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Insider’s report

Dale Anne Reiss
Global Director of Real Estate

Proceed with caution
During the commercial property slump of the early 1990s, 

the refrain in the property industry was “Stay alive until 

’95.” Today it might be “Start up again in 2010.”

It could be another two years before global property 

markets fully recover and developers and investors have 

another go at starting projects. Currently, mature western 

property markets are nearly dormant. Investors are still 

buying properties, but the number and dollar volume of 

transactions is significantly less than a few months ago. 

The transactions that are taking place today are largely 

of a bottom-fishing nature and take advantage of the 

perception of a bargain, if not the blood in the streets.

Condo contraction

Today, many forces, including a global economic 

slowdown, a worldwide credit crunch and higher financing 

costs, have forced developers to postpone, scale back or 

cancel projects. Among the hardest hit are developers of 

for-sale condominiums.1 Condo sales have plummeted 

and vacancy rates have soared in cities that only recently 

were booming with new condo construction. Increasingly, 

condo developers are approaching their local lenders 

about restructuring construction loans. However, lenders 

usually have packaged and sold these loans to investors 

in commercial mortgage-backed securities (CMBS). 

Restructurings of individual loans in a CMBS pool are 

difficult to achieve. In any event, it will be months before 

the full extent of the condo market’s troubles and their 

impact on developers are known. Meanwhile, some condo 

developers, opportunity funds and other investors are 

taking advantage of the distress in the condo market to 

acquire other developers or their assets. 

Other sectors

The empty rooftops have given way to a sharp slowdown 

in new retail projects, but this cutback is too late to 

eliminate excess space from the market.2 In New York, 

London and other financial capitals, the financial services 

firms that are a prime source of demand for office space 

are retrenching. Rents are weakening as firms begin to 

put excess space on the market.3 In the apartment sector, 

rents have increased in cities with limited supply and 

relatively healthy job markets. By contrast, rent growth 

is slow in cities with weak job growth.4 In the industrial 

sector, slower economic growth could reduce the need 

for manufacturing, warehousing and distribution space. 

Hotel developers are expected to add more rooms this 

year as they finish projects started when the economy was 

stronger. So far, increased foreign travel as a result of a 

weak dollar has offset a slowdown in business which could 

reduce occupancies.5 Overall, however, the commercial 

property market will not be as hard hit by an oversupply of 

space as in past downturns, which were marked by severe 

overbuilding and soaring vacancy rates. Further, many 

markets are benefited by the current weakness of the 

dollar as the strong euro encourages travel to the US, as 

well as property purchases including condominiums, office 

buildings and hotels, among various property types. 

Financing
Although global property values have fallen, investors 

have not rushed to buy properties. With credit tight, 

investors have had difficulty obtaining debt financing. 

When such financing is available, investors must meet 

more stringent lending requirements, including having 

to invest more equity in properties. To be sure, some 

REITs and other investors that are able to raise equity 

are closing deals. They also are using their equity to 

help restructure and refinance debt that is coming due. 

But given the weak economic environment and the 

global credit crunch, investors are careful about making 

acquisitions. More than ever, they need to be alert to 

the risks in the marketplace, and they need to pay close 

attention to every facet of their businesses – their balance 

sheets, operations and management. In these uncertain 

times, caution is the order of the day.

Green buildings
Green development is one property category that 

might weather a recession better than most. Studies 

are emerging from a variety of sources (CoreNET, 

Costar) suggesting that buildings with sustainable 

amenities, such as rooftop solar or other alternative 

energy features that save money for their owners, are 

commanding higher prices at sale and are even better 

at attracting tenants. Governments worldwide are not 

only enacting laws and regulations for the construction 

and use of green buildings, they are also leading by 

example. Increasingly, governments are contracting 

with developers to build green buildings for the use of 

public agencies (and perhaps other tenants). Likewise, 

governments that lease spaces in private buildings 

increasingly are requiring that the landlords meet green 

standards. Because governments often are among the 

largest tenants in local markets, they are a powerful 

force in promoting wider use of green standards in 

both public and private buildings. Developers and 

owners need to consider the cost versus the benefit of 

meeting these standards in developing new buildings or 

retrofitting existing buildings for government use.

Mergers and acquisitions
The global need for debt financing is driving mergers 

and acquisitions in real estate. Relatively well-capitalized 

companies are acquiring companies that are having 

extreme difficulty refinancing loans or obtaining new 

financing. But M&A activity this year is not at the size and 

scale seen as recently as last year. There are continued 

opportunities to buy or sell, but on a more limited basis. 

Sovereign wealth funds, in particular, are active in this 

market as the credit crunch drives businesses to look for 

other sources of capital. Look for foreign purchasers, 

continued on page 14

1 Forsyth, Jennifer, and Jonathan Karp. “Woes in Condo Market Build as New Supply Floods Cities,” The Wall Street Journal, 22 March 2008.

2 Patterson, Scott, and Kris Hudson. “Building Slowdown Goes Commercial,” The Wall Street Journal, 4 March 2008. http://online.wsj.com/article/SB120459706807209443.html.

