Alternative Lenders Move Into the Mainstream
By Orest Mandzy

A

lternative, or non-bank lenders,
a staple in the commercial real
estate industry for decades,
have come into their own.
They’re filling in gaps in the mortgage world where they
find them, whether it be the result of increasing capital
requirements for banks, consolidation in the banking sector,
or a pullback by CMBS lenders. And they’re not going away
any time soon, given the vast sums of capital they’ve raised.
Last year alone, the six largest players in the sector:
Blackstone Group, Mesa West Capital, Starwood Capital
Group, TPG Capital and Mack Real Estate Credit Strategies,
collectively funded some $20 billion of interim loans. Each
focuses on providing relatively big-ticket mortgages that
generally have initial terms of two to three years to allow
sponsors to complete upgrades or stabilization efforts.
Dozens of others play in the field just below them,
providing loans against properties that could be classified as
middle-market, in that they have total capitalizations of say
$10 million to $100 million.
While alternative lenders are getting more attention, they’re
still relatively small players in the massive arena that’s the
commercial real estate lending world. Last year, for instance,
they held 3.1 percent of the nearly $3 trillion of mortgages
outstanding, according to a tally by the Mortgage Bankers
Association. That compares with banks, which held a 40.4
percent share, up from 38.6 percent in 2015; the housing-

finance agencies—Freddie Mac and Fannie Mae—with a
17.6 percent stake; CMBS, with a 15.5 percent share; and life
insurance companies, with a 14.2 percent share.
Banks’ relatively heavy exposure to commercial real estate
has piqued regulators’ concerns. As such, they’re pulling back,
creating an opening for alternative lenders.
According to the recent Federal Reserve’s Senior Loan
Officer Opinion Survey, banks reported that they had
tightened their lending standards over the past year. They
increased loan spreads for all commercial mortgages and a
significant percentage of banks had reduced their required
loan-to-value ratios on construction, land development
and multifamily loans. In most cases, banks had cited the
uncertain outlook for commercial real estate and increased
concerns about the effects of regulatory changes.
Banks Are ‘Rationing’ Loans
“It’s not that banks aren’t lending,” explained Stephen
Theobald, chief financial officer of Walker & Dunlop.
They’re effectively rationing their credit by not providing too
much financing to any one developer, sector or geographic
area. That’s prompted some developers to quickly pay off
their construction loans, well before their projects reach
stabilization, in order to be able to line up new financing for
their subsequent projects. Often, as a result, developers will
turn to alternative lenders for interim loans that would take a
project from construction completion to stabilization.
“Once upon a time, banks were the real estate lenders,”
explained Joshua Stein, a New York attorney who has
specialized in the sector for more than three decades. But
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Owners of Stabilized Properties
Are Turning to Floating-Rate Loans
By Orest Mandzy
Some property owners are increasingly
turning to short-term loans against
stabilized properties, despite long-term
interest rates remaining at near historic
lows.
The odd trend is being driven by
institutional investors and investment
funds, in particular, that own fully
stabilized properties but may only have
a couple of years of life remaining.
Instead of locking in a 10-year loan
with a coupon of say 4.75 percent,
they’re choosing a bridge loan that
would provide prepayment flexibility.
Property owners generally don’t want an
asset encumbered with long-term debt
when it comes time to sell in order to
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attract the largest number of possible
buyers. REITs, meanwhile, often can
borrow on an unsecured basis, so they
might be turned off by a property that
is leveraged with long-term mortgage
debt.
“The rationale for stabilized property
owners seeking short-term facilities
seems to be driven by a desire for
optionality,” explained Daniel Mee,
executive director of Tremont Realty
Capital, a Boston-area lender and
mortgage bank. He said borrowers
choosing a short-term loan “may want
to consider a sale of the asset within
the next 24 months and do not want to
incur breakage fees on fixed-rate debt.”
Long-term holders of properties,
however, are generally sticking with
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long-term loans.
The phenomenon might have a
salutary impact on loan origination
volumes in the coming years. Given
that relatively few loans, from all lender
types, were written in 2008 and 2009,
the thinking has been that refinance
activity in 2018 and 2019 would be
minimal. The short-term loans that are
being written today might be refinance
opportunities in those years.
“There’s something going on in the
psyche of borrowers that’s …causing
them to actually pay higher rates for
shorter terms because they’re viewing
the prepayment option as much more
valuable,” noted Brian Harris, chief
executive of Ladder Capital Corp.,
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which funds both fixed- and floating-rate loans. “We’ve
seen an unusual amount of loans with financing for two
years instead of five or 10 years,” and their collateral
properties are stabilized. “They’re occupied. They’re full,”
added Harris, who spoke recently on a conference call
with analysts.
