LOAN PORTFOLIO ADVISORY

Global Debt
Sales
Third edition

Germany
Portfolio Solutions Group
kpmg.com

KPMG INTERNATIONAL

Germany

Interestingly, today’s buyers are looking for
sub-performing and performing loans with
upcoming maturities and “a bit of hair” on
them, suggesting an increased likelihood that a
payment default will occur at maturity.

Status quo of Germany’s economy and banks
It is not difficult to see why debt
purchasers worldwide are looking for
opportunities to put money to work
in Germany. Indeed, we frequently
hear from debt funds, real estate
funds, private equity, asset managers
and insurance companies wanting to
purchase leveraged loans, commercial
real estate backed loans, residential
mortgages or infrastructure debt.

Clearly, interest in German debt has
broadened from its focus on nonperforming loans.
Interestingly, today’s buyers are looking
for sub-performing and performing loans
with upcoming maturities and “a bit of
hair” on them, suggesting an increased
likelihood that a payment default
will occur at maturity. However, our
experience shows that German banks

do not currently have an appetite for
disposing of significant loan portfolios
in their home country. So what are the
German banks doing with their NPL
portfolios?
As illustrated in the figure to the
right, Germany’s banks have seen
varied success in reducing NPLs
and delinquent loans between 2010
and 2011.
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German banks restructuring and refocus
NPLs, loans 90 days past due for some German banks (as of most recent available date)
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While some of the banks have achieved
significant reductions in their levels of
NPLs and loans 90 days past due, they
have been achieved at (what appears to
be) a slower pace than we are seeing in
either the UK or the US. Indeed, when
one compares German deleveraging
rates to Lloyds Banking Group (where
GBP4.1 billion of non-core commercial
real estate exposure was shed in the

first 3 months of 2012), or RBS (which,
in 2011 alone, completed GBP5.6
billion in loan run-offs, GBP2.4 billion in
property disposals, enforcements and
restructurings, and GBP3.4 billion in
allocated provisions against impaired
loans), it quickly becomes apparent
that German banks are slower at
deleveraging NPLs than other major
markets.
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The German
manufacturing and
export sectors continue
to drive the economy

Germany’s competitiveness driven by weak Euro

In part, this slow pace of deleveraging
may be due to the competitiveness
of the German export market and its
ability to continue to drive German
GDP growth throughout 2012 and 2013.
This would suggest, therefore, that
German banks would see asset prices
continue to recover from the lows of
2008 and 2009 which – in turn – would
allow them to exit stressed borrower
situations with lower losses in the
future rather than accepting lower
prices today.
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German GDP and Ifo business climate survey results
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It is also worth noting the strong levels
of support that the German government
and municipalities have provided to local
German banks.
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All told, these trends likely help explain the
stalled activity that we have witnessed in
the German market versus some of the
other large European banking markets
such as Ireland and the UK.
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GDP year-on-year change (%)

Moreover, when one looks at business
sentiment and factory data up to May
2012, it seems clear that the continued
stresses of the Eurozone crisis are
beginning to weigh on the German
manufacturing machine.
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Index (2005=100, seasonally adjusted)

While the figure below illustrates the
strong competitive advantage that
Germany has enjoyed throughout 2009
and 2010, it must be noted that this
competitiveness has seen significant
deterioration over the past 2 years as
consumer demand in Europe (Germany’s
largest trading partners) stalled.
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GDP year-on-year change (%)
Note: Ifo Business Climate for German trade and industry.
Source: ECB, Ifo Business Survey.

German banks would see asset prices continue to
recover from the lows of 2008 and 2009 which – in
turn – would allow them to exit stressed borrower
situations with lower losses in the future rather than
accepting lower prices today.
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Take, for example, the adoption of
measures by the German federal
government to support the financial
markets and German banks after the
collapse of Lehman Brothers in 2008. Its
Act on the Establishment of a FinancialMarket Stabilisation Fund created the
Financial Market Stabilisation Fund
(SoFFin) which, in turn, spawned
the Financial Market Stabilisation

Agency (FMSA), a body tasked with
managing SoFFin and implementing and
monitoring the fund’s measures.
By the end of 2010, the FSMA had
granted EUR64 billion worth of
guarantees for newly issued debt
securities and other debt issued by
financial institutions, extended EUR29
billion worth of capital measures

(recapitalizations granted up until 31
December 2010), and established
two resolution agencies: Erste
Abwicklungsanstalt (EAA) and FMS
Wertmanagement (FMS). In 2011,
SoFFin reported a EUR13.1 billion
loss, mainly as a result of Greek debt
restructuring. However, since its
inception, SoFFin has accumulated
around EUR22.1 billion in losses.