3 Pimlott, Daniel. “NY Firms Close the Door on Office Space,” Financial Times, 19 March 2008. http://www.ft.com/cms/s/0/460ba884-f5e4-11dc-8d3d-000077b07658.html.

4 Gopal, Prashant. “The Housing Bust Shakes Up Rentals,” Business Week, 12 February 2008. 

5 Frangos, Alex. “Hotels Face a Reality Checkout,” The Wall Street Journal, 19 March 2008.
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It’s been a long time coming, but it’s time to think about workouts in 
the real estate industry. There hasn’t been a major downturn in the 
sector since 1998–99, when international currency issues triggered 
shock waves in the commercial mortgage-backed securities markets, 
and the financing spigot was turned off virtually overnight.

Now, after more than five years of steady property appreciation 
and expanding credit, commercial real estate is once more headed 
into the downswing of the cycle, and this means that a broad array 
of market participants, from banks and commercial mortgage-
backed securities conduits to mortgage insurers and direct equity 
investors, must look to their investments, size up their risk and 
make adjustments to the new realities of the market. 

Data gathered by the Mortgage Bankers Association (MBA) 
suggest that US$16 billion of loans pooled into commercial 
mortgage-backed securities (CMBS) will mature this year. While 
default rates on these loans are still low by historical standards, the 
market to refinance the loans is currently nonexistent, calling into 
question how they will be repaid. Another US$19 billion of these 
loans mature in 2009.1 If a market to refinance these and other 
loans doesn’t materialize soon, massive restructuring of the loans 
is likely to be needed.

Residential real estate is already there. Last summer’s subprime 
mortgage meltdown touched off a freefall in the broader credit 
markets and has now widened to encompass nearly all aspects 
of the residential real estate markets in the US and abroad. In 

Key points:
•	 The	capital	markets	are	in	a	downturn	 

that	is	causing	market	players	to	reevaluate	

their	investments.

•	 There	is	a	critical	need	for	people	with	

experience	to	navigate	through	the	choppy	

waters	of	the	downturn.

•	 There	are	options	for	a	company	that	 

conducts	an	honest	appraisal	of	its	situation	

and	acts	accordingly.

1 Research DataNote, Mortgage Bankers Association of America, 21 March 2008.

by Robert Noeldechen
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February, one of the UK’s largest mortgage 
lenders, Northern Rock, was bailed out by 
the UK government after a run on the bank 
caused by savers amid concerns about the 
value of the bank’s mortgage loans and 
defaults.2 In the US, virtually every major 
financial institution reporting since the 
start of the year has been forced to write 
down the value of mortgage loans on its 
books, and several have reached out to 
new investors, including sovereign funds, 
for the injection of new capital. Nor is the 
pain over: there are still billions of dollars 
in option adjustable-rate mortgages and 
other exotic mortgage instruments set to 
upwardly adjust this year and potentially 
head into default. Meanwhile, homebuilding 
companies continue to hemorrhage as new 
home sales have all but dried up amid a lack 
of credit and declining home values. 

Because it’s been so long since the last 
market downturn, neither the residential nor 
commercial real estate sectors have enough 
personnel with the depth of experience 
and appropriate skill sets to navigate 
through the choppy waters of the downturn. 
According to a speech last year by Richard 
W. Fisher, President of the Federal Reserve 
Bank of Dallas, before a group of bankers  
in Texas, 40% of collateralized debt 
obligations (CDOs) created in 2006 were 
set up by first-time issuers, many of which 
have never managed through a downturn in 
the credit markets.3

Were they experienced in managing 
operations during a downturn, they 
would soon realize that the “burn rate” 
of any operation going through a market 
downturn can gather steam very quickly. In 
a confusing marketplace where bad news 
seemingly begets exponentially more bad 
news, problems can quickly snowball from 
one problem loan to an entire portfolio, 
sometimes overnight. 

In such an environment, where one misstep 
can mean the difference between success 
and failure, it’s imperative for those faced 
with a workout situation to gather as much 
detailed information as possible about 
the problem loan or investment so that 
a practical and informed decision can be 
made and a strategy set and executed 
on. Effective communication is vital, and 
a reasoned and practical analysis of the 
extent of the organization’s problems is 
essential to a successful workout. Often, it 
takes the neutral eye of an outside party 
to recalibrate the organization, assessing 
the burn rate of its operations and 
determining quickly and efficiently, without 
sentimentality, which assets should be sold, 
which can be kept and which are likely to be 
handed back to the lender.

The point is that even in a market turned 
upside down, companies always have 
options — if they can conduct an honest 
appraisal of their situation and act 
accordingly. In many workout situations, 

the options are obvious. In dire straits, 
owners of the asset — be it a building, a 
portfolio or a company — can give the asset 
back to the lender. But owners living a little 
less close to the line may be able to attract 
fresh equity, lowering their lender’s risk 
scenario and giving breathing room to turn 
the asset around. Owners with assets that 
have retained some or all of their value 
may decide to raise new capital through 
disposition of certain properties. This has 
the effect of injecting fresh equity into the 
business without ceding control to outside 
interests. Finally, owners can negotiate with 
their lenders to restructure the terms of 
loans and covenants to give the owner time 
to turn the property or business around.

