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Property and leverage go together quite well, depending on what part of the cycle you’re in. Most investors
have, historically, been focused on owning the real
estate equity, but the debt side of the equation is rapidly
evolving as an asset class unto itself. This report seeks
to provide a brief status report on that debt market.
David Snow
CEO, Co-founder,
Privcap

You’ll learn from PGIM Real Estate’s Steve Bailey how,
in the wake of the Great Recession, some savvy
investors used real estate debt as a sort of stand-in for
core equity, and how that bet paid off. Bailey argues
that real estate debt characteristics are so unique that
institutional investors should consider a permanent
allocation. The good news is, there are many types of
debt investments up and down the risk-return spectrum. The bad news? Many investors can’t figure out
exactly which allocation “bucket” these investments
should come from.
Jason Krane of Ackman-Ziff argues that a cautious
sobriety now characterizes the underwriting process
of real estate debt, and that this will mean that any
overly bullish projections will be met with skepticism
by debt providers.
And Marc Cardillo of Cambridge Associates voices his
concern that the pace of debt fund creation may not
be commensurate with the opportunity to deploy debt
at attractive rates of return.
Given the relative immaturity of this real estate debt
asset class, there are many developments that are
worth closely following as you evaluate your own
participation. We hope this content is useful in
that endeavor.
Enjoy the report,

David Snow
@SnowsNotes

Privcap Report / Real Estate Debt / Q1 2017 / 2

Does the ‘Plethora’
Match the Opportunity?
Privcap: What are you going to be
watching most closely in the real
estate debt market in 2017?
Marc Cardillo, Cambridge Associates:
I’m curious about the degree to which
traditional lenders—which have been
less active over the past few years—
start to get more active. Does the
regulatory environment, with the new
administration, become a little bit
more favorable to them so that they
potentially are a bigger player on the
real estate lending side?
What do you look for when you are
vetting a real estate debt manager?
Cardillo: There are fewer barriers to
entry in terms of creating a platform
to be a real estate lender, and fewer
points of distinction. We look for
groups that have the capability to get
involved with properties if the market
becomes more difficult, and [are] able
to foreclose on some portion of properties in their lending book. I think
that’s where we see a wider degree of
difference, where some groups don’t
necessarily have the size to take
that on.

good for a lot of the real estate debt
managers that are out there.
What kinds of deals do you think will
be more readily financed in the current
market?
Cardillo: Given that we’re later in the
real estate cycle, I would think most
lenders and most funds will be even
more cautious and conservative than
they would have been a few years
ago. Borrowers seeking lower LTVs
[loan-to-value ratios] will find a pretty
large universe of lenders that they
could work with. But those groups
looking for higher LTVs will probably
struggle to get deals financed. The
heavy value-add transactions may be
harder to get financed than the coreplus transactions.

Marc Cardillo

Managing Director,
Cambridge Associates

Are you seeing a changing appetite
among your clients for real estate debt?

Cardillo: It’s unclear to me what the
impact of the new rules will be in
terms of CMBS structures—some of
which are pretty onerous in terms of
the risk-retention piece. That to me
suggests that CMBS will be a smaller
component of the overall lending
market this year, which is probably

Cardillo: It’s a little bit bifurcated in
terms of where we’re seeing demand
for real estate debt strategies. For
endowment clients that have always
been biased towards real estate equity
investments, we haven’t necessarily
seen them be active on the real estate
debt side. Their bias is towards looking
for higher risk-return opportunities
within their illiquid allocation. They
also like the inflation protection that
an equity strategy can provide.
Whereas, I can see with our family
clients and with certain clients outside of the U.S., they seem much more
comfortable with the lower return
targets and obviously lower risk that
comes with the real estate debt funds.
That allocation may come from some
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What role do you think the CMBS
market will play in real estate lending
in 2017?

A Cambridge partner says
he’s watching banks and CMBS
players to see how many debt
funds the market can support

broader sources—perhaps not just
coming out of their real estate allocation—but maybe it’s part of a fixedincome allocation or a broader credit
allocation that they have.
Does anything concern you about
what you’re seeing in the real estate
debt market?
Cardillo: We’ve definitely seen a
plethora of real estate debt funds
being formed and being raised. That
gets me a little bit concerned that
there is a lot of capital being formed,
and maybe that’s dwarfed by the level
of opportunity out there. But again,
that does depend on a lot of the banks
remaining on the sidelines and the
CMBS market being less active. ■

Playing Lower
in the RE Capital Stack

seen a lot of institutional investors start to
play in the debt and subordinate debt space,
where they can be lower in the capital stack
with the appropriate risk adjusted return.
Instead of being 100 cents of value, now they’re
at 70-75 cents. Or they’re at 80, 85, maybe 90
[cents] for mezzanine or preferred equity.
Institutional investors are playing in the
value-add space and taking a little bit more
risk versus commercial banks. The number of
debt funds allocating capital to real estate has
increased dramatically.
What kinds of deals will be easiest to finance
in 2017, and what will be the attributes of deals
that will be tough to finance?

