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Opportunities are slow
to unfold in European
real estate debt

A golden era for alternative real estate lenders has so far failed
to get underway. But there are signs the machinery is becoming

year ago, alterna-
tive real estate lend-
ers in Europe were
convinced they were
on the cusp of a
golden age. During
PERE’s European debt roundtable dis-
cussion in March 2023, participants
spoke of a “huge” opportunity ahead to
take advantage of a potential shortfall
in refinancing funds for maturing loans
amid a potential retrenchment from
traditional lending sources. “I have sel-
dom been this excited to be investing in
debt,” said one participant.

It is a storyline that global investors
have continued to buy into. In a Jan-
uary survey by INREV, the European
Association for Investors in Non-List-
ed Real Estate, 84 percent of respond-
ents said they intended to increase their
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unclogged, writes Judi Seebus

allocations to European non-listed real
estate debt funds. This marks the third
consecutive year in which debt has
been singled out by global investors as
their preferred route of entry into Eu-
ropean real estate.

Despite these great expectations,
the four managers taking part in this
year’s PERE European debt roundtable
say demand for new lending has so far
failed to emerge on a significant scale.
Indeed, borrowers spent most of 2023
digesting the rapid repricing of real
estate after interest rates began to rise
midway through the previous year. The
resultant large bid-ask spread between
sellers and buyers led to a record-low
volume of commercial real estate trans-
actions in Europe last year at €166 bil-
lion, roughly half the previous year’s
total, according to MSCI data.

The expected wave of opportunities
generated by a wall of maturing debt
has also yet to surface to a meaningful
degree for alternative lenders, while
signs of distress in the system are vir-
tually absent as traditional lenders play
the waiting game and extend existing
loans, particularly for well-collateral-
ized debt with strong sponsors. How-
ever, at the close of the first quarter of
the year, the roundtable participants
see transaction activity starting to nor-
malize, which will drive more opportu-
nities for acquisition financing.

Indeed, that have been
holding on to assets to find value are

sellers

now starting to accept the reset in as-
set values, while buyers looking for
rock-bottom prices are becoming more
realistic, says David White, head of
real estate debt strategies, Europe at
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Hans Vrensen

Head of research & strategy
Europe, AEW

Hans Vrensen is a managing
director heading AEW's
award-winning European
Research & Strategy

team and a member of

the European executive
committee and investment
committees. He has 30 years
of international commercial
real estate capital markets
experience and previously
worked at Green Street,
DTZ/C&W, Barclays, Moody's,
LaSalle IM and C&L/PwC.
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Christian Janssen

Managing director & head
of real estate debt Europe,
Nuveen

Christian Janssen is a
managing director and head
of real estate debt for Europe
at Nuveen Real Estate. He has
over 30 years of experience
in structured finance, real
estate debt and investment
management and previously
worked at Renshaw Bay,
Barclays Capital, Morgan
Stanley and First Boston's
Mortgage Financial
Engineering and Project
Finance Groups.

Matteo Milan

Managing director real estate
debt, Cain International

Matteo Milan is a managing
director at Cain International
and is focused on the
management and expansion
of its debt strategies across
the UK and Europe. In 2023,
Cain arranged approximately
$2 billion in commercial real
estate financing opportunities
globally and is targeting
greater levels of activity for
2024.
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David White

Head of real estate debt
strategies, Europe, LaSalle
Investment Management

David White is the head of
LaSalle Real Estate Debt
Strategies in Europe and has
an extensive track record

of working in real estate
private equity and investing
throughout the capital
structure. Prior to joining
LaSalle, David started his
career at Deutsche Bank,
before co-founding a pan-
European alternative lending
business.
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manager LaSalle Investment Man-
agement. “There has been a delay in
transaction activity, but we have seen
an increase in acquisition financing
within our pipeline,” he says. “For refi-
nancing opportunities, we continue to
see good borrowers lean into assets that
they want to continue to support, and
in certain cases, they require financing
solutions that may be bespoke to their
business plans. That is an area where
we have a competitive edge as an alter-
native lender.”