HFF, among the country’s most-active mortgage
intermediaries, is seeing much the same thing. While that
typically would be an unusual phenomenon, given low
current long-term rates, it’s not surprising.
“Because there’s a lot more institutional ownership
of properties, there’s a lot more need for flexible debt,”
explained Gerard Sansosti, executive managing director
at HFF, who said 40 percent of the company’s 2016 loan
volume was comprised of floating-rate financing. While
that volume included construction loans and mortgages
against transitional properties, Sansosti said a “significant”
volume was written against stabilized properties.
Long-term, fixed-rate loans generally include
prepayment restrictions, so a borrower can’t simply pay
off a loan before it’s due without facing a penalty. They
also can be defeased, a complex and often costly process
that involves replacing a loan’s collateral with government
securities.
But yield-maintenance penalties can be extremely
costly, particularly if Treasury rates are low relative to a
loan’s coupon. The penalties typically are calculated as
the difference between a loan’s coupon and the prevailing
Treasury rate for the remainder of a loan’s life, discounted
to its net present value.
Borrowers sometimes can negotiate fixed prepayment
penalties, as opposed to yield maintenance, providing
them more certainty. But in exchange, lenders often will
require a 10 to 20 basis-point increase in loan spread.
“A major concern for many borrowers now is the
prepayment penalties,” concurred Robert Slatt, a principal
with Newmark Realty Capital Inc., a San Francisco
mortgage bank that specializes in the middle market.
He noted that a number of lenders—A10 Capital and
LStar Capital, to name two—have developed programs
that provide greater prepayment flexibility on their
fixed-rate offerings. In addition, certain credit unions
will offer flexible prepayment options, but they’ll usually
limit their loans to $10 million or less. And some life
insurance companies could be willing to structure certain
prepayment flexibilities in their loans. They can, for
instance, include a yield-maintenance penalty for the first
few years of a loan, then fix that penalty as a percentage of
the loan’s balance that would decline as the loan ages.
The expectation is that demand for loans with
greater prepayment flexibility should remain healthy, as
institutional investors and funds have accounted for just
more than 25 percent of all property transactions over the
past three years, according to Real Capital Analytics. In
2007, they accounted for 42 percent of that year’s $571.2
billion of transactions.
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growing regulatory oversight “has made it difficult for them to
do business. They’ve become very conservative.”
Thorofare Capital, a Los Angeles lender that focuses squarely
on the middle market, pointed to that pullback, particularly
by community banks, which were the meat-and-potatoes
lenders to relatively small and mid-sized development projects
throughout the country. They also were the traditional lenders
to properties undergoing redevelopment or renovations.
“Before the downturn, they were doing deals for the
real estate, not for the banking relationships,” explained
Felix Gutnikov, executive vice president of originations for
Thorofare. Now, he said, they’re typically reluctant to lend,
unless they’re able to generate additional business from their
clients. That’s created pockets of opportunity for Thorofare,
which last year originated $345 million of loans and expects
volume to increase substantially this year, given the 70 percent
increase in volume it saw during the first quarter.
Meanwhile, outside of the Trump Administration’s efforts
to reduce regulations there’s no move, among developers and
others, to push for a reduction in regulations on banks. So, “the
space is wide open” for alternative lenders, according to Boyd
Fellows, who two years ago led a team that formed ACORE
Capital after developing and running the conduit-lending
operation for Starwood Property Trust.
Dozens of other investment managers have raised capital
to lend on a relatively short-term basis. Some have been in
the debt space for years, while others traditionally invested
in properties. Arden Group, a Philadelphia opportunistic
investment manager, recently launched an effort to raise a
fund that it would use to provide bridge and mezzanine loans
against properties undergoing renovations.
It’s found that banks are no longer willing to provide more
than say 65 percent leverage against properties, after their
repositioning. That often puts a crimp in developers’ plans,
so Arden hopes that they’ll turn to companies like itself for
alternative financing. The company, meanwhile, continues to
make opportunistic investments and finds itself borrowing
from other alternative lenders.
That makes sense since many alternative lenders got their
chops in the industry by investing in properties themselves.
So they’re familiar with how redevelopments work and the
challenges investors might face.
Continued on next page
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Alternative Lenders Easier to Work with Than Banks
Arden, for instance, turned to Apollo Commercial Real
Estate Finance Inc. for a loan against a hotel it bought in
Atlanta and is planning to revamp. It called the borrowing
experience the smoothest loan closing it’s had in the 29
years it’s been in business. Explained Craig A. Spencer, the
company’s founder and chief executive: “They knew why we
were asking for stuff. They started out as an equity shop” so
they understand how value-add and opportunistic investors
operate.