Jason Krane

Principal,
Ackman-Ziff Real Estate Group

A real estate advisor explains why dealmakers
are more interested in holding real estate debt
Privcap: What are your top-level predictions for the real
estate debt market in 2017?
Jason Krane, Ackman-Ziff: People are optimistic going into
2017. Investors appear to have a handle on debt pricing,
and once there’s a sense of stability, investors feel more
comfortable transacting; whether that’s bidding on acquisitions, refinancing and recapitalizing transactions. There
are a lot of quality real estate deals that are probably overleveraged from 2006 and 2007, and they just need to be
right-sized and/or restructured.
What do you expect from the CMBS market now that
issuers have new risk-retention rules?
Krane: Last year, the larger banks—Morgan Stanley, Wells
Fargo, Bank of America, Goldman—launched a couple of
test deals. The response was favorable, so I think that’s
going to continue throughout 2017. I don’t think there’s
going to be any further price adjustments or price premiums post risk retention.
How are the appetites of institutional investors influencing
the real estate debt market?
Krane: There’s been a run-up in asset values, and investors
are questioning what values should look like today. We’ve
© 2017 Privcap LLC

Krane: Krane: The challenges will be groundup luxury condos and ground-up hotels
where there is a supply-demand imbalance.
Secondary and tertiary malls—those will all be
somewhat challenged. By contrast, deals that
have solid cash flow, a strong tenant base with
really good fundamentals—those deals will
attract favorable financing, whether it’s from
commercial banks, life insurance companies,
Wall Street, debt funds, etc.
There is a tremendous amount of capital
in the market, but lenders are really prudent
today on how they underwrite deals, making
sure that assumptions are supportable.
What else can you tell us about the way deals
are getting underwritten in the current market?
Krane: Investors want to purchase deals where
a meaningful portion of the equity return
is derived through cash flow, and not just
reversion relying on exit cap rates. We don’t
see investors underwriting overly-aggressive
assumptions for example, hotel ADRs [average
daily rates] and/or residential rents are going
to grow 10 percent. That’s not happening.
Investors will underwrite deals and markets
based on supportable information.
And I do think you’ll continue to see institutional investors and equity players start to
play lower in the capital stack. They’ll originate
first-mortgage debt; they’ll originate mezzanine loans and preferred equity investments
and start playing in that zero to 70 percent,
and 70 percent to 90 percent of the capital
stack to make yields. They’re more comfortable
today at that leverage level. ■
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Real Estate Debt:
A Rising Asset Class
Portfolio Manager for PGIM’s real
estate debt strategies describes
the advantages of being tapped
into the Prudential Financial, Inc.
network, the risk-return spectrum
for real estate debt, the challenges
the asset class faces as it grows, its
appeal to institutional investors,
and what is likely to happen in a
rising interest rate environment

Privcap: What is your approach to real estate
debt, and how have you structured this
platform to succeed?
Steve Bailey, PGIM Real Estate: Within
Prudential we have a very large investmentmanagement business called PGIM. Inside
that broad umbrella of businesses, we have
capabilities of both real estate debt and equity.
PGIM’s real estate debt strategies are really
built to take advantage of those debt and
equity capabilities and to bring the best of
the two.
Real estate debt is a burgeoning asset class,
and yet it’s one that not every institutional
investor fully understands. How do you define
the asset class?
Bailey: Our business operates in what we call
the high-yield debt space. And our definition
then starts core-plus debt, which sits risk- and
return-wise just above CMBS or life company
lending or bank lending—more commoditylike debt.
Can you give examples of types of real estate
debt investment on different ends of the riskreturn spectrum?

Steve Bailey

Managing Director, Portfolio Manager,
PGIM’s real estate debt strategies

Bailey: In our core-plus strategic approach to
the market, we are looking at primarily bridge
lending on stabilized assets as an alternative
to a long-term fixed-rate mortgage. We’re also
looking at some lending on transitional assets.
So when you look at stable assets and light

