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Abstract

In this article, securitization was investigated as one of the most important sources of financing for the construction of residential real
estate in Ukraine. The main purpose of the article is to explore ways to refinance mortgage loans used in the world practice for the reha-
bilitation the building sphere in residential real estate and to identify ways of expanding and cheapening them. The authors have found
that a depository financing model uses on the Ukrainian mortgage market has significantly reduced the possibilities for its development
and makes the mortgage expensive. Also, the models of the European and American mortgage markets were compared, identified the
advantages and disadvantages of each model. And the possibility of using these models in Ukraine was considered. The current state of
the mortgage market in Ukraine was examined. In addition, the trend of mortgage market development in a pre-crisis and post-crisis
period was demonstrated in this article. Finally, the following conclusion was drawn: in order to increase the availability of mortgage
loans and to rehabilitation the construction sphere, it is necessary to introduce mechanisms for refinancing mortgage loans.

Keywords: banks, housing construction, construction companies, mortgage lending, refinancing.

1. Introduction

Ukrainian economic system slump development in 2014-2016
caused more severe reductions in constructing sphere comparing
to other industries. At present residential housing construction is
carried out to less extend when compared with pre-crisis period.
The main reason for such a situation is lack of available financing
sources in sufficient amount and as a result of these, shortening of
credit worthy demand. That is why, meeting the needs of the ma-
jority of Ukrainians in modern, qualitative and efficient housing is
practically impossible. Besides, shortening the construction vol-
umes creates negative multiplicative effect on the whole national
economy. Considering this, the aim of our article is to define the
ways of residential housing construction financing which can be
implemented in our country under post-crisis conditions, in partic-
ular with the help of mortgage loans securitization tools.

The problem of residential housing construction financing is wide-
ly investigated in economic literature; the experts in given prob-
lem mainly focus on mortgage crediting as one of the principal
sources for financing construction industry. Real estate and finan-
cial services promoting development, recovery of the stock market,
mortgage lending can not only activate reforms in the economy
but also gradually ensure solving housing problems of the popula-
tion. The use of this tool will significantly reduce tension in the
housing sector by providing an average citizen with the opportuni-
ty to acquire housing through a mortgage [1]. It should be noted
that mortgage market development and globalization under pre-
sent conditions create a new financial assets class, spreading of
which in terms of financial deregulation have lead to nontranspar-
ency and increased risks in financial system. This particular aspect

of mortgage market is investigated in the works by P.Tiwari and,
M.White, [2], and Gerald F. Davis [3].

Methodology of our research included the US mortgage market
analyses, as far as it was American model which proved to be
highly effective and successful. American mortgage market be-
came a real growth driver for the national economy and contribut-
ed to creating one of the highest levels of supplying the population
with housing [4]. It was facilitated with mortgage loans refinanc-
ing deployment and securitized assets explosive development. Still,
the given model has a range of potential threats that were especial-
ly vivid at times of the global financial crisis. We have also inves-
tigated specific aspects of European model of mortgage market as
far as it revealed bigger soundness in terms of the global financial
crisis [5, 16].

With the basis of the works by the scientists investigating mort-
gage market functioning in European countries [5; 6], we have
defined the most important peculiarities that have to be taken into
account while implementing European experience in Ukraine.
Thus the major attention is given to the possibility of mortgage
debt securitization implementation in Ukraine, which proved to be
an effective tool of cheapening financial resources at the real es-
tate market and developing residential housing construction in
European countries [8; 18; 19; 20; 21]. Extensive issuing and
placement of residential mortgage-backed securities, prevailing on
the market of securities issued in EU, in future can give a push to
renewing in Ukraine construction volumes at the pre-crisis level,
in the way it can be seen in a number of EU countries. It is a
commonly accepted practice to finance investment and construc-
tion projects mainly by means of attracted funds. As a rule, con-
structing firm invests its own resources at the stage of considera-
tion and beginning the design [6; 7; 17; 19; 22].
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Constructing industry reviving is of a great importance not only
from the point of macroeconomic development provision view
(constructing enterprises effective activity, maintenance of enter-
prises producing building materials, modernization of real sector
of economy production facilities, development of engineering
infrastructure etc.), but also reaching the point of the European
social standards of living for population in terms of meeting their
needs in modern, qualitative and efficient housing. Over double
reduction of construction activity volumes comparing to pre-crisis
level was in a great many caused by deficit of available financial
resources, emerging at the Ukrainian construction market due to
financial and credit market crisis. As it is known, real estate mar-
ket cycles and financial and credit market cycles correlate with
each other.

