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HISTORICAL ANALYSIS - PORTFOLIO

Across all loan types, this borrower's average loan term was 90.5 months.
Across all loan types, on average, they prepay 43 months prior to maturity.

. Only four loans were held to within 15 months of maturity

. Only two loans were held to within 3 months of maturity

Lender Type Average Loan Term Average Hold Average Term Remaining
LifeCo 110 months 54 months 56 months
Agency 94 months 49 months 45 months
Bank 63 months 34 months 29 months

This, in turn, has resulted in additional costs:

1. Prepayment - the borrower has paid more than $27mm in prepayment
penalties in the last four years.

2. Term Premium — by taking a longer fixed rate than necessary, they have
overpaid by $18.3mm.

3. Floating — had they chosen floating instead of fixed on just the deals most
likely to be prepaid early, they could have saved an additional $8.8mm.
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1. PREPAYMENT ANALYSIS

Long term fixed rates offer the appearance of certainty, but when combined
with prepayment penalties, they frequently exceed the perceived benefit of
avoiding higher floating rates or refinancing in a higher rate environment.

In the last four years, this borrower has paid more than $27mm in
prepayment penalties

Lender Type Average Prepayment Penalty
LifeCo S 1,262,687
Agency S 963,594
Bank S 350,204 |

Prepayment penalties are driven in large part by the amount of term
remaining on the loan. If this borrower had just one year less of remaining
term, they could have saved $8.7mm.

» This suggests they don’t need to be overly aggressive when choosing
terms in order to mitigate some prepayment penalties.

When converted to an interest rate ((penalty / hold period in years) / loan
amount), the prepayment penalties increased the borrower’s average
interest rate by 1.09% over the average hold period.

2. TERM PREMIUM ANALYSIS

Generally, longer term fixed rates translate into higher interest rates. For
example, a 10 year fixed is usually higher than a 7 year fixed rate.

We examined what the original index rate was (e.g. 10T) and what the ideal
rate would have been based on the actual hold period (e.g. 7T) at closing for
all 33 loans.

Had the borrower been able to match the term of the fixed rate with the
ultimate term of the hold period, they could have saved $23.8mm in interest
expense. Converted to an interest rate, the term premium increased their
rate by 0.69%.

3. FIXED VS FLOAT

18 of the 33 loans we examined were held for four years or less. Those
loans were paid off, on average, 50 months prior to maturity.

Floating almost always is cheaper than fixed. Given this borrowers aversion
to rate risk, they would likely only consider floating on those loans that are
most likely to be prepaid within four years

Of the 18 loans that were prepaid in under four years, the average savings
the borrower could have achieved by floating would have been 0.88%. This
translated into higher interest expense of $8.8mm.

If we extend this analysis to all 33 loans, they could have saved $34.3mm by
floating instead of fixing.
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CONCLUSION

The mismatch between term and actual hold period has resulted in the

following:

$ Amount Interest Rate
Prepayment Penalties $27.3mm + 1.09%
Term Premium $18.3mm + 0.69%
Total $45.6mm +178%

Additionally, choosing floating on the deals held four years or less could
have resulted in additional savings of up to $8.8mm.

Borrowers should focus on matching the duration of the fixed rate with the
expected hold period of the asset.

Borrowers who traditionally opt for fixed rate debt, when appropriate, should
at least consider floating rate options on a case by case basis.

For a more in-depth analysis on optimizing debt strategies, please give us a
shout or visit:

. https://www.pensford.com/resources/optimizing_debt_strategies
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