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FEATURE: DEBT AND LIQUIDITY

Looking for a way out..?

..we won't stand in your way. Real estate may be less illiquid than you think,
even in today’s liquidity-diminished times. Ronald Dickerman reports

ver the past few years, ingtitutions have

continued to modify their capital allocation

modelsin order to take advantage of strong

growthinthealternativeinvestment sector.

Asaresult, real estate marketshave seenan
unprecedented influx of both debt and equity capital
frominstitutionsthrough securitised lending, direct
investment, and joint ventures. With larger portions
of their overall investment portfolioscomprised of
real estate, institutional investors focusonliquidity
has noticeably evolved.

Duringtherecent real estate bull market, broad
accessto both debt and equity capital allowed
investorsto monetise positions quickly through
third-party sales, asset refinancings, and recapitali-
sations. With the onset of the sub-prime mortgage
crisisanditsspillover into thecommercial credit
markets, capital isnot asreadily availableand
investorsare experiencing adeclinein transaction
velocity. The securitisation of thereal estate debt
capital marketsthrough commercial mortgage-
backed securitiesand other structured vehiclesfur-
ther diminishesliquidity dueto restrictive prepay-
ment penalties, defeasance costs, and prohibitive
lockout periods. Combined, thesefactorsinhibit
investors ahility to exit early or monetisetheir
equity positions, underscoring the need for practical
liquidity solutions.

Accordingtothereport ‘Emerging Trendsin Real
Estate 2007’ produced by PricewaterhouseCoopers,
thevalue of investment qual ity US and western Euro-
peanreal estateisestimated to bein excessof $6.6trn
(€4.6trn). A significant portion of this real estate is
held by illiquid real estateinvestment vehiclessuch
aslimited partnerships, limited liability companies,
preferred equity investments, syndicated funds,
development joint venturesand other joint ownership
structures. Theinvestorsinthesestructuresinclude
pension funds, high net worthindividuals, trusts,

lifeinsurance companies, banks, syndicated fund
sponsorsand other foreign and domesticinstitutions.
Thereisnoformalised secondary market for inves-
torsseeking liquidity for their ownershipinterestsin
thesejoint ownership entities. Thus, when they seek
an early exit, they havelimited options.

In addition, pension fundsand other investorsin
joint ownership structuresstrugglewith alack of
transparency intheseinvestments. For example, if
aninvestor ownsaproperty or portfolio outright, he
or shereceivesall financial statements, rentrolls,
etc, related to that property or portfolio. However,
insituationswhereinvestorsown smaller interests,
whichisoftenthe casewith pension funds, real
estateinvestment vehiclesarenot legally requiredto
provide extensive documentation and reports, and
thereforetypically decidenot to putinthetimeand
effortto createand distributethemto all investors.
Again, sincethereisno formalised secondary market
for indirect ownershipinterests, an overwhelming
number of theseinvestorsareunclear on how the
valueof their interestsiscal culated and what their
interestsareworthinthe marketplace.

There have alwaysbeen few optionsfor investors
seeking liquidity for indirect ownershipinterests
whenthey seek early exitsfrom otherwiseilliquid
structures. Over the past several years, ahandful of
real estateprivate equity firmsspecialisingin pur-
chasing these‘secondary’ interestshave emerged,
presenting investorswith alternativesfor liquidating
their interestsbefore the maturation of their invest-
ments. Current market conditionshaveintensified
thisneed as cap rate compression hasrunitscourse
and marketsare perceived asfully valued. Investors,
now morethan ever, are seeking early exits.

In several markets, particularly in USand European
tier 1 cities, real estateisbeing perceived asfully val-
ued asaresult of aggressive acquisitionsand unprec-
edented cap rate compression. Although thereisno

shortage of buyersfor commercial real estate assets
intop markets, thereisagrowing trend of investors
seeking liquidity in order to redeploy investment
capital into undervalued and emerging markets, such
asBrazil, Russia, and I ndiain the hopes of generating
higher returns.

Thereisalso agrowing trend for joint venture
partnersseeking liquidity infully valued markets
for reasonsranging from adesireto redeploy capital
into growth marketstorealising gainswhilefree-
ing up capital. Often thesejoint venture partners
do not have acontrolling interest, and so cannot
influencethedisposition timing of aproperty or
portfolio. Their need for liquidity often doesnot
correspond with the ultimate holding period of the
other partner(s). Finding capital to satisfy the liquid-
ity needin ajoint venture scenario isnow possible
by goingtoreal estate private equity firmsthat spe-
cialiseinjoint venture equity for existing ownership
structures.

Also, lenders have grown more conservativein
thewake of the sub-primemortgagecrisis. Obtain-
ing 90% |loan-to-value debt ismuch less preval ent
thanitwasintherecent past. Asaresult, investors
areforced to come up with larger blocksof equity in
order tofinance new real estate developmentsand
acquisitions. Furthermore, ashighleverageloans
mature, substitution of equity becomesincreasingly
necessary to refinance existing deals, compelling
investorsto take on equity partnersor mezzanine
loansto bridgethe gapin equity that they need upon
refinancing aproperty or portfolio.

A confluenceof factorshasproduced areal estate
market of inhibited liquidity. Asliquidity becomesa
growing necessity for pension fundsand other insti-
tutional investorsinreal estate, transparency isgoing
toincreasingly becomeahot topicintheindustry,
and liquidity specialist firmswill beamorevisible
sourcefor providing solutionsto liquidity issues.
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