2. Main Body

2.1. Ukrainian Construction
Tendencies

Industry Development

According to statistical data, active growth in construction indus-
try taking place from 2005-2007 due to active spreading of mort-
gage crediting operations, was stemmed because of financial crisis
deployment and financial resources deficit, and decrease in credit
worthy demand. At late 2008 constructing companies in Ukraine
carried out works at the cost of 64,4 billion hryvnias, which is
15,8% less than in 2007. Building companies in only two regions,
namely Chernivtsi and Sevastopol increased construction volumes
by 8,6% and 3% accordingly. Construction volumes decreased in
other regions of Ukraine, the biggest shortening was in Vinnytsia
region — 32%, Luhansk — 30,7% and Chernihiv — 27%. In January-
July 2009 construction industry indices took a turn for the worse:
works were carried out at the cost of 18,2 billion hryvnias, which
made 45,7% of construction volumes for the same period of the
previous year. Decrease in housing construction volumes was
influences by reduction (2,4 times approximately) in volumes of
housing brought into service by individual housing developers,
percentage of which in the total amount was equal to 43,2%. It
should be noted that a third part of constructed housing was car-
ried out in Kyiv and Kyiv and Lviv regions, which is an indicator
of capital and credit worthy demand availability there [11].

In 2010-2016 construction market and its segments dynamics was
subjected to new conditions of national economy development. A
noticeable pickup of construction industry began in 2011, at the
period when a short growth stage of Ukrainian economy was com-
ing to an end. The mentioned period positive dynamics was
caused by renewal of investment into construction, which lead to
gradual activation of all the types of constructing works (Fig. 1).
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'Fig. 1: Dynamics of executed construction works volumes in 2010—2017,'
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Source: State Statistics Service of Ukraine

The first signs of renewal were seen in the housing construction
stage, activated at the beginning of 2010. It is important to note
that during this period residential housing was developing at
steadier rate when compared to non-residential and engineering
construction.

On the other hand, constant increase in construction net cost, re-

duction of long-term crediting and increase in credit interest rates
as well as diverse changes in legislative regulation were signifi-
cantly restricting construction market growth. Besides, that was
the time of big international constructing companies leaving
Ukraine [11].

In 2013 the completion of state infrastructure projects and closing
up real sector investment activity worsened negative tendencies
which began in the second half of 2012, and slump downturn of
the whole Ukrainian economic system in 2014-2015 predicated
construction industry reduction priority rates comparing to the
majority of other industries.

According to official data, in 2016 the amount of housing set into
exploitation in Ukraine was decreasing (Fig. 2). Besides Kyiv and
Kyiv region, it was Lviv, Odesa and Ivano-Frankivsk regions that
remain unchangeable leaders, with their centers together with the
capital keeping first place among the cities in setting into exploita-
tion. Although Volyn, Dnipropetrovsk, Zaporizhzhia and Kharkiv
regions are leading in terms of housing supply runup: their indices
grew by more than 20%. It is evidence of change in the geograph-
ical structure of Ukrainian residential housing market.
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Fig. 2: The volume of the commissioning of housing area and the number
of flats built in Ukraine during 2010-2017 years
Source: State Statistics Service of Ukraine, NBU

The first half of 2017 demonstrated constructing market rapid
growth comparing to the same period in 2016, indicating the in-
dustry run up exceeding GDP that can make it the economy
growth driver. Traditionally only half of construction investments
is assimilated in the of residential and nonresidential buildings
segments. The other part is directed to infrastructure objects erect-
ing. Nonresidential constructing grew by 35% comparing to the
same period in 2016. Residential houses construction grew by
25%. For the last 5 years prices for building and installation works
have grown by 2,3 times. While hryvnias exchange rate increased
by 3,3 times against the US dollar. Thus, net cost of construction
in dollar terms decreased. Generally, in the first half of 2017 con-
struction works activated in all construction spheres. Starting from
the second half of 2016, investment expectations continue to re-
main in the positive zone, so investment growth into new projects
should be expected.

