
CURRENT AND FUTURE RISKS AND 
OPPORTUNITIES IN REAL ESTATE DEBT

Commercial real estate transaction volume fell during Q2, with only $23.4 billion in U.S. assets changing hands 
during April and May — a -73% decline from one year prior. COVID-19 has accelerated secular shifts in demand and 
changing lifestyle habits have resulted in many people favoring lower-density secondary cities, low-cost/low-tax 
states, and life sciences/tech hubs. The outlook for property prices and defaults remains uncertain and dependent 
on the economic recovery and continuing support from the federal government.

As we wrote back in the memo, The Other Side of Real Estate Investments, in 2019, we were not as keen on new 
allocations to real estate properties for two main reasons: Very low cap rates and the indications we saw that we 
are in the later stages of the cycle. Instead, we preferred real estate debt as a strategy, from which clients 
benefited. In this memo, we look at some of the challenges and opportunities we see in real estate debt. 

GOVERNMENT INTERVENTION
Historically, government intervention in commercial real estate has been limited, as its role is limited to residential 
properties. When it does intervene, it is usually by setting the policies for banks’ lending and other regulations, or 
via the Federal Reserve by purchasing assets such as commercial mortgage-backed securities (CMBS). In the 
current crisis as well, support to commercial real estate is limited, as can be seen in the table below: 

Source: Rialto Capital

The COVID-19 pandemic had a fast and widespread effect on commercial real estate (CRE) as 
it has had on many other sectors in the economy. Entering the current crisis, fundamentals 
were sound, and market liquidity was strong, but opposed to other crises, in a very short 
time, many operations came to a complete stop as people were advised to practice social 
distancing, and some businesses, such as movie theaters and restaurants, were ordered to 
fully or partially shut down. 
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GOVERNMENT MEASURE COMMERCIAL REAL ESTATE IMPACT

March 17 Federal Reserve announces Primary Dealer Credit 
Facility (PDCF)

N/A

March 23 Federal Reserve announces recreation of TALF $100B TALF includes legacy conduit CMBS (AAA, pre-March 23, 2020) excludes 
new issue SASB CMBS, CRE CLOs

Used far less than coming out of GFC

March 26 Coronavirus Aid, Relief, and Economic Security 
(CARES) Act: ~$2 trillion economic stimulus package 
to address the economic fallout of the pandemic

$349B of PPP program loans may be used to pay rent, mortgage interest and 
utility payments

Up to 90-day forbearance on federally backed mortgages in exchange for renter 
protections 

April 23 Payment Protection Program (PPP) Additional $320 billion approved for PPP

April 30 Federal Reserve releases updated term sheets for 
Main Street Lending Program (includes addition of 
third facility ”Priority Loan Facility”)

N/A; may indirectly support through providing additional capital to 
rent/mortgage payors

March  -
Present

Various government emergency orders on 
foreclosure and non-eviction

CDC orders on eviction

Negative impact on lenders and residential owners
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Other new legislation was introduced to specifically provide relief to the CRE sector by authorizing the Treasury to 
guarantee preferred equity investments backed by CRE mortgages or make preferred equity investments in 
qualifying CRE companies.

BANKS ARE NOT SO EAGER TO LEND 

Banks are the largest and critically important lenders to commercial real estate. Just as they did at the financial 
crisis in 2008, banks have significantly tightened their lending standards, taking away much-needed liquidity in the 
real estate market. 

The paragraph below is from the Senior Loan Officer Opinion Survey on Bank Lending Practices for Q3 2020.  

“Over the third quarter, major net shares of domestic banks tightened standards for construction and land 
development loans and loans secured by nonfarm nonresidential properties, while a significant net share of banks 
tightened standards for loans secured by multifamily residential properties. Meanwhile, significant net shares of 
domestic banks reported weaker demand for all three CRE loan categories during this period. Similarly, major net 
shares of foreign banks tightened standards on CRE loans, and significant net shares of foreign banks reported 
weaker demand for such loans.” 

In addition, banks reported weaker demand for construction and land development loans, nonfarm nonresidential 
loans, and multifamily loans. 

Source: Mortgage Bankers Association, Role of CMBS in the Financing of Commercial and Multifamily Real Estate in 
America, October 2019.

This funding void creates an opportunity for private lenders to step in and gain market share at a more favorable 
environment for lenders, higher spreads and stronger covenants.

DEBT MATURITIES

In the next few years, we expect to see a significant amount of debt maturities, as shown in the table below. We 
believe it will take some time for the real estate markets to work through this downturn, and many loans will 
mature into a difficult market. In addition, with banks tightening their lending standards, borrowers will find it hard 
and more expensive to refinance their debt.  



