Analysis

Debt exploring
new frontiers

o real estare markess

around the wotld enter

the late stagen ofa pro-

longed cyele and brace

themoehres for the im-

act of the coronaving

ePid.em.i.c, imvestment in real =otate dehlt,

generally regarded 20 a lower-Hok strae-

egy than equity investing, might be ex-
l)-:r_'l:bﬂ to come to the fore.

However, while managers report
that demand for such investments re-
maine high, PERE figures chow global
fqndl'nin‘ing for the nﬂ'nt&g}r PJuand
in 2019 to $13.7 billion in 2% vehicles,
less than half 2018% $28.6 billion in 54
funds. In 2017, §47 0 billion was raised
sctroos 72 strategies.

Diebt has always been a much smaller
lice of the real ectate invuling matket
than equity. Mevertheless, the level of
g]n'hn.'l annual commercial real estaee
debt crigination held steady at just un-
der §1 willion over the pant three years,
reaching §970 billion in 2017, §993 bil-
lion in 2018 and $971 billion last year.

It appears that for the lase two years
o shrinking group of Investors has fo-
vored debt fuu.d vehicles a5 @ means to
gecesn that matket “Th:y has fluull'lin-
Ing spparently slowed? And in a matket
whete cnmm.‘ingl:d fmn‘ln lPP:nJ:mPh}r
a diminishing role, which debt stracegies
ate otill actracting cepital?

Pushed up the risk curve

The US has hisorically made up
the lionk share of the matket and it
has remained the Pl:i.n:i.]_:n] fn-cn,l of

Capital providers and
their managers are
seeking fresh pockets
of value, writes
Stuart Watson

:Fqnd.‘l'nll.i.ng M:ﬂvltr. “We have seen a
proliferation of new funds in the TS -
150 over the last three yeats and 5100
hiﬂjm—lﬂm ufr_'nlﬂ'til allocat=d to cted-
ii;"nlyu'ﬁ:dﬂ Snmm.nn.n,]l.eulufclzdit
strategies at CERE Global Investors.
“That was motivated l:ryn]:l:md view
that tha qu.id: on Feal sstace sqqlt_vln-
vestment was likely to be muted for the
forepeeable fomre, so it made sense to
focus on cukrent y!‘.dﬂi.ng ll‘.'l:ute_giu in

= 3 4
Highar returns from devaleprent: the Londan
DErnpia radewalopmant {pictursd hans and

on tha following pages)is baing financad by a
loan from Goldmian Sachs

debt that ofer a2 meamire of dovwnoide
protection.” He estimates that around
an pefocent of that cﬂpiu[ wae allocazed
o the valae-add and opportunistic end
of the real sotate debt specttum, target-
ing double-digit retarne.

“The cheear weight of cnPihl allo-
cated to enhanced return strategies hao
created @ really dramaric spread com-
F i and so gero ake now find-
ing itvery diffcult to replicate that Lind
of retutn without pushing up the Hek
cutve. Many of the LPs that allocated to
those strategies are concemed thae the
tisks being underwritten are not being
fnjl‘l‘}'uumlzl:untbd.“

Thooe LPs will therefore be less
likely to commit capital to high-yield-
ing scrategies, and that tendency may
account for ntluntfnﬂ:ufl‘hz slow-
down in fundreising. Andrew Radkie-
wicz, global hesd of debe stracegies at
PGEIM Beal Estate, believes thar core-
plos lending offero a better ridk-adjustad
retutn than valoe-add debt im:uling in
H::USuPlzlcnt “‘Innu.lz—Plun“:lh:
wiiting loans at 75 percent loan-to-val-
ue, consetvatively leveraging the vehicle
to enhsnce retumne without increasing
ﬁlkmnmnuh,mdﬂﬂu moment that
i producing a 6-7 percent retuin in a
matket that is deep and liguid.”

CERE Global Investors’ Sammann
concuts: “The core-plus part of the
mﬂnz:innutmbj:ntm the came com-
petitive presmures. There ate proba-
bly half a dozen meaningful funds in
the lightly transidional epace — assets
that don't qualify for bank or CMES
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financing, but where the rick profle i
o light a¢ not to necesaitate the kind of
spreads that are being charged for thoce
much more highly operstionally ricky
value-add strategiec. That is where real
value lieg in US credic.”

Meanwhile, at the low-rigk end of the
market, pension vehicles and 1
companies are responding to rock-bot-
tom interest rates by reallocating capital
from fixed-income to real estate debt,
eaye Jack Gay, global head of commer-
cial real estate debt at Nuveen Real Eo-
tate: “In the continued lower-for-longer
interest rate environment it io harder
for them © meet their target recume.
If instead of buying treasuty cecurities
or inv grade corp bonds
they move some of that allocation into
a2 cenior whole Joan mottgage strategy it
gives them come yield pickup — perhape
not all that dramatic, but 2 premium
over public cecurities.”