Prospective of constructing industry development are rather high
considering the fact that around half of housing resources in
Ukraine was set into exploitation in post-war times and in the first
period of industrial series houses erecting (till 1970). Today they
are exhausted “Khrushchyovkas ”, which at the moment of erect-
ing were located at the outskirts of the towns, while at present they
happened to be in the downtowns and even in the prestigious areas.
That is why such areas renovation is a key problem.

In general from 2013 to 2017 the nature of capital investments
into construction significantly changed: 1) their flow dynamics
turned to be downward; 2) capital investments became even more
directed into residential housing construction; 3) constructing
activity financing at the expense of state funds and borrowed cred-
it resources continued to reduce. In their turn, a share of enterpris-
es and individuals own funds in the structure of capital invest-
ments were increasing. (Fig. 3).
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Fig. 3: The share of real investments financing sources in 2010-2016,%
Source: Ukrainian Steel Construction Centre
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As seen at picture 3, the majority of capital investment into con-
struction was carried out at the expense of constructing enterprises
own funds: an average share for the whole period makes 67%
from the total amount. The second most important were popula-
tion own funds invested into housing construction. Their average
share was equal to 10%. Till the beginning of 2008, about 70% of
financing was carried out at the expense of construction develop-
ers and their investors borrowed funds. While in 2010 in Ukraine
construction activity was mainly accomplished at the expense of
self-financing.

As a result of construction market stagnation under currency rates
going up in 2014-2016, domestic constructing companies were
practically left without current assets. According to the National
Bank of Ukraine data, in 2016 construction developers were cred-
ited not only by housing buyers but also by banks. It is true both
for the capital city and for the regions. Large companies took the
loans for up to three years term, smaller ones were given short-
term crediting from banks, which was used to maintain construc-
tion pace, if failed to sell the ready-built apartments quickly.

Thus, an important restricting factor for construction industry
during all the period investigated was lack of long-term crediting
both for construction products ultimate consumers and for con-
structing industry enterprises. Real sector crediting remained at
the relatively low level taking into account a considerable overrun
of credit interest rates indices over the real sector cost-
effectiveness.

2.2. Ukrainian Constructing Industry Financing forms:
Current Condition

Today the majority of construction companies are using standard
ways of financing which include: own funds, banking loans, in-
vestors® funds and resources of Housing Financing Fund for resi-
dential housing. But with the development of the economy, new
ways of financial resources attracting appear (Table 1). It should
be noted that Housing Financing Fund allows simultaneous funds
attracting and finding buyers for the future residential housing
objects.

For CFF of A type the of current price of construction object
measurable unit, investment objects usabilities, level’s and
comfort index numbers are determined by builder who takes a risk
of insufficiency of attracted funds for building the construction
object and is responsible for setting it into exploitation despite the
financing volume [13].

Table 1: Advantages and disadvantages of the financing schemes of the
development projects in the construction activity [12, 2, 7]

project in the

lending.

Description Definition Advantages Disadvantages

Bank Loan Loan capital of Possibility of High cost of lend-
the bank in moni- obtaining ing, necessity for
tory form which financial the large amount
is transferred for resources of the document in

temporary use on
the basis of secu-
rity, repayment,

according to
the schedule
that takes into

the lengthy process
adopting decisions
on loans, high

maturity, pay- account the level of the project
ment and proper | specific needs implementation
use. of the given prior to the bank

