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PROBLEM OF REAL PROPERTY VALUATION
IN THE PROCESS
OF MORTGAGE LOAN SECURITIZATION IN POLAND
Summary: The article raised the problem of the lack of regular property valuations in the
securitization of mortgage portfolios. The discussion in the article is an attempt to show that
the regular valuation of real property as collateral for the mortgage loan securitization portfolio is crucial to the success of the process. Tracking changes in the value of mortgage collateral can help to minimize the risk of securitization and the increased interest of investors
in mortgage-backed securities. Such behavior can contribute to the increased use of securitization on the financial markets.
Keywords: securitization, mortgage credits, property valuation, comparative approach, income approach, cost approach, mixed approach.

1. Introduction
Securitization is the process which has attracted considerable attention in recent years.
This interest was sparked by the financial crisis with securitization being branded as its
primary cause. However, is securitization really to blame for the crisis or is it rather
improper credit procedures, lack of requisite security mechanisms or excessive
“tampering” with financial instruments issued in the securitization process? These are
only some of the questions raised after the analysis of the roots and implications of the
last financial crisis. Accordingly, should we abandon securitization altogether or rather
try to improve it and eliminate the errors which have been made? It seems justified to
attempt to eliminate certain errors from the securitization process, thereby making it
less risky for the parties involved.
The purpose of this article is to indicate and discuss one of the weak points of
securitization, i.e. the process of revaluation of the asset underlying this process.
The deliberations regarding the valuation of the collateral value of assets which are
the basis of securitization presented in this article focus on mortgage loans.
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The securitization of mortgage loans is the potential engine of the further
development of the mortgage loans market. Accordingly, the issues related to the
valuation of real property for the purposes of securitization are of paramount
importance.

2. Securitization and real property value
Securitization is a very complex process which involves many stakeholders. Large
number of participants, complex legal considerations as well as the frequent lack of
comprehension of the essence of the process or simply the desire to attain impossible
financial results are all among the main contributing factors to the notoriety of
securitization. This opinion has been undoubtedly reinforced by the last financial
crisis. However, is it justified? An exhaustive answer would require a fairly extensive
analysis of the process itself as well as human behavior. The author of this study is of
the opinion that the negative perception of securitization is not fully justified. It is
true that it is a very complex process which, under certain conditions, may yield
considerable benefits, but also, as demonstrated in the past, cause immense losses
due to the overcomplication of procedures, complexity of legal and organizational
solutions, as well as problems with assessing risk and the structuring of securities
issued in the process. The foregoing arguments demonstrate, however, that the fault
lies not with the process, but its preparation, execution and monitoring.
This article focuses only on one issue which undoubtedly plays a prominent
role in the securitization of mortgage loans and which should be considered and
scrutinized not only during the preparation of the process, but also throughout its
duration, until completion. The issue in question is the changing value of the main
collateral underlying the securitized mortgage loans portfolio, i.e. real property.
The change of the value of real property over time is nothing more than a natural
market behavior; however, if we do not take it into account and regularly analyze,
it may pose specific issues in the case of such a process as securitization.
In examining the issue of the change of the value of real property over time
from the point of view of the securitization process, we should consider its
significance in the process. Where, at which stage and how strongly may property
value or rather its change impact the securitization process?
To arrive at an answer to this question, we need first to analyze the definition
of securitization and the subsequent stages of the process.
According to one of the definitions of securitization,1 the securitization of
banking assets is a process consisting in the proper selection of a pool of banking
assets – creating a portfolio of assets where they are subsequently converted into