Any of these strategies can and do work 
in a workout situation. However, none of 
these strategies will work if the owner 
facing the workout is unrealistic about the 
extent of the problem or bases its strategy 
on an incomplete or inaccurate snapshot 
of the business. A thorough evaluation of 
the business, the management structure, 
the business plan, valuation of the asset or 
assets and analysis of strategic alternatives, 
as well as the asset’s cash flow and market 
position, are all critical components of any 
workout or restructuring strategy. This 
goes for any business, from homebuilders 
to hotel companies, and any asset, from a 
midtown New York trophy office building to 
a senior housing development in Florida.

2 “Nationalised Northern Rock – What Next?” BBC, 18 February 2008. http://news.bbc.co.uk/1/hi/business/7249655.stm www.bbc.co.uk/.

3 Fisher, Richard W. “Risk Is a Many Splendored Thing: Lessons Learned” Remarks to the Austin Mortgage Bankers Association. Austin, Texas, 4 April 2007.

The point is that even in a market turned 
upside down, companies always have options — 
if they can conduct an honest appraisal of their 
situation and act accordingly.
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According to research recently conducted 
by Goldman Sachs using data provided by 
Trepp, 86% of CMBS loans originated last 
year had some portion of the loan term as 
interest only, up from just 20% in 2000. 
Adding an interest-only component to the 
loan has the effect — in a down market — 
of increasing the overall leverage which, 
in turn, increases the chances that the 
borrower will default on the principal at 
the end of the loan term. One only has to 
look at the bleak picture facing borrowers 
today to see that many more will face the 
prospect of a workout scenario sometime in 
the next 12 to 18 months. 

The cold hard facts are that January 2008 
was the first month in the CMBS market’s 
20-year history that not one issue was 
priced.4 CMBS financing — which has grown 
over the last 10 years to be the engine of 
the commercial real estate boom — has died 
on the vine. Lenders won’t originate new 
loans until the bond market reaches levels 
that make it economically practical for 
lenders to sell the loans now on their books. 
Until that time arrives, real estate investors, 
lenders and borrowers had better make 
plans for a workout. ✤

Robert Noeldechen is a Principal with  
Ernst & Young’s Transactions Real Estate 
group. He may be reached at +1 212 773 
8147 or robert.noeldechen@ey.com.

4 “Chapter II — A Commercial Real Estate Bust,” The 

Wall Street Journal, 8 February 2008.

mailto:robert.noeldechen@ey.com
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by Joseph Rubin

A year ago, debt capital was cheap and abundant and required 
little equity. Today, a property owner is lucky if a lender answers 
the phone. More conservative underwriting and the increased cost 
of borrowing has shocked borrowers with maturing loans. The 
withdrawal of capital market players and the inability of banks and 
insurance companies to fill the gap have resulted in severe illiquidity 
in the permanent debt market. This illiquidity is causing mortgage 
spreads to further widen, pushing up capitalization rates and driving 
down property values.

While much has been written about challenges the banks and 
borrowers face in the residential construction sector, in 2008  
and 2009, they will also need to contend with maturing  
construction loans secured by income-producing properties —  
offices, retail centers, hotels and other cash-flowing real estate.  
The pullback of the commercial mortgage-backed securities (CMBS) 
market has ironically put great strain on the most creditworthy 
sector of commercial real estate: stabilized operating properties. 
Despite the solid performance of these property types, debt 
illiquidity and a lower leverage environment will make construction 
loans difficult to refinance.

No	more	money
Most construction loans on operating properties are refinanced 
through bridge or “mini perm” loans that finance the new property 
through lease-up and stabilization. Once pro forma stabilized net 
operating income (NOI) is achieved, the loan is refinanced in 
the permanent debt market. During the past 10 years, most of 
that fresh debt capital has been supplied by loans intended to be 
pooled in CMBS, a vehicle that burgeoned to US$230 billion in new 

the next challenge

Key points:
•	 Debt	illiquidity	and	a	lower	leverage	

environment	is	making	construction	loans	

difficult	to	refinance.

•	 In	today’s	risk-averse	environment,	even	in	the	

high-performing	real	estate	market,	values	

have	been	unsustainably	high.

•	 It	is	important	for	banks	and	borrowers	to	

focus	early	on	this	problem.

continued on page 11

loans: 
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by Steve Friedman and Mike Gillmore

A call to action
US homebuilders pressured  
by lenders to resolve  
loan problems

Key points:
•	 Builders	struggle	to	meet	loan	obligations	

as	their	cash	flows	decline.

•	 Falling	land	values	force	builders	to	

increase	impairment	charges.

•	 Some	builders	face	a	credit	squeeze	as	

short-term	loans	come	due.