amount and
terms.
Escrow Agreement in Investor’s The Developer
Credits consequence of funds are on isn’t the Escrow
which one person the develop- credit funds own-
expropriates gives er’s account er; Escrow credit
fixed charge, rent, but admitted can’t be the sub-
estate property as included in ject of lenders’
and personal his assets. own satisfaction of
chattels to the Fast credit requirements of
other person for arrangements | this account owner
the purpose to
sell, gives money,
evidence of debt,
document of title,
document of title
or other value to
the third person to
keep given value
till the happening
of an event or
execution the
condition when
such value should
be given to debtor
or lender or
theirs’ representa-
tives by the third
person
TPO (Initial Public offering Investment Accessible only
Public Of- for investors to rating rise for for stable and
fering) become company getting the widespread com-
shareholder first access to panies
done on interna- cheaper re-
tional stock mar- | sources. Great
ket allocation
Forward Investor finances Listing in The scheme is
Finance the object con- stock market | acceptable only for
struction on the isn’tincluded | development com-
fixed interest rate | so the expens- | panies which goal
and after its com- es on capital is to sell the pro-
pletion and rent- raising are ject straight after
ing buys the reduced installation of real
object back on estate object
previously speci-
fied capitalization
rate
Warrant Agreement which Takes into High cost. Neces-
Certificate gives the buyer of | accountinter- | sity of payment the
Warrant Certifi- ests of devel- whole option
cate the right to opment com- premium “in ad-
buy or sell basic pany, investor vance” in other
derivative instru- | and construc- words at the mo-
ments on fixed tion company. | ment of agreement
price during some Property undertaking
period or date Developers
appointed in receive guar-
advance in future | antees which
in exchange for consider
option premium completion of
construction
and erection
works on the
due date
Resources CIS—itisin- Profit tax- High riskiness of
of Collec- vestment fund or haven ar- securities services
tive Invest- share investment rangements
ment fund which activi- while its
Schemes ty resides in un- reinvestment.
ionizing, inves- Investment
tors’ fund raising simplicity.
with the goal of Safety. Fund
making a profit profit from
from their in- investment

vestment in the

others’ emitters

securities, profit
participation
rights and real

activities and
its unfavora-
ble profit is

tax-exempt

from enter-
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estate prise’s tax on
profits
Construction | Open and reliable | Scheme legit- Imbalance of
Financing form of relations imacy. Low rights and duties of
Fund between construc- | risks of fiscal developer. Impos-
tion companies uncertainty. sibility of direct
and investors Possibility of relations with
during the con- reporting of investors. Possibil-
struction with data about ity of one-sided
engaging of these important repudiation of a
investors funds legislative contract by inves-
guarantees of tor
the rights to
investors

Significant push to construction industry development in 2005-
2008 made mortgage lending market, which began to actively
develop after adoption by the Verchovna Rada of Ukraine the Law
“On the Mortgage” in 2003 (fig. 4).
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Fig 4: Indicators of the Ukrainian real estate market development and
mortgage lending in 2000-2015
Source: NBU

Financial institutions in Ukraine obtained a tool enabling crediting
individuals and legal entities for real estate purchasing [15]. Data
concerning a number of real estate transactions bought with bank-
ing loans attracting proves importance of mortgage crediting de-
velopment. Maximum amount of mortgage loans (267098) was
given in 2007 [14]. In 2005 mortgage loans market indicated its
worst result for the twelve years of its activity, 13716 mortgage
loans were given, which is three times less than the initial index.
Despite certain reduction of credit resources cost in the middle of
2016, their growth occurred later on, and currently the rates make
average of 22-23% which cannot be compared to those in Europe-
an Union (Table. 2) and in fact makes them unaffordable for the
major part of our country population. Thus, renewal and further
development of mortgage market and consequent activation of
constructing companies activity are especially important issues for
Ukraine today.

Table 2: Residential mortgage lending in EU and Ukraine

Mortgage lending is an effective tool for construction industry
development in foreign countries. In each of the European coun-
tries there is its own unique system of mortgage lending with dif-
ferent development levels [5]. Thus in Norway and Denmark for
instance, relation between volumes of mortgage lending and GDP
makes 80% and more. While in Romania and Hungary it does not
exceed 15% (Fig. 5).
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Fig. 5: Total Outstanding Residential Loans to GDP Ratio and per Capita

Sources: European Mortgage Federation National Experts, European Central Bank,
National Central Banks, National Statistics Offices, Eurostat, Federal Reserve, US
Bureau of Census

The level of population coverage with mortgage lending varies
from 3% in Poland to 54% in Sweden. On average in EU countries
it makes 17% (Table 3).