Banks still open for business
With regards to refinancing opportuni-
ties, however, a larger number of spon-
sors than expected have been propping
up maturing loans with new equity,
reflecting a level of confidence in their
investments and the underlying mar-
ket fundamentals. Banks have largely
stayed open for business and managers
like LaSalle IM are collaborating with
them to resolve issues for borrowers,
adds White. “We are working along-
side senior banks in many instances
to find capital solutions, whether that
is senior or mezz financing. We are
often not there to compete — in many
instances it is quite the opposite.”
Matteo Milan, managing director
for real estate debt at manager Cain
International, likewise sees the debt
refinancing market opening up as both
borrowers and lenders come to grips
with potential losses. “The banks have
been slow to react and have been giving
borrowers a year or two years’ exten-
sion. The lack of valuation evidence,
which can vary by jurisdiction, has been
exacerbating the problem,” he says.
Many borrowers are stll reeling
from the shock of having moved from
a near-zero interest rate environment
to more normalized market conditions,
adds Christian Janssen, managing di-
rector and head of real estate debt for
Europe at manager Nuveen. “It is not
that rates are so high now; it is that they
were so low for so long, and investors
assumed that was the new normal. But
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“Alternative
lenders must find

a space where they
have a competitive
advantage... that
means loans that do
not fit into what the
banks do”

CHRISTIAN JANSSEN
Nuveen

once we start seeing some transactional

evidence, the market will unclog itself
pretty quickly.”

All four participants agree the op-
portunity in the real estate debt space
remains “phenomenal” and that trans-
action volumes will surprise on the up-
side in the next few years. The return
potential of debt is attractive relative to
equity, says Janssen. While senior debt
for a prime Class A office may gener-
ate a return of between seven and nine
percent at a comfortable 60-65 percent
loan to value, an unlevered acquisition
of the same asset may yield no more
than five percent, he points out.

Nevertheless, some institutional
investors are currently overallocated
to real estate due to the denominator
effect, meaning they are hesitant to in-
vest in debt, Janssen notes. They may
be in danger of missing the bottom if
they wait too long, he adds. “That is
something that niggles at the back of
my mind, but it does not look to me
that this opportunity will be short
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lived. I think we are on a higher-for-
longer interest rate trajectory, and we
should have three to five years where
debt investments will be very interest-
ing. There is still a significant funding
gap and a fair amount of pent-up de-
mand for debt from borrowers.”

Lessons from the past

Research from manager AEW indi-
cates the debt funding gap for com-
mercial real estate loans due to mature
in Europe between 2024 and 2026 is
approximately €100 billion, which is
not as big as it was during the global
financial crisis. Meanwhile, regulations
introduced since then have also spurred
traditional lenders to become more
prudent and allocate higher reserves
against non-performing loans.

The risks will likely be concentrat-
ed in certain vintages, as they were in
the commercial mortgage-backed se-
curities market post-GFC, says Hans
Vrensen, head of research & strate-
gy Europe at AEW. “Uldmately, the

returns on credit are largely about loan
origination vintages as well as careful
due diligence, and to a lesser extent
about real estate fundamentals. Some
NPL portfolio sales may be expected to
come out of the 2018-23 vintages, but
I have not yet heard of any — perhaps
because more adequate reserves have
already been built in to absorb poten-
tial losses.”

Banks, borrowers and alternative
lenders alike have drawn lessons from
the GFC, and high LTV levels of
85-90 percent are now a thing of the
past, White points out. In the case of
a breach of covenant, many borrowers
have been plugging the holes them-
selves, he adds: “As a lender you may
need to be a little more creative if
the borrower does not have any more
capital to deliver alone. But broadly
speaking, we have been seeing a bit of a
virtuous circle. The European lending
market typically includes financial cov-
enants, which is a big difference with a
lot of the US market, and that allows a

“A rate cut would be a
great boost for equity

investors and once they
go in, debt transaction

volumes will increase”

MATTEO MILAN
Cain International
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lender to get ahead of problematic situ-
ations, often before it is too late.”