Current beneficiaries of government aid
Type of aid

Current aid (€bn)

Initial aid (€bn)

Guarantees
Deutsche Pfandbriefbank (HRE)

44.0

102.0

IKB Deutsche Industriebank AG

6.1

10.0

Sicherungseinrichtungsgesellschaft deutscher Banken mbH

2.2

6.7

Düsseldorfer Hypothekenbank AG

1.5

2.4

(a)

Aareal Bank AG

1.2

4.0

BayernLB

2.8

5.0

Commerzbank AG

1.6

5.0

Düsseldorfer Hypothekenbank

1.5

2.4

Aareal Bank AG

0.3

0.4

Commerzbank AG

6.7

18.2

Hypo Real Estate Holding AG
Of which FMS

9.8
3.0

7.7
n/a

WestLB AG/Portigon

3.0

3.0

Recapitalizations

Source: Deutsche Bundesbank, Crises, rescues, and policy transmission through international banks, 2011; Palgrave Macmillan Journals, 7 February 2012, Moody’s and Fitch
broker reports.
Note: (a) Deutsche Pfandbriefbank (HRE) current aid figures are as at 30 June 2011. All other figures are as at 31 December 2011.

There should be little doubt that the
recapitalizations and guarantees
extended to banks (not only in Germany
but also around the world) was critical
to the stabilization of the banking
system. However, given the large
amounts of taxpayer money at stake,
the measures also created a knock-on
effect, dampening down the ability (or
appetite) of bankers to take write downs
and losses. Our experience shows that
this additional pressure has effectively
made decision makers very cautious

about entering into transactions that
will ultimately crystalize losses for tax
payers in the short-term.
As a result, commercial decisions are
being influenced by political pressures.
For example, many banks are now facing
the question of whether to sell a low
yielding asset today, recognize a loss and
then extend a new loan at a better margin
(thereby making the bank more profitable
in the medium-term); or continue to
hold the unprofitable loan until a future

date when the borrower is able to repay
the full amount, (making the bank more
profitable in the short-term but less
profitable in the medium-term).
The German state has also extended
the FMSA’s powers by providing
them with the mandate to create
and monitor resolution entities or
‘bad banks’. Essentially, this initiative
made it possible for German banks
in financial distress to transfer assets
(risk positions, non-strategic business
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units and structured securities) off of
their balance sheets and into a specialpurpose vehicle. By the end of 2010,
the FMSA had founded two resolution
agencies: the Erste Abwicklungsanstalt,
(to which WestLB transferred nonstrategic business lines and risks) and
FMS Wertmanagement (which took
over HRE Group’s risk exposures and
non-strategic assets).

Interestingly – and in contrast to some
other markets – German banks were
able to transfer structured securities,
risk exposures such as non-performing
loans, and even entire business lines
which the banks no longer viewed
as strategic. This gave banks the
opportunity to wind up these portfolios
and obtain instant relief from capital
requirements and write-down pressure.

However, the resolution bank model in
Germany implies that the bank’s owners
must remain economically responsible
for the resolution agency (in other
words, they are required to offset any
losses made by the resolution agency).
The table below provides an overview
of the assets that were transferred to
the resolution entities.

Overview of Germany’s bad banks
EAA – Erste Abwicklungsanstalt1

FMS Wertmanagement1

Deconsolidated entity of

WestLB AG

Hypo Real Estate Group

Assets

€45.3 billion (c.€150 billion including second portfolio)

€161 billion (€342 billion incl. “own issues”)

Original volume

€77 billion

€176 billion

Supporter

State of North-Rhine Westphalia

German state (via SoFFin)

Support mechanism

Loss compensation duty by EEA’s owners

Loss compensation duty by SoFFin

Description

• The non-core portfolio had a (nominal) value of approx.
€77.5 billion at end 2009:

• The wind-up portfolio had a (nominal) value of approx.
€174 billion as at Q3 2010 and the wind-up is to be
performed until 2020, with remaining assets to be
sold at book value:

– 39.6% loans, 29.5% Phoenix (refinancing notes),
22.9% other securities, 4.4% other ABS and 3.6%
European super seniors securitizations

• €114 billion bonds and €60 billion loans
• 50% public sector, 25% structured products, 11% real
estate, 10% infrastructure assets and 4% real estate

Activity/performance

• During 2012, EAA has taken over a second portfolio of
approximately €100 billion from WestLB

• FMS decreased the portfolio by about 8.7% to
€160.7 billion in the first year since the transfer

• By the end of 2011, EAA had reduced the portfolio it
has taken over by more than one third. Non-performing
loans in the portfolio reduced by 43%

• ECB funding was reduced from €105 billion at end 2010
to €35 billion at end 2011

• EAA closed 2011 with a loss of approx. €878 million
primarily due to provisions on Greek bonds. EEA fully
exited its Greece exposure in 2012

• A total of €8.9 billion in write-downs on the Greek portfolio
particularly affected both risk provisions for the lending
business and income from investments in financial assets

Cost of financing

• Recent issue: USD500m, 3 year FRN, at a discount
margin of 3M L+ 32bps (Coupon at 3M L + 30bps)

• Recent issue: USD2 billion, 4 year bond at Mid Swap +
24bps (1.0% coupon)

Rating

• AA-/Stable/A-1+ (From S&P)

• AAA (Long Term), F1+ (Short Term) from Fitch

Note: (1) Figures as of 30 June 2012 for EAA, as of 31 December 2011 for FMS.
Source: Financial Statements, Investor Presentations and Broker Reports.