Despite the existing in every European country differences, depos-
its are the major source of mortgage lending financing which
makes 62% from all the residential mortgage loans, the mortgage
securities issuing is at the second place.

Table 3: The level of the population coverage by mortgage lending [5]

Country A share of adult Country A share of adult
population population
having mort- having mort-
gage loans, % gage loans, %
Austria 25 Slovenia 10
Bulgaria 2 the USA 31
The Great 31 Turkey 1
Britain
Spain 32 France 27
Italy 10 Czech Republic 8
Lithuania 6 Sweden 54
Germany 21 Ukraine 1
Poland 3 Kazakhstan 5
Romania 4 Moldova 1
Serbia 1 Russia 1

Total outstand- Gross residen- Mortgage

ing residential tial mortgage interest rates

Country mortgage lend- lending (mil- (%, weighted

ing (million lion euro), 111 average), 1
euro), 111 2017 2017 2017
Belgium 229 205 7914 211
Czech Republic 39 012 2618 2.17
Germany 1365 975 55 700 1.85
Denmark 245 580 10 763 0.94
Estonia 525 899 9117 1.99
Finland 95 672 7 687 1.02
France 938 340 43 663 1.56
Hungary 13 662 624 3.55
Italy 373390 14 805 2.02
Netherlands 670 785 25 060 2.42
Poland 91 338 n/a 4.50
Portugal 94 378 2132 1.48
Romania 13948 764 3.60
Sweden 403 357 14 064 1.53
United Kingdom 1536 954 77 491 1.98
Ukraine 34 000 3739 24,1

Source: European Mortgage Federation, NBU

Taking into consideration the data presented in the table we can
admit extremely low level of the population coverage with mort-
gage lending in Ukraine. The reasons for such a situation are
widely describes in the scientific literature. Generalizing the scien-
tists” investigations we can conclude that the current model of
mortgage market in Ukraine is characterized by such features as
predominantly depository financing model, dominating of univer-
sal banks, lack of the necessary infrastructure namely mortgage
market specialized institutions and mortgage insurance guarantee
funds, etc.

Mortgage lending development and consequent residential hous-
ing construction activation require solving plenty of tasks in vari-
ous spheres, from creating guarantee system and transparent con-
ditions for mortgage market participators to standardization and
unification the procedure of mortgage lending. Though, to our
mind, the priority objective is widening banks’ abilities for financ-
es attracting. It will enable mortgage lending rate declining and
make it more affordable for the population. As mentioned above, a
new depositary financing model is dominating in Ukraine, which
considerably restricts the volumes of mortgage lending. Currently
Ukrainian banking system has some positive trends, including the
ones concerning the deposits amounts. Though, considering rela-
tive poverty of the majority of Ukrainian population and tradition-
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al lack of trust to banking institutions, the depository model can
only provide additional financing. The main sources of financial
means should include funds attracted with the help of refinancing
mechanism, i.e. while using mortgage security issues.

Table 4: Funding of the mortgage market

Country Total Covered Bonds | Total Residential Mortgage-
Outstanding, million Backed Securities (RMBS)
euro (2016) Outstanding, million euro
(2016)
Belgium 16 700 44 817
Czech Republic 13 060 -
Germany 207 338 26 016
Denmark 386 323 -
Finland 33822 0
France 211 106 63 008
Hungary 2189 -
Italy 138 977 60 816
Netherlands 67 604 192 470
Poland 2216 -
Portugal 32970 19 237
Spain 232 456 126 112
Sweden 222 444 611
UK 97 127 2995
Norway 113051 -

Source: European Covered Bond Council, Association for Financial Markets in
Europe (AFME)

In general, development of European securitization market began
at the end of 1990-s. The main driver of its developer became

investors’ demand, unlike the USA, with its government influence.