Such investors are lese likely to place
capital in commingled funde. “We are
looking st strategies that would dub
investors up in that senlor whole loans
¢pace, or In come cases the mandates
would be largs enough to do them as 2

ceparate account,” adde Gay.

The view from Europe
On the other gide of the Adande, Al-
lianz Real Eotate, the real ectate accet
g arm of Munich-headquar-
tered insurer Allianz Group, ic seeking
to hatness the came trend. It is inviting
like-minded third-party investors, prin-
cipally pengions and other insurance
companies ceeking yield to match their
ligbilities, to participate in its leading
platform. It places mainly senior debt
on prime real estate with an element
of yield-enhancing lending to build-
to-core and manage-to-core sponsors.
“Relative retums etill Jook quite attrac-
tive, especially in what is once agsin an
Iy low i rate envi
where bond levels are below zero,” sayn
head of European debt Roland Fuchs.
However, he adds that lower interest
ratec have impacted aboolute retums.
“Invectors in cenior core and core-phus
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lending strategies have had to adapt to
the reality that in theoe times you can-
not expect a return at the same level 20
equity by flipping it into debt, as the
first movers into the space did.”

At present the high yielding debt
space in Europe is more compelling
than that in the US, where the weight
of capital has driven down returnas, ar-
gues Richard Spencer, managing di-
rector at Gold Sache Merch
Banking. Goldman raised $6.4 billion
for Broad Street Real Estate Credit
Partners IITin 2018, creating one of the
segment’ largest vehiclea.

“Whether we are investing more
in Europe or the US at any given time
is a function of where we see the most
interesting opportunities,” he says.
“RECP III at the moment io rough-
ly 50-50. However, its predecessor,
RECP 11, was motre like 80-20 in favor
of the US.”

The market for ine lending
particularly in the US, has become very
c!uwded he obgerves, wlth credit funds

largely on p g- That led

Goldnnn to p:vot u:nnzd- devdopment

._L_L

been getting & faitly significant currency
pickup, and many see Europe a0 at an
eatlier stage in the cycle.”

A number of Enropem investors are

'\ 5 1 .mng m A 15

“Fora long time that marketwas limited
to the Avetralian banks.” says Kavanau.
“But stronger regulation introduced in
the last couple of years has opened itup
for emart capital to go in and mnkc real-
]y 11 r 1. J' 4

The largely nnnpped Chinese mar-
ket could offer great potental for real
estate debt investors, suggests Gretch-
en Yuan, executive director at CERE
Capital Advisors Asia: “Between 2020
and 2022, Chinese developers will need
to refinance 10 trillion yuan [S1.4 eil-
lion; €1.3 eillion] worth of debt. This
will provide opportunides for investors
to offer development loans or junior
and ine debt, and di d and
NPL managers will be in 2 favorable
position to deploy capital. However,
investors have been having dificulties

financing, where it can g
uturnlbycuhnghrge mmmb-ck
complex high-quality projects, such ae
the £875 million ($1 billion; €946 mil-
lion) loan that it agreed to provide for
the redevelog of London’®s Olym-
pia exhibition center in March.

“T think we will see the trend contin-
ue where debt fund managers are real-
ly being paid for their origination and
underwriting capability,” eays Spencer.
“Sectors where you are just showing

inid '1:" n“d -3

which can serve 6 2 local platform with
fiduciary responsibility and can provide
consistant performance.”

mL k. °me ") jeal
lntheeom.lngmonrhnwlﬂhh}ybenﬁ
fected by the covid-19 crisis.

“T felt there was going to be renewed

in debt markets from
US investors, but I am not sure that is
golng ) be r.he case today,” says Dale

up with the money will continue to get
returns eroded, so LPo need to think
about what they are paying g

ging p at real eo-

tate debt sdvisory platform DRC Cap-
lal “Cutrencies could re-align, and
’ itudes toward different

fees for™

Cross-border capital
Michael Kavanau, head of debt and
sttuctured finance for EMEA at JLL,
eays debt markets are seeing mn-boh
der capital mow @ p P
ceek diversification and a niche where
they can generate higher returns: “US
capital is looking to invest in Europe,
where investors oee better Hok-sdjusted
b of higher pricing. Phus,
if they are dollar investore they have

gions could chang ding to how
economies react 2o the virue spreads. It
could be the case they ate even more in-
terested.”

He is optimistic about the longer-
term prospects for the sector, however:
“Once the volatility settles, global inter-
et rates will otill be lower and investors
will etill be in need of yield. Meanwhile
there will have been a2 tremendous
amount of distuption in public markets,
so real estate and private debe will con-
tinue to look pretty attractive.” m
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