1

M. Kalasińska, Sekurytyzacja aktywów bankowych, ZBP, Warszawa 2007, p. 10.
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securities backed with cash streams generated by these assets and sold to investors
as securities (e.g. MBS).
The securitization process features the following stages:2 selection of assets portfolio,
incorporation of SPV, assessment of investment risk and securities issue management.
Considering the above definition and the indicated process of securitization, we
may identify several stages of the process where real property value is of major
significance. The first one is undoubtedly the stage of creation of the portfolio to be
securitized. This portfolio should, obviously, be properly diversified in terms of
geographical distribution and borrowers; it should be large enough and homogenous as
regards the type of debt. However, there are no restrictions regarding the value and
type of collateralized real property even though, given default of the borrower, it is the
real property that is used to satisfy the claims of the lender. If such a loan becomes a
part of a securitized portfolio, the underlying real property will not guarantee the
satisfaction of the claims of the lender, but will secure the securities issued based on the
loan backed by this real property. From this point of view, the change of the value of
real property while securities are still traded on the market is a significant issue.
Therefore, for the sake of the safety of the securitization process, it may be
worthwhile to take into account, already at the stage of creating a mortgage portfolio
for the purpose of securitization, the analysis of the primary collateral and its value.
This may be the loan-to-value ratio which at present every bank analyzes. The analysis
of the value of real property during the creation of the portfolio to be securitized would
facilitate the creation of more homogenous mortgage portfolios or the isolation of
pools of loans as part of one portfolio backed with e.g. buildings or apartments. Such
an approach would undoubtedly also facilitate the analysis of the distribution of risk in
such a portfolio from the point of view of the changing value of real property over
time. This in turn would allow devising, already at the preliminary stage of
securitization, potential investor protection strategies given adverse behaviors on the
market, e.g. a strategy consisting in buying a hedging instrument (e.g. insurance) that
would offset potential loses given a certain decrease of the value of real property. The
proposed approach would most likely allow for a significant mitigation of not only
potential losses in a crisis situation, but also the costs of any potential additional
collateral. The risk of investment in the securities issued under such a securitization
process would undoubtedly be lower. This would make securities more attractive to
investors and the process itself could be perceived as safer thereby facilitating a better,
fuller capitalization of the related benefits for the purposes of commercial practice.
The next stage of securitization where the proper valuation of real property is
of high importance is the assessment of investment risk. At this stage of the process
rating agencies play a crucial part. Rating is a significant element of securitization
as it informs potential investors about the risk carried by issued securities, i.e. their
2

Ibidem, p. 26.
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attractiveness. Rating guarantees the success of securitization securities on the
public financial market.
Rating involves not only the analysis and assessment of the structure of the process
and the entities involved, but also the analysis of the collateral underlying the specific
issue. Accordingly, in the case of mortgage portfolios, its quality is assessed in terms of
credit risk posed by the full default of payment of the respective loans forming the
portfolio or groups of loans. However, since the main collateral underlying such a loan
is mortgage against real property, would it not be appropriate to analyze the change of
the value of real property? The ratio of the change of the value of real property forming
the collateral underlying a securitized mortgage loan portfolio will reflect tendencies
and directions of the change in the value of the initial collateral which undoubtedly will
impact the risk accompanying the entire portfolio. Please note that it is not only the
type of securitized assets and the related cash flows, but also and even primarily, the
risk generated by such a portfolio that impact the qualities of securities issued in a
given securitization process. In this light, the analysis of the change of the value of real
property in time seems indispensable.
The value of real property and its changes in time, particularly negative ones,
are equally significant at the last stage of securitization, i.e. the issue and servicing
of securities.
The lack of regular revaluation of the value of real property at the last stage of
securitization, in the context of adverse, unexpected changes on the real property
market which were completely unaccounted for in the process, may contribute to
difficulties with the redemption of securitization from the market. These
difficulties may be caused by the fact that in the event of default in the payment of
a portion of the loans forming the securitization portfolio and the necessity of
enforcing receivables from the principal collateral, the recovered amount will be
considerably lower than expected and the process itself will not provide for a
mechanism which would offset the difference between the expected and the actual
value. This was the situation we dealt with during the last financial crisis. If we fail
to analyze changes of the value of real property over time, we will not have
information about the change of the value of the initial collateral and,
consequently, we will be unaware of the potential considerable loss of the value of
real property used as collateral.
Regular revaluation of real property value will be of no avail in the event of a
collapse of the real property market. However, taking into account such analyses
and, consequently, the potential risk of a considerable change of the value of real
property in a given securitization process would undoubtedly help to mitigate
losses. Losses could be mitigated by e.g. applying an adequate hedging instrument
for the portion of a mortgage portfolio which is most exposed to the drop of real
property values.
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As the foregoing discussion indicates, in the context of potential issues evoked
by an adverse change of the value of real property in the mortgage loan portfolio to
be securitized, the issue of revaluation of real property is of substantial importance.

3. Approach to the valuation
of real property securing credit obligations
Considering the issue of the valuation of real property in the mortgage portfolio to
be securitized, it is important to realize that the obligations of the borrower may be
backed, among others, by mortgage on land, construction property, apartments or
cooperative limited property rights.
According to the current real property valuation standards,3 the valuation of
real property or rights underlying the extended loans should be conducted by an
expert appraiser based on the current use value (CUV). CUV, according to the
Professional Standards of Expert Property Appraisers,4 is the most probable price
of real property attainable on the market given the following assumptions:
– the parties to the agreement are independent and proceed rationally without
particular motives,
– are intent on executing the agreement,
– are aware of the existing circumstances impacting the value of real property,
– are not acting under duress.
The additional condition that should be taken into account in determining CUV
is the assumption that the current use of the real property will be retained.
CUV excludes the element of the expected value for alternative use and the
potential increase of value is related to special investments. From the point of view
of securitizing a mortgage portfolio which is characterized by a long timeframe,
such an approach may impact the decrease of the estimated value of mortgage
collateral due to the failure to take into account special investments that in most
cases increase the value of real property. Accordingly, such an approach to the
valuation of real property underlying the securitized loan may result in an inferior
position of the securitized loan portfolio.
On the other hand, CUV takes into account changes of value related to the
extension, alteration of buildings and development of undeveloped land, with the
assumption that the works do not cause breaks in the use of the real property.
Given such a determination of CUV, the proposed manner of valuation seems
pertinent in the initial stage of the securitization process, during the creation of the