•	 Builders	cannot	wait	for	possible	

government	help	to	address	loan	troubles.

Now is the time for homebuilders to be proactive in trying to 
resolve their loan problems with lenders. If builders don’t take 
the initiative and act, their lenders — subject to their own growing 
pressures — very well might.

Lenders seem to be running out of patience with those builders who 
haven’t yet come forward with plans to address problem loans, but 
in a depressed housing market and global credit crunch, the options 
for builders and lenders to resolve these problems may be limited. 

With their loan defaults rising, lenders — from those at big money 
centers to those at community banks — have been forced to 
increase their loan loss provisions, squeezing their earnings and 
eroding their liquidity. The lenders are thus under increasing 
pressure to deal with their entire basket of troubled loans, including 
loans to homebuilders.

Decreasing	cash	flows	
Many regional and local builders are struggling to generate enough 
cash flow from home sales to cover their debt service and covenant 
obligations on existing loans. New home sales have continued to 
decline, dropping to a seasonally annualized sales rate of 500,000 
in March, only about one quarter of the peak of more than 2 million 
new home sales in 2005. To convert inventory to cash on their 
balance sheets, most builders have reacted by cutting prices and 
offering other incentives, but sometimes to little effect. Many local 
markets have seen “limited time” deals in which a builder tries to 
compete solely on price, whether to move inventory or to generate 
cash. With the consumer confidence level dropping 14.9 points in 
the past 2 months and at its lowest level since March 1993, and 
fewer home buyers in the market, sales have continued to fall and 
prices to decline. 

Builders continue to evaluate the fair market value of their land 
positions and options, as well as their construction in progress and 
completed home inventory. As a result of the fall in the value of 
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borrowings, based on the strength of their balance sheets and 
cash flow. And many of the public builders refinanced their credit 
facilities during the recent boom to extend the maturity dates of 
those facilities until 2011 or 2012, by which time housing markets 
should have rebounded. Conversely, private builders have tended 
to focus on project-based finance, using separate special purpose 
entities (SPEs) for each project. While many of these project loans 
are nonrecourse, the lender has frequently required the builder’s 
personal guarantee of repayment on the loan. Often, a single 
lender (or group of lenders) provided a series of these project-
specific loans to the various project SPEs of a given builder. In many 
instances, these loans were for relatively short terms, with the 
assumption that they could be refinanced. However, some of the 
loans are coming due in 2008 and 2009, and builders could have 
difficulty paying them off or refinancing them in the current housing 
environment and credit crunch. As a consequence, some public 
builders are evaluating stock offerings to raise fresh equity capital.

their assets, builders are continuing to take significant impairment 
charges. The cumulative total of impairments taken by publicly 
traded homebuilders since the start of the building industry 
recession now exceeds some US$25 billion.

Sales of existing homes haven’t been immune.  A well-respected 
index of resale home prices shows a year-over-year drop of 8.9% — 
the largest drop in the 20-year history of the index. Similarly, the 
US Office of Federal Housing Enterprise Oversight (OFHEO), the 
regulatory agency for US government housing-lenders Fannie Mae 
and Freddie Mac, reported a year-over-year drop in resale prices in 
2007 versus 2006, the first in the 16-year history of that index.  

Both public and private builders have been hit by the credit squeeze, 
but anecdotal evidence suggests that private builders have taken 
a harder hit. Better-capitalized public builders generally have 
financed their investments and projects with unsecured, long-term 
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Builders might get some help if the US 
Congress and the Administration agree 
to provide relief to the growing number 
of homeowners whose mortgages are in 
default or foreclosure. One model that 
has been suggested is similar to the Home 
Owners’ Loan Corporation, which the US 
Congress created in the 1930s to replace 
mortgages that were in or near default 
with new ones that homeowners could 
afford.1 Another model might be similar to 
the Resolution Trust Corporation, created 
in the late 1980s to acquire the assets of 
troubled banks and thrifts or the institutions 
themselves. Yet another alternative is 
to create a more robust Federal Housing 
Administration with an expanded ability to 
purchase mortgage loans from banks, which 
would free up capital at these banks for 
more loans.

One very positive step that the government 
already has taken — specifically for higher-
cost housing areas — is to substantially 
increase the maximum amount of 
conforming mortgage loans in the nation’s 
high-cost housing areas to as much as 
US$729,750.  The temporary increase in 
the loan ceiling applies to loans originated 
through 31 December 2008. Pending 
legislation would provide a tax credit to new 
home buyers.  Such government intervention 
could help bring a measure of stability 
to credit markets and give lenders more 
confidence in extending credit to builders. Of 
course, the immediate benefit these forms 
of assistance provideis to restore liquidity to 

the credit markets, thus allowing lenders to 
better manage their balance sheets. 

But builders cannot wait in hopes of federal 
relief. Lenders are becoming increasingly 
proactive in managing their portfolios of 
loans to builders in default. The lenders may 
decide to begin foreclosure proceedings 
and loan workouts or push for aggressive 
changes in the builders’ business plans — or 
even management teams — in working out 
defaulted loans. There’s also evidence that 
lenders in some instances are starting to 
foreclose aggressively and begin marketing 
the foreclosed assets.