Most central banks across Europe
have put more stringent banking reg-
ulations in place over the past decade,
leaving more space for alternative and
private fund lenders. This is particular-
ly true of the UK, where the introduc-
tion of slotting rules in 2014 requires
banks to review their real estate lending
and has significantly reduced the risks
they have been able to take.

The UK and Spain were the two
biggest real estate markets impacted by
the GFC in terms of distressed loans,
but AEW estimates the debt funding
gaps in both these countries — as a pro-
portion of loans originated between
2018 and 2021 that will be subject to
a funding shortfall upon maturity — are
now among the lowest in Europe, at 9
percent and 14 percent, respectively.

Germany, on the other hand, had
a much less bruising experience in the
GFC due to its efficient bank funding
channel with covered bonds. But it now
has the highest relative debt funding gap
in Europe, Vrensen notes. He singles
out German residential as a potential
source of problematic debt exposures,
adding that most refinancing challeng-
es will stem from a combination of debt
service coverage and LTV issues. “Mez-
zanine loans could add an additional
layer of complexity,” he notes.

Janssen agrees: “Some investors
are facing debt service issues, but at
this stage the indications are that this
is not an endemic problem, even with
the (European Central Bank) saying
lenders should be looking very careful-
ly at their commercial real estate loan

books.”

Investors crave stability

The looming wave of maturing loans
will trigger more refinancing activity,
either through debt or partial equi-
ty solutions, Janssen adds. “Last year
there was a lot of uncertainty and fear
in the market, but market participants
now seem to be more convinced there
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Volume of commercial real estate loans due to mature in Europe in 2024-26 by sector (€bn)
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“I'be ECB and the
Bank of England
have done a great
Job in stabilizing the
banking system post-
GFC, but European
central banks are
not providing
anywhere close to the

transparency we see
in the US”

HANS VRENSEN
AEW
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may be two or three rate cuts this year
and not six. What investors really crave
is stability, and the expectation of the
[interest rate] curve is moderately
downward sloping.”

Meanwhile, debt funds that have
been raised over the past 12-24 months
are coming under greater pressure to
deploy capital and are also competing
with banks for good assets, says Milan.
“A borrower may see only three term
sheets for a property in a less favored
segment of the market, but the number
could rise to as much as 15 for an asset
that ticks all the boxes in terms of qual-
ity, location and sector.”

Lenders may offer lower margins
and more flexible covenants for alter-
native assets such as student accom-
modation, build-to-rent properties and
well-located logistics facilities. This
approach can also extend to tradition-
al asset classes like offices, especially
those in prime locations, with sustaina-
ble designs and backed by high-quality
sponsors, he adds. “There is always a
trade-off between discipline and the re-
lationship with the investor. A rate cut
would be a great boost for equity inves-
tors and once they go in, debt transac-
tion volumes will increase.”

The refinancing pain in the current
cycle is being felt most acutely in the

commercial office sector, while logis-
tics assets and living subsegments such
as build-to-rent and student housing
remain popular among equity and debt
investors alike. Many investors have
put offices in the penalty box, but the
weak sentiment around this asset class
in Europe is overblown, says Vrensen.
While average office vacancy rates
across the US are 22 percent, they are
only 8 percent in Europe, he notes.

Given the ongoing flight to qual-
ity by office tenants, well-located,
ESG-compliant assets represent an
excellent opportunity, the participants
agreed. “We are a great believer in the
office space, particularly now with the
right sponsor,” says Milan. “But you
need to go back to the basics and look
at the location and the cashflow that is
coming in.”

Looking for a niche
PERE data shows $150 billion has been
raised for closed-end private real estate
debt funds globally since 2020. That
said, none of the participants think
there will be an indiscriminate rush to
flood the market on poorly underwrit-
ten loans just to get this capital out the
door.