“In this market, the primary driver” for borrowers “is
certainty of execution,” noted David Blatt, founder and chief
executive of CapStack Partners, a boutique investment bank
in New York. “They’re able to get that comfort more from an
alternative lender than from a traditional bank.”
“Alternative lenders started to come into play when the
CMBS market faltered” in late 2015 and early 2016, explained
Gerard Sansosti, executive managing director of HFF.
Historically, he said, alternative lenders were typically credit
or finance companies that provided non-recourse financing
against properties in transition.
The best known of the bunch probably was GE Capital,
which two years ago quit the business, partly in an effort to
lose its systemically important financial institution tag, and
sold off its commercial mortgage assets, mostly to Blackstone
Group and Wells Fargo Bank. Now, Sansosti said, “We get a
call a week from a new debt fund.”
GE Capital really pioneered the alternative-lending space.
Developers before-hand would turn to banks for cookiecutter loans. But if they needed any sort of customization of
terms, and didn’t want recourse, they had few alternatives. GE
Capital took advantage of that, structuring loans specifically to
meet the needs of its borrower clients.
In those days, buy-and-hold investors held most of the real
estate. That started changing following the savings and loan
crisis in the early 1990s, when growing numbers of pension
funds started investing in opportunistic investment vehicles,
whose strategy was to buy, fix and sell properties. In other
words, they no longer were solely buy-and-hold players. That
strategy necessitated short-term financing, and most couldn’t
deal with recourse. GE Capital and other similar lenders were
the big beneficiaries.
“Our borrowers are value-add or opportunistic funds
partnered with operators,” explained Mark Zytko, a GE
Capital alumnus, who in 2004 co-founded Mesa West with
Jeff Friedman, a former principal of Maguire Partners.
“They want customized loans on the front end, and they
want their lender to be there on the back end,” he said. He
explained that alternative lenders today provide financing for
“today’s borrowers.” Forty years ago, for instance, every region
in the country was dominated by one or a small number of
developers, which had their regional funding sources. As those
developers’ activities became more national in scope, the need
for institutional capital increased.
Meanwhile, the challenge for alternative lenders as recently
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as 15 years ago was educating the investment community,
from which those lenders would generate funds to lend. Most
lenders at the time funded their originations through the
public capital markets. Those included iStar Financial and
Capital Trust, both of which were publicly traded.
Blackstone Group was among the pioneers to tap into the
pension-fund world for capital to finance against real estate.
The New York investment manager, as well as other early
players that tapped institutional capital, had to convince
their investor clients that investing in commercial real estate
loans would result in returns as good, if not better, than their
traditional fixed-income investments, yet provide them with
downside protection. After all, most loans being made were
senior, so they had a cushion of equity beneath them.
Capital-Raising May Have Peaked
Capital-raising appears to have reached a crescendo. That’s
due to the idea that as the commercial real estate market has
become long in the tooth, it might be wise to move up the
capital stack and invest in lower-risk mortgage products. What
was a $5 billion-capitalization business during the early 2000s
now is at least 10 times as large.
But it’s not without risks.
Most lenders rely on warehouse facilities, repurchase
agreements or use other leveraging strategies to increase
their yields to the low teens from the mid-single digits. That,
according to Jay Rollins, founder and head of JCR Capital, a
middle-market lender based in Denver, could be an issue.
“There’s a false prophecy that investors (in debt-investment
vehicles) are taking on less risk,” he said. But lenders that rely
on repo agreements or warehouse lines could in most cases be
subject to margin calls in the event interest rates climb or the
value of the loans used as collateral declines. “The biggest risk
would be a systemic issue that freezes ... or locks up the capital
system,” he said. “If you look back over the last 25 years, the
leveraged bridge lenders that are no longer in business failed
due to their leverage, not the asset underwriting.”
His lending vehicles do not rely on leverage. Instead, JCR
funds its loans through a relationship with StanCorp Financial
Group, a Portland, Ore., insurance company. It’s also in
talks with other insurance companies with which it hopes to
structure similar relationships. Few other investor types would
accept the unleveraged yields—typically Libor plus as little as
400 basis points—that bridge loans would provide.
“People aren’t raising money to meet borrower demand,”
Rollins explained. “They’re raising money because they can,”
and limited partner investors are pouring capital in because
of the promise of double-digit returns from what they view as
low-risk debt investments.
“You can already see competition in the space,” he noted.
That, he added, could lead leveraged bridge lenders to lower
their rates and stretch underwriting, which would have the
potential of disappointing investors.
Those investors, he pointed out, “thought this was safe and
easy.”

Mid-Year 2017