Source: Trepp , LLC , Based on Federal Reserve Flow of Funds Data

SHORT-TERM RATES ARE EXPECTED TO STAY LOW FOR SEVERAL MORE YEARS

In addition, as can be seen in the chart below, a significant and growing amount of the debt issued by the Treasury 
is short term at very low rates/yields. This means the Treasury, and for that, the Fed, cannot and will not allow 
short-term rates to go higher; they can’t afford it. (In fact, short term is the only rate they really can control). 

Source: U.S. Treasury Department

This is also something we wrote about at length in the 
last two years. Short-term interest rates are not going 
anywhere. On several recent occasions, Federal Reserve 
Chairman Jerome Powell emphasized the Fed’s 
intention to hold rates at current levels or lower. 



LONG-TERM RATES COULD BE HEADING HIGHER IN THE INTERMEDIATE TERM 

Long-term rates, measured by the U.S. 10-year Treasury, have been very low for a few years now but fell further 
once the COVID-19 crisis hit and the Fed started heavily buying bonds. But as we wrote in 2019 in our memo, The 
Setup for Higher Long-Term Yields, “The bottom line is we don’t know what will happen to long-term yields. Really, 
nobody does, but there’s a setup building that could cause yields to spike. Most investors are not prepared, and 
this is something portfolio managers should be aware of and prepared for. In a world where corporations heavily 
depend on cheap long-term credit, the magnitude of such a shift could be considerable”. 

For this reason, high-grade, real estate debt could be an important addition to a portfolio. As long-term rates rise 
and corporate bonds lose value, the rate on the real estate loans will adjust higher, increasing investors’ returns. 

In addition, and most importantly, as we saw in March 2020, even high-grade corporate debt will not protect 
portfolios in the next market meltdown. Investors must realize that at these levels, most corporate debt offers 
more risk than return. 

Source: Omnia Family Wealth

CHALLENGES FOR PRIVATE REAL ESTATE DEBT FUNDS 

As in most real estate debt and equity strategies, managers depend on leverage. Many real estate fund managers 
who relied on mark-to-market credit facilities had to make payments during March and April, while at the same 
time, their lenders tightened requirements for new loans significantly. 

This is the first time since the great financial crisis that managers had to deal with increasing defaults and the 
need for loan and covenant modifications. Many of them lack that important experience.  

https://omniawealth.com/higher-long-term-yields/


Many managers found that the biggest challenge is handling foreclosed properties. Once the manager forecloses 
on a property, the fund becomes an owner. That could become a drag on the fund’s returns and add additional 
costs involved with maintaining the property. Then the manager needs to sell the property into an already 
distressed market. On the one hand, managers need to offer an attractive rate to borrowers to compete with other 
sources and funds. On the other hand, the manager must understand the loan’s real risk and how it should be 
priced. When pricing a new loan post-COVID-19, managers have to assume some long-term or permanent 
vacancies, higher maintenance costs and lower leasing rates.  

In a distressed market, price discovery is limited, and underwriting becomes much more challenging. As of Q2 
2020, commercial real estate transaction volume is down 67% -- 70% in office, 40% in industrials, 70% in retail, 
68% in apartments and 90% in hotels.  

SUMMARY

We see significant opportunity to fill an inevitable void in commercial real estate lending, created mostly by the 
pullback of the banking system, and take advantage of the current environment through investments in short-term 
real estate senior secured debt. Dislocation in capital markets left a void for the financing of transitional properties, 
predominantly multifamily, industrial and office. 

Real estate debt is one of the only investments we see that has attractive risk-adjusted returns. We expect these 
returns to stay that way and possibly increase in the next couple of years. We also expect to see a favorable 
environment for lenders of senior floating-rate loans on transitional properties as owners facing an inefficient post-
COVID-19 capital market.

We believe that the time period after a crisis is an especially attractive time to invest in commercial real estate 
credit. Historically, after a crisis, new lending activity is generally its most conservative in terms of property types, 
sub-markets, quality of assets, and leverage levels.  

As always, we encourage investors to focus on strong managers with significant access to capital and robust 
networks and strong relationships with banks, brokers and sponsors. Having a robust industry network is key for 
attractive deal flow. Managers with the best infrastructure, a strong balance sheet and a strong reputation are 
much better positioned to compete for what could be a smaller pool of institutional capital allocating to these 
strategies. 

Also, as we mentioned above, experience in these environments becomes critical and could be the difference 
between a successful investment and a loss of an investment. 
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