios."”” The biggest
of the SOCIMIs is Merlin Properties, which was
first listed on June 30", 2014, with a capital of
1.25 billion euros. Since then, it has increased
its capital by 614 million euros and is preparing
another capital increase of 1.034 billion euros to
enable it to take over Testa Inmuebles en Renta SA
from SACYR. Together with these SOCIMIs listed
on the Madrid Stock Exchange, there is also URO
Property Holdings SOCIMI (listed on MAB) which
owns 755 offices it leases to Santander, and Saint

Croix Hoding Immobilier SOCIMI, based in Spain
but listed in Luxembourg.

Concluding remarks

The property crisis hit the Spanish financial
system at a time when it had a huge exposure
to the property market. This exposure was initially
reduced only slowly. In 2012, the process of
cleaning up the banking sector gained momentum,
with the sale of non-strategic assets such as debt-
collection firms and real estate platforms. In its
second phase the process developed with the sale
of portfolios of problematic loans, shareholdings
in real estate businesses, interests in syndicated
loans, or individual loans, and included real estate
companies with financial difficulties, and the sale
of foreclosed assets. While the sale of loans is
significantly reducing entities’ property risk,'® sales
of property are progressing more slowly, such
that the stock of foreclosed properties continues
to grow. In the third phase, which began in late
2014, some financial institutions have slowed the
pace of property sales and are trying to mobilise
foreclosed land, which represents a large share
of foreclosed real estate. They are therefore
initiating property developments in locations
where demand is strong, so as to convert these
hard to realise assets into future mortgages.
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