Instead of waiting, builders could reach 
out to lenders to try to negotiate possible 
solutions to their loan problems. Finding 
solutions may be difficult in the current 
housing and credit environment, but 
builders can make the attempt. Some 
possible options include:

• Loan workouts. Enter into agreements 
with lenders for loan workouts, or 
nonjudicial restructuring of loans by 
negotiating with lenders for an extension 
of the loan or other changes in terms 
that give builders more time to resolve 
their loan problems. 

• Bankruptcy. File for bankruptcy 
protection, work out a restructuring plan 
with lenders under court supervision 
and emerge from bankruptcy once 
restructuring is completed.

• Asset sales. Sell impaired assets, file for 
tax loss carry-forwards and generate tax 
refunds to monetize impairment charges.

• Raise new equity. Obtain fresh equity 
from institutional investors waiting in the 
wings to invest in homebuilding companies 
when share prices are attractive or to 
acquire land or other assets from builders 
when asset prices are compelling.

• Shrink the company. Dispose of non-
core assets and focus on core operations 
that will sustain long-term growth.

None of these solutions will be easy. But if 
builders can manage through the current 
housing downturn, they may find new 
opportunities when the housing market 
recovers, when land might be acquired at 
more attractive prices and construction 
services hired more easily than at the 
height of the housing boom a few years 
ago. So there is light at the end of the 
proverbial tunnel. ✤

Steve Friedman and Mike Gillmore are 
Co-directors of Ernst & Young’s US 
Homebuilder practice. Steve Friedman 
may be reached at +1 202 327 6219 or 
steve.friedman@ey.com. Mike Gillmore 
may be reached at +1 213 977 3232 or 
mike.gillmore@ey.com.

1   Blinder, Alan, “From the New Deal: A Way Out of the Mess.” The New York Times. 24 February 2008.

Instead of waiting, builders could 
reach out to lenders to try to negotiate 
possible solutions to their loan problems.
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continued from page 7

issuance in the US in 2007. Contagion from 
the residential mortgage-backed market, 
aggressive underwriting and the overall 
reluctance of bond investors to take a chance 
in such a volatile spread environment has 
virtually shut down the CMBS industry.

The resulting illiquidity seems out of place 
in a sector with strong fundamentals 
and solid cash-flow performance. The 
vast majority of US markets continue to 
have low vacancy rates and moderately 
increasing rents. Oversupply of space is 
rarely a problem. Nonetheless, values are 
dropping as illiquidity has driven up the cost 
of borrowing and moved capitalization rates 
toward their historic norms. In other words, 
the new assessment of risk suggests that 
even with strong performance, values have 
been unsustainably high.

The	new	reality
The impact of the new lending environment 
is best understood through a simple example 
of how even the best underwritten loan may 
be difficult to refinance. 

Consider a US$65 million construction loan 
for a neighborhood shopping center made 
in late 2006 with a 24-month maturity 
(see example in Chart 1). The property 
has been completed on time and on budget 
and is leasing up according to plan. The 
borrower and the bank are delighted with 
the property’s performance. Net operating 
income has risen to US$5 million, right 
on target with the original pro forma. The 
property is ready for permanent financing. 

Since the loan was underwritten in 2006, all 
the rules have changed. Despite solid cash 
flow, if the capitalization rate has risen by 50 
basis points, the value of the collateral has 
fallen almost 8%. While 80% loan-to-value 
ratios were once common, today little is done 
above 70%. The combination of lower value 
and lower loan-to-value requirements drops 

the loan proceeds to about US$54 million, or 
US$11 million short of the construction loan.

Now consider debt service coverage. While 
borrowers have benefited from a lower 
Treasury rate, the lender’s risk premium 
has increased, sending spreads up, say 
3.5%. In the example, the new rate is 7% and 
the loan amortizes over 30 years, sending 
the debt-service coverage ratio below the 
renewed standard of 1.20 times. To align to 
this underwriting requirement requires that 
the loan balance drop to just over US$52 
million, almost US$13 million less than the 
construction loan balance, or an equity gap 
of about 20%. The borrower’s leverage is 
down to 68%.

Now the bank and the borrower have to face 
the key question: how will this equity gap be 
closed? Will the borrower be able to find the 
US$13 million? Must a new equity capital 
source be found, likely with a high return 
requirement? Will the bank be faced with 
additional impairments, a workout situation 
or perhaps even a liquidation? 

Next steps
Both banks and borrowers must focus on 
this problem early. The math is easy, and 

issues can be identified well before the 
maturity deadline. Such an analysis will 
enable the borrower to identify new sources 
of capital and the bank to determine 
whether the loan is impaired and requires 
restructure or additional reserves.