CONTINUES ON NEXT PAGE
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transitional kinds of assets, the cash flow
from those is very predictable and therefore
low-risk.
At the other end of the risk-return spectrum, you see heavy transitional types of
assets—so a historic industrial building in
an urban market being converted to a multifamily building. Or you might see a development project [for] ground-up development,
and we could lend to those assets either
through mezzanine or preferred equity investment—subordinated investments. Or wholeloan lending where we’re, in essence, taking
the senior position and the mezzanine position in one investment.
Can you talk about how, tactically, real estate
debt was used in the downturn and what the
results were?
Bailey: The results were pretty good. We participated in that marketplace. Coming out of
the financial crisis, the risk-return comparison
of real estate debt to equity was very favorable.
So in our view, we were getting equity-like
returns for taking very conservative debt risk.
And so as a tactical move for our investors,
it made perfect sense. Now, the opportunity
was short-lived, and it got arbitraged away
fairly quickly.
As you speak to investors, do they sometimes
wonder which bucket their allocation to real
estate debt should come out of? And what
do you think the right approach to that
allocation is?
Bailey: That is absolutely a challenge for the
growth of our industry. The investors we speak
to are often set up in a way where their different groups, their staffs, are set up to be real
estate or fixed income or alternatives. They
have very defined strategies for what they do.
Real estate debt often falls somewhere
between those various strategies.
I think we need to be better about defining
strategies and making sure that institutional
investors understand the array of opportunities that we can bring with real estate debt.
How transparent is the real estate debt asset
class currently, and what challenges remain?
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Bailey: What I defined as the high-yield part
of the business lacks transparency. And it is
a challenge, because many investors need to
have solid benchmarks—very transparent
ways of looking at the market comparison
of different managers across strategies. And
that’s hard to do right now. So one thing that
we are involved with, with some of our colleagues in the industry, is creating a benchmark—or, actually, a series of benchmarks—
that address that transparency issue. I think it
will take a few years, but if we want the asset
class to be well accepted, then I think it’s an
important step in that direction.
If an investor was to consider real estate debt
as an alternative to core equity, how should
they evaluate that opportunity?
Bailey: When we say real estate debt, it can
include a broad variety of investments. And
so the way I think about the marketplace and
what we do, is that there are some lower risklower returning strategies that are much more
strategic and should be part of a long-term
part of a portfolio.
I’m mostly talking about core-plus kinds
of investment strategies, but they’re income
oriented. They’re lower risk. They’re lower
volatility, and they have lower correlation to
real estate equity strategies and other major
asset classes. Strategically, these sorts of
investments are meant to be income producing diversifiers in an institutional portfolio.
How do you think your kind of investing will be
affected in a rising interest rate environment?
Bailey: That’s the trillion-dollar question. The
hunt for yield across the globe has been so
intense that we’ve seen, at least at some level,
what we think is a warping of proper riskadjusted returns. And some investors [are]
perhaps being too aggressive price-wise or
structure-wise in trying to invest dollars that
they’ve raised that need to get put into the
market. So from our perspective, a rising interest rate environment relieves some of that
pressure, hopefully normalizes the market—
and [brings us back] to a better risk-adjusted
return with less competition—that is behaving
in a way that … might not be fully rational. ■
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IMPORTANT INFORMATION
PGIM is the primary asset management business of Prudential Financial, Inc. PGIM Real Estate is PGIM’s real
estate investment advisory business and operates through PGIM, Inc., a registered investment advisor. Prudential,
the Prudential logo, PGIM Real Estate and the Rock symbol are service marks of Prudential Financial, Inc. and its
related entities, registered in many jurisdictions worldwide.
These materials represent the views, opinions and recommendations of the author(s) regarding the economic
conditions, asset classes, securities, issuers or financial instruments referenced herein. Distribution of this information to any person other than the person to whom it was originally delivered and to such person’s advisers
is unauthorized, and any reproduction of these materials, in whole or in part, or the divulgence of any of the
contents hereof, without prior consent of PGIM Real Estate is prohibited. Certain information contained herein
has been obtained from sources that PGIM Real Estate believes to be reliable as of the date presented; however,
PGIM Real Estate cannot guarantee the accuracy of such information, assure its completeness, or warrant such
information will not be changed. The information contained herein is current as of the date of issuance (or such
earlier date as referenced herein) and is subject to change without notice. PGIM Real Estate has no obligation to
update any or all of such information; nor do we make any express or implied warranties or representations as to
the completeness or accuracy or accept responsibility for errors. These materials are not intended as an offer or
solicitation with respect to the purchase or sale of any security or other financial instrument or any investment
management services and should not be used as the basis for any investment decision. Past performance is no
guarantee or reliable indicator of future results. No liability whatsoever is accepted for any loss (whether direct,
indirect, or consequential) that may arise from any use of the information contained in or derived from this report.
PGIM Real Estate and its affiliates may make investment decisions that are inconsistent with the recommendations or views expressed herein, including for proprietary accounts of PGIM Real Estate or its affiliates.
The opinions and recommendations herein do not take into account individual client circumstances, objectives,
or needs and are not intended as recommendations of particular securities, financial instruments or strategies
to particular clients or prospects. No determination has been made regarding the suitability of any securities,
financial instruments or strategies for particular clients or prospects. For any securities or financial instruments
mentioned herein, the recipient(s) of this report must make its own independent decisions.
Conflicts of Interest: Key research team staff may be participating voting members of certain PGIM Real Estate
fund and/or product investment committees with respect to decisions made on underlying investments or transactions. In addition, research personnel may receive incentive compensation based upon the overall performance
of the organization itself and certain investment funds or products. At the date of issue, PGIM Real Estate and/
or affiliates may be buying, selling, or holding significant positions in real estate, including publicly traded real
estate securities. PGIM Real Estate affiliates may develop and publish research that is independent of, and different than, the recommendations contained herein. PGIM Real Estate personnel other than the author(s), such
as sales, marketing and trading personnel, may provide oral or written market commentary or ideas to PGIM
Real Estate’s clients or prospects or proprietary investment ideas that differ from the views expressed herein.
Additional information regarding actual and potential conflicts of interest is available in Part 2 of PGIM’s Form
ADV. 17KESKO-AKPPZ9