Instead, between
borrowers and lenders are focusing

conversations

increasingly on risk versus returns and
potential value drivers in the period
ahead, for example what the underlying
business plan is and whether it is pro-
gressing according to schedule. A lend-
er’sjob is to stress-test models and think
about where value is, White says. “Our
role is to find a comfortable fixed-in-
come credit profile and return capital
for our investors as opposed to creating
alpha through equity-type risk.”

As lending against real estate be-
comes less attractive for traditional
lenders due to higher capital require-
ments, banks are becoming more se-
lective and focusing primarily on the
assets that make sense for them and
where they can add ancillary services or
products, Janssen notes.

While banks have not withdrawn
en masse from the syndication market,
they are now taking a smaller piece on
their balance sheets, he adds. “The
market segment that works for banks is
very efficient and pricing for core assets
with low IT'Vs and a stable cashflow is
very competitive. Alternative lenders
do not want to compete against banks
there; they do not get covered bond
treatment, nor do they get to borrow at
Euribor plus a small spread. Alternative
lenders must find a space where they
have a competitive advantage, either

The majority of respondents to INREV's investor survey (weighted by real estate AUM) expect to increase near-term real estate debt allocations to
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mezzanine or development or brown-
to-green financing or longer durations
— that means loans that do not fit into
what the banks do.”

Some banks may still originate a
whole loan and sell off the mezzanine
and/or senior debt, but the reverse is
also occurring with alternative lenders
stepping in as originators. The rise of
advisory brokers, meanwhile, is facil-
itating greater competition between
different types of lenders and oiling the
further development of multiple chan-
nels of debt financing.

While banks remain a formidable
participant in the European market
relative to the US, where the division
between traditional and alternative
lenders is more balanced, Janssen is
optimistic Europe will move towards
a 60:40 split within the next five years.
“Itis a process of evolution, not revolu-
tion,” he says.

The move towards a more differ-
entiated offering of liquidity options is
not cyclical either, White says. “Bor-
rowers need various solutions across a
variety of situations. Where a bank says

‘not for us,” we might be able to find

the right solution because we are not
constrained by regulatory capital re-
quirements or balance sheet pressures
that the bank may have. The European
market, particularly on the continent,
is shifting more towards the US model,
with additional solutions for capital and
borrowers via the growing alternative
lending landscape.”

Transparency in Europe lags US
Another area where the more mature
US lending market still has a big ad-
vantage over Europe is enforcement
procedures, which are fairly standard
across the country. With rules differing
across jurisdictions in Europe, lend-
ers are forced to spend huge amounts
of time researching risks and ensuring
low-probability scenarios are fully cov-
ered.

Janssen points out that loan docu-
ments may number up to 200 or 250
pages. Given the challenge of enforce-
ment in some jurisdictions, the most
obvious targets for alternative lenders
are the larger markets that are more

“Almost all our
borrowers have
started sharing energy
consumption data.

We are on a good
pathway, but there

is still lots to achieve

between now
and 20507

DAVID WHITE
LaSalle Investment Management

liquid and transparent, the participants
agreed.

Transparency on real estate lending
is an area with much room for improve-
ment, says Vrensen. “The ECB and the
Bank of England have done a great job
in stabilizing the banking system post-
GFC, but European central banks are
not providing anywhere close to the
transparency we see in the US. Europe-
an CMBS was the only market segment
that was truly transparent, but unfor-
tunately this product was blamed for
much of the GFC, and regulators have
not allowed it to return as a funding
channel in Europe.

“Post-GFC regulation has not im-
proved transparency in the European
real estate lending market. Two steps
forward, three steps back is how I
would describe it.”

Lenders also have a role to play in
promoting transparency, says Janssen,
as well as in ensuring the assets they
finance or refinance retain their value
long-term. “Overall, I think the indus-
try is moving in the right direction,” he

adds. =
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