
Alternative Access to US Commercial Real Estate 
through Private Real Estate Debt

Institutional investor allocations to alternative assets are continuing to increase in the search for yield and portfolio 
stabilization. Private debt investments are �nding their way into portfolios providing �xed income characteristics 
backed by private market collateral that provides attractive, risk-adjusted yields. Regulations such as Basel III/IV and 
Dodd-Frank are key drivers to support the shi� in capital sources from banks and CMBS-lenders in the US to other 
private lenders. 

�is paper will look at the US commercial real estate debt market historically and the attractiveness for non-regula-
ted private lenders going forward. Comparing the asset class to equity real estate and �xed income, using not only 
the industry benchmark (Giliberto-Levy), but also data from Quadrant Real Estate Advisors’ market experience 
since the mid-90’s, will provide a better understanding of how private real estate debt has performed. In the current 
market environment, where a non-credit driven shi� in the supply of real estate is occurring, there is an attractive 
opportunity to provide certain debt capital to core real estate. Lastly, this paper will touch upon how to achieve core 
equity-like income returns with downside protection by holding a more comfortable position in the capital stack. 
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THE MARKET FOR US COMMERCIAL 

REAL ESTATE 

 

The general long-term outlook for the Unit-

ed States remains positive with fundamental 

economic and demographic growth continu-

ing. Initial uncertainties around the new ad-

ministration have seemed to diminish after 

the election and, amid a lot of controversy, 

the Trump administration provides reason to 

believe that there will be enough stimuli for 

further growth in the years ahead. Corporate 

earnings remained strong throughout 2016, 

and new payroll jobs in January, 2017 were 

about 250,000, 85,000 over the estimated 

roughly 165,000, indicating continued 

growth for 2017. 

The commercial real estate market in the 

United States has been on a steady, and 

some may call, sluggish recovery since the 

Global Financial Crisis (“GFC”). Vacancy 
rates have steadily improved as have rental 

rates and hence net operating income 

(“NOI”) amongst the four major property 

sectors: Office, Industrial, Retail, and Multi-

family. The improvement is on one hand due 

to generally disciplined levels of new con-

struction, in part a result of recently tighter 

regulatory focus on construction financing 

provided by the banking sector, and on the 

other hand due to overall economic growth 

driven particularly by technology and ser-

vice-orientated sectors.  

The fundamental improvements, coupled 

with increasing allocations from institutional 

investors to real assets and real estate have 

caused commercial real estate values to re-

cover nicely from the depths of the GFC. In 

fact, capitalization rates have now fallen be-

low pre-GFC levels and net operating in-

come for properties in the NCREIF index is 

now 15% higher than the level in December, 

2007 (Figure 1). 

And while historically low cap rates are a 

reason for concern, particularly for equity 

real estate investors, there is also the poten-

tial for cap rates to hold firm to a degree, 

even in a rising interest rate environment.

 

F IGURE 1 :  Capitalization rates and Net Operating Income Trend 

 

Source: NCREIF 
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Given the still reasonable cap rate spread to 

US treasury, around 300-350 bp since 2014, 

and the significant demand for equity real 

estate with large amounts of existing dry 

powder and new capital seeking investment 

opportunities, cap rate increases in the near 

to medium-term appear unlikely. 

This backdrop of healthy fundamentals and 

generally reasonable valuations presents a 

reasonable environment for investing in 

commercial real estate. Still, it is unlikely 

that the capitalization rate compression will 

continue in the mid- to long-term leading to 

less capital appreciation from core real es-

tate investment opportunities.  

Hence, the income component may stay ro-

bust, but the risk remains that higher capital-

ization rates will ultimately lead to capital 

value declines. 

An alternative to achieving the stable and 

robust income component from commercial 

real estate, but with downside protection, is 

possible via investments in debt instruments.  

HISTORICAL PERFORMANCE OF 

COMMERCIAL REAL ESTATE DEBT 

 

Commercial real estate debt can come in the 

form of floating or fixed-rate loans from de-

velopment to core properties. Figure 2 com-

pares the performance of fixed rate commer-

cial mortgage loans to corporate bonds and 

10-year U.S. Treasury Notes as it has often 

been seen as a fixed-income alternative. 

Both yields and total returns have outper-

formed all fixed income indices at signifi-

cantly lower volatility with highly attractive 

credit spreads that are still evident today.  

As the asset class, due to its underlying 

characteristics, is often also compared to 

real estate equity, Figure 3 also provides a 

relative performance analysis to the 

NCREIF Property Index. 

 

F IGURE 2 :  US Fixed Income Yields 

 

Source: Quadrant Real Estate Advisors own calculations, Giliberto-Levy, Barclays 

(1) Commercial Mortgage Loan total return and standard deviation calculations as of 9/30/2016. Commercial mortgage loan 

yields and spreads are based on market opportunities seen by QREA and other lenders. The Commercial Mortgage Loan Yield 

represents the 10-year bond equivalent weighted spread across property types for 70% LTV loans. 
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FIGURE 3 :  Performance Comparison (Jan 1995 – Sep 2016) 

Source: Quadrant Real Estate Advisors own calculations, Giliberto-Levy, NCREIF, Barclays 

Past performance is not a guarantee of future results. 