The results of these activities are widely
viewed as being beneficial. The creation
of resolution vehicles certainly helped
to calm the markets and stabilize the
German banking system, while the loss
compensation duty of the SoFFin has
also allowed both entities to access
very favorable funding prices from the

international capital markets. This has
meant that tightly priced performing
assets which were previously loss making
for WestLB and Hypo Real Estate/Depfa
are now generating positive net interest
margins; a situation that would not have
been possible for financial institutions
with lower credit ratings.

Despite these workout entities
appearing to be a key source of debt
portfolio deal flow, our buyer contacts
have highlighted the following valuation
challenges when buying from the
German resolution entities: bad banks
have no equity return requirement,
are not required to hold RWAs, are
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not able to lend to new counterparties
(i.e. extend new loans), have limited
internal resources, and have very limited
appetite for crystallizing losses in the
short term. All these factors combined
make executing transactions challenging
in the near to medium term.

German debt portfolio
transaction volume
higher than in 2012
There has, however, been an increase
in both the number and the quantum

of portfolio deals being brought
to market and executed during
2012, and we expect this trend to
continue into 2013 driven primarily by
international sellers.

Recent transactions in Germany
Seller

Buyer

Asset type

Approximate Face Value

Completion date

Undisclosed

TPG Credit

Performing CRE loan portfolio

€100 million

Sept. 2011

Deutsche Bank

Lindorff

NPL portfolio

€1.4 billion

Q1 2012

German Bad Bank

RE Fund

Retail REOs

€70 million

Q2 2012

Bundesbank (Germany
central bank)

Lone Star

Excalibur: Lehman Brothers’
securitised real estate debt

€960 million

Q2 2012

Bundesbank (Germany
central bank)

PIMCO

Excalibur: Lehman Brothers’
securitised real estate debt

€240 million

Q2 2012

Wells Fargo

Cerberus

Retail Shopping Centres

c. €80 million

Q3 2012

Société Générale

Lone Star

Performing CRE loans

€220 million

Q3 2012

Société Générale

AXA Investment
Management
(Preferred Bidder)

European Performing CRE loans

€1.2 billion

Q3 2012

Austrian Bank

TBA

Corporate and LBO loans

€300 million

On going

German Bank

TBA

NPL portfolio

c. €800 million

On going

German Landesbank

N/A

Non performing CRE loans

€120 million

No sale(a)

Note: (a) Buyer pricing below seller expectations.
Source: Press Articles, 2012.

Will insurers and pension
funds contribute to
deleveraging in 2013?
With more than EUR300 billion worth of
loans on the combined balance sheets
of German life insurers, it is clear that
they are already significant providers of
lending, despite their general exclusion
(with certain exceptions) from banking
regulation.
Increasingly, we are now seeing
some of the larger insurers (such

as AXA and Allianz) competing with
banks to provide financing facilities
on high-quality commercial real
estate buildings with long lease
contracts. This activity is being
driven by three main factors: the
preferential treatment of mortgage
lending under Solvency II; yield
compression on investment grade
bonds; and continued volatility in
the equity markets. And while only a
small number of insurers have made
the jump to direct lending – and even
fewer into the acquisition of loan

portfolios from the secondary market –
we expect to see this trend increase
during 2013.
A key hurdle to mobilizing this capital
is structuring the acquisition vehicle
in a manner that is favorable under
Solvency II and also meets the internal
governance needs of the insurer or
pension fund.
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So while Germany remains a market with
huge potential for debt sales, it still seems
that everyone is waiting for a seller to make
the first move and create the wave we have
all been waiting for.

Total exposures of top 10 foreign banks in Germany
120,000

Credit Risk Exposures

100,000

80,000
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40,000

20,000

0
ING
BANK
NV

HSBC
ROYAL BANK
OF SCOTLAND HOLDINGS
PLC
GROUP PLC

BNP
PARIBAS

BARCLAYS
PLC

DEXIA

SKANDINAVISKA SOCIETE
GENERALE
ENSKILDA
BANKEN AB
(PUBL) (SEB)

CREDIT
AGRICOLE

BPCE

(€m)
Other

Corporate (excluding commercial real estate)

Commercial Real Estate

Other Retail

Mortgages

Note: Credit risk exposures (EAD–exposure at default), as of 31 December 2010.
Source: Results of the 2011 EBA EU-wide stress test.

So, while Germany remains a market
with huge potential for debt sales, it still
seems that everyone is waiting for a

seller to make the first move and create
the wave we have all been waiting for.

Outlook
As was the case during 2012, we expect to see the majority of portfolio sale
activity to be driven by those international banks with legacy exposures to real
estate and, to a lesser extent, corporate loans in Germany.
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