The example shows that even a well-
underwritten loan may face the wrath of 
the current market turmoil. Until credit 
spreads are based on supportable property 
analytics rather than fear of further 
volatility, the illiquidity cannot be reversed. 
As we transition to a lower leverage 
environment, market participants must 
find a new equilibrium for spreads and 
values that is likely to be somewhere in the 
range between current market conditions 
and the exuberance of the past few years. 
This transition is certainly not going to be 
easy, but may provide opportunities for 
investors to fill the equity gap and position 
themselves for the next rebound. ✤

Joseph Rubin is a Principal with  
Ernst & Young’s Transaction Real Estate 
group. He may be reached at +1 212 773 
4902 or joseph.rubin@ey.com.

Then Now
Property net operating income US$5,000,000 US$5,000,000

Capitalization rate 6.00% 6.50%

Capitalized property value US$83,333,333 US$76,923,077

Loan-to-value requirement 80% 70%

Potential loan balance US$66,666,667 US$53,846,154

10-year treasury 4.25% 3.50%

Spread 1.00% 3.50%

Mortgage rate 5.25% 7.00%

Annual debt service

Interest only US$3,500,000

30-year amortization US$4,298,878

Resulting debt-service coverage 1.43 1.16

Acceptable debt-service coverage 1.20

Final loan balance US$66,666,667 US$52,190,128

Final loan-to-value ratio 80% 68%

Chart 1: The refinance challenge
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The global credit crunch has stemmed the tide of investment 
that fueled the property acquisition boom of recent years. In 
the absence of cheap debt capital, many private equity funds, 
pension funds and other institutional investors have elected to 
moderate investing in property or even to defer acquisitions 
until property markets stabilize. With fewer buyers competing 
to acquire assets, transaction activity has slowed, and property 
values have started to fall in many global markets. These market 
conditions have increased opportunities for sovereign wealth 
funds (SWFs) to invest in high-profile real estate acquisitions and 
development projects around the world, but with less competition 
from traditional investors. Among recent investments by SWFs, 
the press recently reported that a consortium of Qatari investors 
would acquire an 80% interest in the London Bridge Quarter, which 
includes the “Shard of Glass” New London Bridge Tower.1

SWFs are state-owned funds created by leading exporters, 
particularly China, Singapore and the major Middle Eastern oil 
producers. In recent years, these nations have achieved great 
wealth from selling oil or other commodities on world markets, 
from exporting consumer goods or from other areas such as 
high compulsory super annuation scheme contributions such as 
Australian state pension funds, where individuals are required to 
contribute to the funds. Needing to put this new-found wealth to 
work, and lacking sufficient opportunities for domestic investment, 

SWFs have become more assertive, funneling investments into the 
private sectors of other countries, including banks, real estate, 
equity funds, corporations and others.2 SWFs reportedly control 
more than US$2.5 trillion, a figure that some analysts estimate 
could increase to US$15 trillion in 10 years.3 How much of this 
capital SWFs plan to invest in real estate globally is unknown, but if 
the level of pension fund investment is any indication, SWFs might 
allocate up to 10% of their capital to real estate. 

Key points:
•	 SWFs	seek	to	put	new-found	wealth	to	work	

globally.

•	 Real	estate	meets	SWF	need	for	stable,	long-

term	investments.

•	 SWFs	are	stepping	up	investments	in	trophy	

properties	in	gateway	cities.

•	 Local	investors	and	developers	see	more	

opportunities	to	partner	with	SWFs.

1 “Qatari investors acquire 80% of London Bridge Quarter including ‘Shard of Glass’.” AME Info, 28 January 2008. http://www.ameinfo.com/144796.html.

2 Weisman, Steven. “Sovereign Wealth Funds.” The New York Times. 3 March 2007. 

3 Weisman, Steven. “Overseas Funds Resist Call for Code of Conduct.” The New York Times. 9 February 2008.
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SWF	investment	goals
Because of their investment objectives, 
return horizons and penchant for 
conservative ventures, SWFs have been 
relatively immune to the global credit 
crunch. SWFs tend to be patient investors, 
with a long-term investment horizon. 
They have shown an appetite for trophy 
office, hotel, industrial and other assets in 
international gateway cities such as New 
York and London and appear to be willing 
to accept lower returns in return for owning 
quality assets with stable and predictable 
cash flows. By contrast, private equity funds 
tend to target riskier assets with higher 
return potential and intensively manage 
these assets until they are stabilized and 
ready for sale.

In addition to direct property investments, 
SWFs are investing in real estate indirectly by 
buying interests in companies or other funds 
or even the fund managers themselves. In 
2007, the government of China announced 
that it would acquire a US$3 billion interest 
in Blackstone Group,4 the private equity firm, 
a few months after Blackstone had acquired 
Equity Office Properties Trust, the large US 
landlord, for US$39 billion.5 Another option 
for SWFs would be to acquire REITs or other 
public real estate companies whose shares 
are currently trading at significant discounts 
to net asset value in the UK and many other 
global markets. GIC, a Singapore SWF, 
invested UK£134 million (US$268 million) 
in January 2008 to acquire a 3% stake in 
British Land, a UK REIT.6

Local	partners
While SWFs are backed by wealthy states, 
the funds have tended to empower local 
teams in Europe and other global markets 
to identify investment opportunities, 
negotiate deals and oversee property 
management and development. SWFs 
will typically enter into joint ventures with 

local partners, like the Qatari investors 
collaborating with a UK developer on the 
New London Bridge project, to develop 
or acquire properties. The local partners 
typically are highly knowledgeable and 
experienced in local markets, and they 
usually put some of their own equity at risk 
in deals. 