3

Standardy Zawodowe Rzeczoznawców Majątkowych, Polska Federacja Stowarzyszeń
Rzeczoznawców Majątkowych, Warszawa 2007, Standard V.1.
4 Ibidem, Standard III.1.
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portfolio for securitization. At this stage, it seems justified to divide real property
by type and investment perspective.
Moreover, the regulations in force indicate that one determines CUV assuming
compliance with the local master plan. Standard III.1, item 3.3 stipulates that if the
manner of use of the real property designated in the master plan is temporary, the
expert appraiser should determine CUV and the market value (MV) taking into account
the conditions set out in the master plan. In this case MV may vary from CUV.5
The valuation of real property upon loan extension at CUV is justified.
However, from the point of view of the securitization process and its last stage,
such an approach to the value of the primary collateral underlying a mortgage loan
will not reflect the probable, attainable price for given real property.
From the point of view of the last stage of the securitization process, the value
of real estate is the last enforceable collateral underlying mortgage-backed
securities (MBS). This collateral is used when the customer has completely stopped
making payments on the loan and credit obligations cannot be enforced otherwise.
In this case, the following two factors are of key importance:
– the time required to enforce the given real property value, MBS investors have
a specific redemption date regarding these instruments,
– the attainable price of the real property from the point of view of securitization,
the maximum attainable price in a limited timeframe as investors expect a specific rate of return.
Such an approach renders the valuation at this stage of securitization in the current
use value inadequate to the probable, attainable price for given real property. A more
fitting solution in this case would be using the distress sale value valuation (DSV).
In evaluating the value of mortgage collateral at the last stage of securitization
at DSV, in compliance with the applicable legal solutions, it is possible to make
assumptions regarding time constraints, as well as other limitations that may
impact the closing of a transaction (e.g. legal procedure related to the collection of
bank receivables). Such an approach to real property value, in conjunction with
regular revaluation, would undoubtedly make the value of mortgage collateral
more realistic. The analysis of the changes of value in time would definitely
facilitate a pre-emptive action that would mitigate the portfolio risk and losses that
may arise e.g. as a result of a deepening crisis on the real estate market.

4. Conclusion
This brief investigation into the necessity of employing regular valuation of real
property in the process of securitizing mortgage loans indicates that such measures
would definitely contribute to increased security of the process of securitizing
5

Current use value.
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mortgage assets. Increasing the security of the process in this manner would make it
easier to convince investors to consider buying mortgage securities, such as MBSs.
Consequently, it would be possible to increase the use of securitization in the banking
sector which, in my opinion, would stimulate the mortgage loans market and allow
offering, e.g. more favorable terms of financing for selected groups of real properties.
Proper, regular revaluation of the value of real property used as security for the
mortgage loans underlying securitization, in my opinion, ensures not only increased
security of the arranger and investors, but also – primarily – a safer process for all
stakeholders and the potential to reduce the costs of any additional collateral.
The issue here is a limited pool of available solutions in the scope of real
property valuation, which restricts the possibility to apply regular real property
valuation in the securitization process. The analysis of approaches to real property
with respect to their applicability in the securitization process, identification of
strengths and weaknesses and significance to securitization will be the subject of
author’s next study.
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PROBLEM WYCENY WARTOŚCI NIERUCHOMOŚCI
W PROCESIE SEKURYTYZACJI KREDYTÓW HIPOTECZNYCH
Streszczenie: W artykule poruszony został problem braku regularnej wyceny nieruchomości w
procesie sekurytyzacji portfeli kredytów hipotecznych. Rozważania w artykule stanowią próbę
wykazania, że regularne przeszacowanie wartości nieruchomości stanowiących zabezpieczenie
dla kredytów hipotecznych w portfelu sekurytyzacyjnym ma istotne znaczenie dla powodzenia
procesu. Śledzenie zmian wartości zabezpieczenia hipotecznego może także wpłynąć na ograniczenie ryzyka sekurytyzacji i zwiększenie zainteresowania inwestorów papierami wartościowymi zabezpieczonymi na kredytach hipotecznych. Takie zachowania mogą natomiast
przyczynić się do szerszego zastosowania sekurytyzacji na rynkach finansowych.
Słowa kluczowe: sekurytyzacja, kredyt hipoteczny, wycena nieruchomości, podejście porównawcze, dochodowe, kosztowe, mieszane.