The biggest market growth was seen in those countries where
housing markets and consequently prices for housing were grow-
ing.

Together with traditional securities, collateralized debt obligation,
(CDO), provided with debt obligations, started to be issued. CDO
is a derivative financial instrument (credit derivative) which ena-
bles diverse debt assets pool securitization with the help of bond
issuing by means of money flows generated by such assets. De-
pending on the basic asset type they are distinguished:

— CBO (collateralized bond obligation) — bonds, secured by other
corporate bonds;

— CLO (collateralized loan obligation) — bonds, secured by bank-
ing credits portfolio;

— CFO (collateralized fund obligation) — bonds, secured by obliga-
tions of hedge funds, direct investments funds and venture funds.
European securitization market rapid grow was taking place from
1996 to 2004. In 1996 the market volume made about €38 min, in
2004 the amount of securities issuing secured by assets exceeded
€240 bln. The market growth was continuing up to 2009, i.e. till
the financial crisis beginning.

At present securitization market in EU is developing slowly: issu-
ing volumes are slightly growing, but these indices are far from
pre-crisis ones (Table 5).

Table 5: Issue of collateralized securities in Europe, (billion EUR)

2012 | 2013 | 2014 | 2015 | 2016 | 2017

ABS (securities

provided by assets) 523 | 716 | 476 64,8 70,6 59,7

CDO (bonds pro-
vided by debt obli- 0,8 9,2 14,3 14,2 21,2 49,2
gations)

CMBS (securities
provided by com- 18,4 9,5 6,1 5,9 3,7 09
mercial real estate)

RMBS (securities
provided by residen-
tial real estate)

1199 | 64,9 | 1108 | 101,0 | 1194 | 1181

Source: AFME, ESF, Securitisation Data Report Q4 2012-2017

As the table shows, residential MBS (RMBS, Residential mort-
gage-backed securities) dominate at the European securitization
market. ABS issuing volumes are at the second place, i.e. securi-
ties provided by assets, CDO which are used at synthetic securiti-
zation — at the third place. And only a minor part makes issuing of
CMBS, securities provided by commercial mortgage loans.

Today European approaches to securitization as a factor of finan-
cial and banking instability have changed; it began to be seen as a
part of anti-crisis measures. It is considered that securitization
mechanism can be used to reduce credit risk and return to banks
crediting activeness. Though, it should not be forgotten than it was
uncontrolled usage of this mechanism that became one of financial
crisis accelerators. Securitization deforms banks liquidity indices,
because nonliquid credit assets are transferred to a special compa-
ny, are marked off from banking balance, improving its liquidity
indices. Herewith ABS assets are brought to stock market, which
means that banks turn from main nonliquid shareholders to their
distributors.

3 Conclusion.

With the regard to the above said, the following conclusions can
be made. Assets securitization is one of the tools used for post-
crisis renewal of European real estate market and housing con-
struction; it can significantly widen abilities of real economy cred-
iting and create alternative to banking lending. Using of this tool
ensures reduction of bank dependency from both interbank lend-
ing and central bank refinancing. Besides, it has an important so-
cial role, which consists in ability to reduce crediting resources
cost.

Thus it will boost the demand for resources from both the con-
struction companies and the public. And the formation of signifi-
cant amounts of not expensive financial resources will push for the
resumption of the construction industry activity, which may be
one of the catalysts of the general development of the economy.

At the same time the given mechanism poses a range of potential
threats, since due to it banks liquidity indicators are deformed and
non-liquid instruments are spread. Securitization mechanism us-
age is purposeful only in terms of used assets high quality. Under
such conditions there is necessity in objective estimation of in-
vestment risks and assigning credit rating to securities issued as a
result of assets securitization, as well as increase in information to
potential investors transparency and availability. The Basel Com-
mittee on Banking Supervision and International Organization on
Securities Commissions perform promotion of the concept of ef-
fective and transparent securitization in this direction and continue
developing principles on adequate assessment of carrying such
operations general risks. The concept effectiveness will be inves-
tigated in our further works.
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