Most interestingly this indicates that real 

estate debt income returns (QREA Private 

Debt Performance Composite and Giliberto-

Levy Index) have been especially compel-

ling in a historical context and even matched 

or outperformed NCREIF.  

To fully appreciate these returns in particu-

lar relative to equity real estate, where inves-

tors’ capital is concentrated in a high-

er/riskier position in the capital structure, it 

is also helpful to consider risk-adjusted re-

turns measured by the Sharpe Ratio as 

shown in Figure 4. 

The risk-adjusted outperformance of the 

QREA Private Debt Composite relative to 

equity real estate is particularly interesting, 

given the strong performance posted by 

NCREIF since the GFC. Moreover, the out-

performance relative to the Gilberto-Levy 

Index is testament that investors can avoid 

certain market risks by sticking to under-

writing fundamentals that the entire market 

might not equally portray. 

Finally, commercial mortgages provide di-

versification benefits in a mixed asset con-

text when measured by their correlation to 

fixed income (Barclays Aggregate), equity 

real estate (NCREIF) and US stocks (S&P 

500) as shown in Figure 5. 

 

 

F IGURE 4 :  Sharpe Ratio Comparison (Jan 1995 – Sep 2016) 

 

Source: Quadrant Real Estate Advisors own calculations, Giliberto-Levy, NCREIF, Barclays  

Past performance is not a guarantee of future results. 
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FIGURE 5 :  Correlation of Quarterly Total Returns: Giliberto-Levy Index vs. other Indices (1995 – 
Q3 2016) 

 

Source: NCREIF, Barclays, US-Treasury, Standard & Poors 

The Giliberto-Levy index is, as expected, 

somewhat positively correlated with fixed 

income as real estate debt valuations are 

highly dependent on the general interest rate 

environment. Although the collateral is real 

estate, perhaps surprisingly, commercial 

mortgages are nearly uncorrelated to equity 

real estate. 

When drilling down deeper at understanding 

the fundamental risk drivers for real estate 

debt, one has to look at the historical default 

and loss rates when making the comparison 

to other fixed income alternatives.  QREA 

commercial mortgages have experienced 

lower default rates than corporate bonds (see 

Figure 6). In addition, recovery rates on de-

faulted commercial mortgage loans at 85% 

are much higher due to the collateralization 

of a “hard asset,” and the control afforded to 
lenders in the event of a default. Thus, long 

term average annual loss rates are signifi-

cantly lower than corporates bonds. Clearly 

it is important to analyze the quality of man-

agement and real estate expertise of the 

lender, to be able to recover such value 

through foreclosure or restructuring of the 

loan. 
 

F IGURE 6 :  Comparison of historical Default and Loss Rates 

 

Source: Quadrant Real Estate Advisors own calculations, Moody’s 
(1) QREA default rates (long-term average): 1995-2016 

(2) QREA recovery rates (long-term average): 1995-2016 

(3) QREA losses: 1995-2016  

(4) Moody’s Annual Issuer Weighted Average Corporate Default Rates 1920-2015 

(5) Moody’s Average Unsecured Bond Recovery Rates 1983-2015 

(6) Moody’s Average Annual Credit Loss Rates 1982-2015 

Note: (1)-(3) are based on USD 17 billion real estate loans by Quadrant Real Estate Advisors (QREA) 
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CURRENT MARKET ENVIRONMENT: 

SUPPLY AND DEMAND 

 

The attractiveness of the asset class for non-

regulated lenders going forward is gaining 

additional momentum due to the mentioned 

rare non-credit driven shift in the supply of 

capital. A reduction in the supply of capital 

from commercial banks is being driven by 

increased regulatory pressure from Basel III, 

the Federal Reserve, and the FDIC. This 

pressure is exhibiting itself in the form of 

less capital being available at higher LTVs, 

in particular for loans on construction and 

multifamily properties. In addition, in De-

cember 2016, the Dodd Frank Act require-

ment, that CMBS lenders retain a 5% inter-

est in the loans they originate 5 years post 

securitization, took effect. This requirement 

significantly limited the supply of CMBS 

capital even before the requirement set in 

(Figure 7). 

Although the Trump administration has 

called for deregulation and possibly repeal-

ing parts of Dodd-Frank we do not antici-

pate that this will drastically change real es-

tate debt supply. A full repeal of the act is 

highly unlikely and its complexity will chal-

lenge mid-term changes that could be made. 

Furthermore, the supply of debt capital 

available is not only a function of Dodd-

Frank but capital requirements for banks 

through Basel III, the FDIC and the Fed. 