Outlook
The push by SWFs to step up their 
investments in real estate and other sectors 
could provide more opportunities for real 
estate developers and investors to partner 
with SWFs in the future to develop projects 
or acquire assets or to liquidate existing 
investments by selling assets to SWFs.  So 
far, SWF investment in real estate has been 
concentrated on the equity side, but some 
market analysts have raised the question 
of whether the funds might also evolve into 
a significant source of debt financing and 
an alternative to banks and other lenders, 
especially in these credit-constrained 
times. Despite the substantial capital that 
the funds have already invested, their 
investment in global real estate markets is 
still in its early stages, and SWFs will be a 
powerful force in global real estate markets 
well into the future. ✤

Gary Koster is the Americas Leader for 
Ernst & Young’s Real Estate Fund Services. 
He may be reached at +1 212 773 0535 
or gary.koster@ey.com.  

Matt Maltz is a Real Estate Tax Partner  
in the firm’s London office and leads  
Ernst & Young’s London Real Estate Funds 
team. He may be reached at +44 20 7951 
1886 or mmaltz@uk.ey.com. 

4 Sorkin, Andrew Ross, and David Barboza. “China to Buy $3 Billion Stake in Blackstone.” The New York Times. 20 May 2007.

5 Pristin, Terry. “Blackstone’s Bid for Equity Office Prevails.” The New York Times. 8 February 2007. 

6 Thomas, Daniel and Neil Hume. “Singapore’s GIC Builds Stake in British Land.” Financial Times. 10 January 2008.

both individuals and companies, to take advantage 

of the cheap dollar and be the major buyers of US 

real estate.

Infrastructure
As we have noted in a series of reports on private 

investment in infrastructure worldwide, such 

investment is an increasingly important source 

of financing for governments (please visit www.

ey.com/infrastructure to read these reports). This is 

particularly true at a time when the global economic 

slowdown has reduced government revenues from 

taxes and other sources. As a result, governments 

have a greater need than ever for private capital 

to finance the development and modernization of 

infrastructure. Will the downturn negatively impact 

the infrastructure sector? Probably not in the long 

term. While some private capital may be temporarily 

put to the side waiting for the credit crisis to resolve 

itself, investors tend to view infrastructure as a 

long-term investment with assets – bridges, toll roads 

and highways – that aren’t sensitive to a global, or 

even a localized, economic downturn. Reflecting the 

growing importance of the infrastructure market, 

Ernst & Young is putting increased resources into 

this market. We have named Michael Lucki as Global 

Infrastructure Leader and Anne Rabin as Americas 

Infrastructure Leader.

Changing	times
In these challenging times, change is the only 

certainty. We expect to make changes in personnel, 

authors and channels to improve communications 

with our global audience. As part of this process, 

we are reevaluating Newsline as a communications 

vehicle. Newsline was created in 1984, and today  

the world is very different, with sources of, and 

vehicles for, communication that didn’t exist nearly 

a quarter of a century ago. We will continue to reach 

out to our global audience, but through various 

channels. Stay tuned to ey.com, where you can see 

the latest news, reports and analysis from the Ernst 

& Young Global Real Estate Center, and sign up to 

receive email updates.

It has been a pleasure to communicate  

with you.

Dale Anne Reiss
Global Director of Real Estate

continued from page 1
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In signs of a weakening commercial 
property market, vacancy rates are 
increasing, construction is slowing and 
property values are declining. It remains to 
be seen whether the market slowdown will 
increase the risks of developers or owners 
defaulting on property development or 
acquisition loans. But as a hedge against 
the possibility that they might have to 
negotiate workouts of troubled loans with 
their lenders at some point, owners are 
beginning to consider the tax issues related 
to such workouts, including the question 
of forgiveness of debt. There are three 
possible outcomes:

1.  Depending on the circumstances, owners 
or other borrowers may not have to 
recognize cancellation of indebtedness 
income (COD Income). For example, no 
COD income is recognized to the extent 
that the taxpayer’s payment of the debt 
would result in a deduction.

2.  Borrowers who realize COD income from 
debt forgiveness may be able to exclude 
such income by reducing certain of their 

tax attributes, such as net operating 
losses (NOLs) and passive activity 
losses, that they otherwise would have 
used to offset such income. 

3.  Finally, borrowers who cannot exclude 
COD income because of statutory rules 
will try to minimize the amount of 
taxable income that must be recognized.  

