Debt catches fire
Growing popularity of U.S. commercial real estate
lending attracts global players
by Kurt Wright

T

he commercial real estate debt market is
in a very healthy state today as borrowers benefit from high capital availability
because of favorable market fundamentals supporting lender demand. A large but responsible
level of capital, available from a variety of sources
and across an array of structures, has been supporting refinancing of quality properties and new
acquisition financing of equity transactions. This
liquidity resulted in a very vibrant lending market
in 2013 (continuing into 2014).
Life insurance companies and other portfolio lenders — those who tend to make loans

to keep on their own balance sheets through
maturity — were very active in the past year.
For instance, according to the American Council of Life Insurers, life insurance companies
originated $52.5 billion of commercial mortgages in 2013, which was about $7 billion
more than they closed in each of the prior two
years. Likewise, Wall Street firms, which tend
to make loans that are pooled and securitized
into bonds (commercial mortgage–backed
securities, or CMBS), were also active. According to Citigroup, Wall Street issued $84.0 billion
of non-agency CMBS, which further supported
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are choosing to win loans by reducing coupons
or providing greater structure flexibility (prepayments, earn-outs, etc.). If a 4 percent coupon on
a midtown Manhattan office building works for
a life insurance company that wants to hold the
loan for 10 years, then it can be a very responsible investment. On the other hand, Wall Street
firms are being a little more aggressive with
their underwriting standards and competing for
borrowers by offering higher proceeds. However, Wall Street underwriting standards have not
deteriorated to the levels that were observed in
2006 and 2007. Guidelines remain reasonably
responsible, and the Wall Street firms are willing
to accept the higher loan proceeds tradeoff for a
slightly higher coupon than the portfolio lender
would get on the same property.
This year is expected to mirror 2013. Portfolio lenders all have fairly significant amounts
of capital to deploy, estimated to be near $60
billion, and Wall Street firms are expected to
originate and securitize $90 billion to $100 billion of commercial real estate loans.

Portfolio lenders all have fairly significant amounts of capital to deploy, estimated
to be near $60 billion, and Wall Street firms are expected to originate and
securitize $90 billion to $100 billion of commercial real estate loans in 2014.

refinance and transactional activity. However,
the 2013 total was well below the peak level
of $233.4 billion in 2007. Therefore, although
there is certainly significant liquidity in the
market, in the context of the U.S. commercial
real estate debt market’s $3 trillion size, oversaturation is not a near-term concern.
In the current environment, lenders may
prefer lending on properties where there is
some degree of vacancy. For example, consider a property with a 15 percent vacancy rate
located in a fundamentally sound or improving
market. Over the course of time, the property’s
occupancy rate will likely increase, thus driving cash flows and property valuation upward.
As such, the lending institution on that asset
will realize reduced credit risk via favorable
credit migration.
Lenders give diligent standards their due
Fundamentally, portfolio lenders are maintaining
their conservative underwriting techniques and

Artificial stimulants
Since the early 1980s, the U.S. economy has
experienced a number of expansions that
were artificially stimulated. Examples include
the significant government spending and
extremely low tax rates in the 1980s, the
Internet boom and high government spending in the 1990s, and the historically inexpensive debt that was available in the 2000s
driven by teaser rates and irresponsible lending in the residential housing market. Much
of that artificial growth ultimately resulted in
fueling “boom and bust” cycles.
Today’s economic environment, by way of
contrast, exhibits growth that is more driven by
fundamentals such as improving consumer consumption, strong corporate balance sheets with
large cash balances, and more creditworthy and
financially savvy homeowners. Particularly relative to other economies around the world, the
U.S. economy is performing well and during the
next three to five years should maintain GDP
growth of 2 percent or higher.
For decades, the U.S. commercial real
estate debt market favored long-term fixed-rate
lending and was more-or-less wholly dominated by U.S. life insurance companies. For
shorter-term floating-rate loans, particularly
construction loans, commercial banks dominated. Wall Street firms got their foothold in
the early 1990s with the advent of CMBS.
Fast-forward to today, and the same players are still very active and have materially
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widened their offerings, which has increased
lender competition. One of the more significant trends in the market during the past few
years has been commercial banks entering
the long-term fixed-rate loan market. Banks
are still able to borrow from the government
at extremely low rates (benefiting from a
much lower cost of capital than other portfolio lenders) and then can ultimately realize
a profitable arbitrage by making longer-term
loans with higher coupons than comparable
floating
- rate loans or swapping the rate to
floating if that is a better fit for them from a
balance sheet perspective.
A borrower-friendly debt environment
The portfolio lender group is also expanding
as investors recognize the benefits of the relatively high, durable and dependable stream
of income provided by U.S. commercial real
estate debt. During the past five years, offshore sources, such as U.K. and other European pension funds, have shown increasing
interest in making loans in the United States.
Sovereign wealth funds from all over the
world are also showing great interest in U.S.
lending, as are offshore insurance companies.
These investors are realizing there is a finite
amount of U.S. real estate and they want
to be invested in it. They are determining
that rather than buying the real estate outright, they can lend on the same property to
achieve a high current yield at a more conservative basis.
So lending on U.S. commercial real estate
is becoming quite popular. Investors are tending to prefer either long-term fixed-rate lending
strategies or leveraged shorter-term floatingrate programs. The larger number of lenders
is benefiting borrowers who are experiencing
one of the most borrower-friendly U.S. commercial real estate debt environments ever
seen. If a borrower has a strong property in a
good location and a staggered rent roll, there
will probably be many good loan offers and an
ability to tailor the borrowing solution to really
meet the borrower’s needs.
Product offerings proliferate
H o weve r, “ b o r r owe r- f r i e n d l y ” d o e s n o t
mean that lenders are without opportunities.
Instead, rather than relaxing underwriting
standards, portfolio lenders are expanding
their product offerings to provide highly tailored solutions for borrowers.

For example, life insurance companies
that historically might have pursued only longterm fixed-rate loans on well-leased properties
now will often consider construction loans on
high-quality properties or transitional loans
on properties that are going through some releasing or redevelopment. The real estate is
still good quality, and the underwriting standards are still solid, but lenders are providing
a wider range of what they are willing to do.
In contrast, because the Wall Street firms do
not have much ability to broaden their product
mix, they are tending to relax their underwriting standards, which has been particularly evident during the past 12 to 18 months.

Rather than relaxing underwriting
standards, portfolio lenders are
expanding their product offerings
to provide highly tailored
solutions for borrowers.
Kurt Wright
Quadrant Real Estate Advisors
The loan-to-value calculation
Private debt investing is a function of the
type of investor and the investor’s goals. For
the investor who is looking for low risk and
can accept a low return — such as a lot
of insurance companies and some pension
funds — the 75 percent loan-to-value deal
on a high-quality, well-leased building in a
major market still offers an attractive spread
to comparable corporate bonds. For the highyield investor, caution is key, but one of
the best ways to manufacture mid-level and
higher yields is to make responsible, shorterterm floating-rate loans, again as high as 75
percent loan-to-value, and then leverage the
portfolio upon reaching critical mass. Select
commercial and investment banks will lend
against loan portfolios, so investors can create a portfolio with subordinate attributes
while only taking on the risk profile of 75
percent loan-to-value level underwriting. For
a moderate-risk investor, the same leveraged loan strategy can be employed, but at a
lower loan-to-value. v
Kurt Wright is a partner and CEO of Quadrant Real
Estate Advisors.
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