This supply shift occurs at a time when de-

mand for commercial real estate debt is still 

strong. While US commercial real estate 

transaction activity has backed off the his-

torically high levels from 2015, it remains 

robust due to the attractiveness for domestic, 

and to a growing degree, foreign investors. 

In addition to financing required for new 

transactions, there are more than USD 1.4 

trillion of loans due to mature through 2020 

in a market of USD 3.4 trillion in size. This 

supply / demand dynamic positions com-

mercial real estate lenders to maintain or 

increase loan coupon rates, while holding 

firm on real estate underwriting standards. 

 

F IGURE 7 :  Loan Origination Volume by Lender 

 

Source: MBA Survey of Commercial/Multifamily Originations, Morgan Stanley Research, Pre-GFC: Q207 Post-GFC: Q316
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MARKET OPPORTUNITY:  HOW TO 

ACHIEVE REAL ESTATE EQUITY-LIKE 

YIELDS 

 

While 10-year commercial mortgage yields 

of approximately 4.5% are an attractive 

proposition for US life insurance companies 

relative to corporate bonds and other fixed 

income alternatives, they may not meet the 

needs of U.S. pension funds and offshore 

investors. However, it is possible for inves-

tors to access this high quality commercial 

mortgage loan market and achieve higher 

returns by originating such loans and placing 

a senior position in the loan with a 3rd party 

lender, for example a US insurance compa-

ny. This 3rd party lender is willing to hold 

the senior position at a lower yield (approx-

imately 3.5% through 60% loan-to-value), 

which provides yields to the subordinate po-

sition (60-80% LTV) of approximately 7% 

to 8%. Figure 8 depicts a sample capital 

structure and return profile of a fixed-rate 

whole loan that is split into a Senior and 

Subordinate piece without increasing the 

underlying risk of the loan. 

It is important to note that the aforemen-

tioned yields are provided by fixed rate 

loans, collateralized by core stabilized real 

estate. Underwritten properly, such loans 

should perform well through economic and 

commercial real estate cycles as has been 

the case historically. A key component for 

successfully managing such loans is to retain 

control of the entire debt position through 

inter-creditor agreements which afford those 

rights.  As described earlier, the low loss 

rates of defaulting commercial real estate 

loans is due to being in a position to actively 

manage a loan or foreclose on the collateral 

to recover value. In addition to ongoing as-

set management of the loans, such agree-

ments will keep that control with the subor-

dinate loan holder in order to implement ad-

equate measures.  

This example shows that through actively 

sourcing whole loans on core stabilized 

properties, but only retaining the subordinate 

or mezzanine portion of the loan, one can 

achieve equity-like current yields. With 20% 

equity in the capital structure, as a lender 

you are better protected from losses as long 

as the value does not permanently drop be-

low 80%. Even short term breaches of LTVs 

will not automatically result in a default, as 

NOI may still be sufficient to cover the in-

terest and amortization expense for the bor-

rower. 

 

F IGURE 8 :  Sample Capital Structure and Return Profile 

 

Source: Quadrant Real Estate Advisors own calculations  

(1) Capital structure and Returns are an example and for illustrative purposes only. Actual Capital Stack and Returns can devi-

ate from this example. 
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REAL ESTATE DEBT UNDER SOLVENCY I I  

 

One additional aspect for European insur-

ance investors which makes real estate debt 

attractive are the Solvency II Basic Solvency 

Capital Requirements (“BSCR”). Based on 
the standard model, the BSCR for equity 

investments is 25%. In addition most real 

estate equity strategies will apply leverage 

which will increase the BSCR according to 

the LTV. As for real estate debt, the BSCR, 

depending on the characteristics of the un-

derlying loan portfolio will be much lower 

between 5-15%. Both equity and debt in-

vestments in USD will cause additional 

BSCR of 25%. Most non-USD investors 

will hedge their position to eliminate this 

additional charge and moreover take out FX-

exposure from their portfolio. Applying this 

hedge to a portfolio with a fixed income 

payout profile allows more efficient overlay 

management, hence reducing hedging costs. 

CONCLUSION 

 

The downside protection and therefore 

strong credit performance generally sought 

by private debt investors is particularly at-

tractive with commercial mortgage invest-

ments, due to their collateralization by hard 

assets. Furthermore, commercial mortgage 

investors benefit from a combination of 

sound collateralization, high current income 

returns and diversification benefits in a port-

folio context. The ability to achieve equity-

like yields with downside protection by re-

taining a subordinate position in the capital 

structure makes this asset class attractive, 

especially for US-pensions and off-shore 

investors. The regulatory benefits through 

Solvency II are an additional relative attrac-

tion to the asset class. Most importantly, 

both the quality of sourcing and underwrit-

ing but also the ability to manage the loan 

portfolio through various cycles will be the 

key success factors to any investment in 

commercial real estate debt. 
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