Exclusions
A borrower generally must recognize 
COD income unless there is a specific 
statutory or common law exclusion to such 
recognition. Two of the most commonly 
used exclusions relate, first, to whether 
the taxpayer is solvent, and, second, to 
whether the taxpayer, if solvent, is an 
individual. If the taxpayer is a solvent 
individual, he or she can exclude COD 
income, but at the cost of having to reduce 
the basis in depreciable real property. 

If the taxpayer were to sell the property 
after reducing the basis but before the 
property is fully depreciated or its useful 
life has not fully expired, a portion of the 

Tax planning needed
Borrowers seeking  
distressed debt  
workouts face  
tax issues
by Michael Frankel

Key points:
•	 Borrowers	generally	must	

recognize	cancellation	

of	indebtedness	(COD)	

income	unless	specific	

exceptions	apply.

•	 If	individual	partners	of	

a	partnership	receive	

allocations	of	COD	

income,	each	partner	

must	determine	whether	

exceptions	to	recognizing	

such	income	are	available.

•	 Investors	in	distressed	

debt	must	consider	the							

tax	consequences	of	

foreclosing	or	entering	into	

loan	workouts.
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gain from the sale may be subject to tax 
as ordinary income. However, the potential 
for ordinary income is reduced on a 
proportionate basis over the ordinary life of 
the property.  

Assume, for example, that a property has 
10 years of ordinary life remaining, and 
the owner has US$100 of basis. If the 
owner does not reduce the basis, he or she 
would get US$10 a year of depreciation. 
If he or she reduces the basis to zero and 
immediately sells the property, the US$100 
is treated as ordinary income but reduced 
over the 10-year life, or to US$90 after 
year one, US$80 after year two, and so on.

Partnerships
Developers and investors typically own 
real estate through partnerships. In 
determining whether a reduction in debt 
is COD income, it is irrelevant whether the 
debt is discharged as part of a partnership’s 
bankruptcy proceedings. 

If the partnership is insolvent and 
recognizes COD income, it must allocate 
that income among the individual partners. 
Each partner, in turn, must determine 
whether such income can be excluded.

If a partner is a solvent individual, he or she 
may avoid recognizing the share of COD 
income but be required to reduce his or 
her share of the partnership’s basis in the 
depreciable real property. Alternatively, 
a partner who does not have sufficient 
basis in the partnership’s depreciable real 
property may qualify for an exclusion of his 
or her share of COD income by reducing the 
basis in other depreciable real property (or 
through other partnerships in which they 
are partners). 

If a partner is insolvent, he or she may also 
exclude COD income, but net operating 
losses (NOLs) or other specified tax 
attributes would have to be reduced. 

If an insolvent partner does not have 
sufficient NOLs or other tax attributes, 
he or she nevertheless qualifies for the 
exclusion and doesn’t have to pay any tax 
on his or her share of the COD income.

Nonrecourse loan 
If a loan is nonrecourse, a lender may 
take back a property from a taxpayer in 
satisfaction of the debt on that property, 
and the taxpayer does not realize COD 
income.  If the lender sells the property for 
the amount of the debt, the taxpayer will 
recognize gain or loss accordingly. 

Complexity of workouts 
The foregoing is a very simple discussion 
of some of the basic rules related to 
loan workouts. Actual workouts often 
are extremely complex and can involve 
applications of different sets of rules, 
sometimes in tandem. For example, if a 
partnership recognizes COD income, there 
could be collateral tax consequences for 
the partner under the partnership tax rules. 

As a result, a partner could be required to 
recognize taxable income even though he 
or she was able to exclude the allocable 
share of COD income.  

Investors	in	distressed	debt
At present, sponsors are creating a number 
of funds to acquire distressed debt at 
deep discounts, and the tax consequences 
must be considered. For example, if a fund 
forecloses on a property, such foreclosure 
constitutes a taxable event to the fund. 
Consequently, the fund must recognize gain 
in an amount equal to the excess of the 
value of the property over the amount of 
the debt of the loan. 

Another alternative is for the fund to 
enter into a workout transaction with the 
borrower. Because of certain valuation rules 
that apply in this context, the fund could 
be forced to recognize taxable income even 
though it has not realized any economic 
gain. Thus, buyers of distressed debt should 
carefully consider whether a workout will 
produce adverse tax consequences to them 
and their partners or whether the purchase 
of the debt should be structured in an 
alternative manner.   

Tax	planning
This article has just touched on some of 
the tax issues that borrowers seeking to 
restructure distressed debt, as well as 
investors in distressed debt, must consider 
in their tax planning. The important point 
for borrowers is to be well prepared in the 
event they find themselves in workout 
situations. Funds likewise must be prepared 
in the event they find opportunities to 
acquire distressed debt. ✤ 

Michael Frankel is Ernst & Young’s Global 
and Americas Tax Leader for Real Estate. 
He may be reached at +1 214 969 0632 or 
michael.frankel@ey.com.

At present, 
sponsors are 
creating a  
number of funds  
to acquire 
distressed debt  
at deep discounts, 
and the tax 
consequences 
must be 
considered.
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