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tricter loan underwriting since the 2008 financial collapse has made
securing commercial real estate credit very troublesome for developers
over the last 4 years. With typical loan-to-values (LTV) around 60-70%,
the firms that bring equity to deals are the only ones who can secure
commercial credit and take advantage of historically low interest rates. Even in
a recession and its aftermath, billions of dollars are available for commercial
real estate loans, but firms simply fail to navigate the more rigorous
underwriting criteria and arrange the equity for sensible deals. With rates
expected to remain low, developers should prioritize raising equity to obtain
these loans and increase the long-term value
“There is no shortage of
of their portfolios.
commercial credit, only a
shortage of creativity from
This paper proposes a strategy called
developers and deals that make
Pension Equity Development Partnerships
sense to lenders.”
(PEDP) that developers in the Mid-Atlantic
-Tony Rimikis, Brandywine
should use to obtain low-interest financing in
Realty Trust
this difficult lending environment. By
forming long-term relationships with pension funds in the region, developers
can arrange the equity required to secure these low-interest loans. Trends
since the crisis suggest that pensions are ideal equity partners, especially in
Pennsylvania, New Jersey, Maryland, and Delaware. Funds are investing in
stable asset classes with lower risk and moderate returns to recover losses
suffered during the crisis. With strong multifamily housing markets throughout
the region, the Mid-Atlantic is fertile ground for PEDP. Developers, banks, and
pensions each have strong incentives to use this approach, which is just the
type of win-win scenario that forms the basis of successful partnerships.

Pension Equity Development Partnerships




Secure financing at historic lows
Build long-term equity relationships
Establish developers in stable markets
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Post-Crisis Lending
During the worst of the downturn, many banks continued lending to REITs and
other high net worth investors that could front the equity for construction
loans. At that time, typical nonrecourse loans had LTVs around 60%, which
only those borrowers could afford. Since recourse allows banks to collect any of
the borrower’s assets in the event of default, and not just the property being
financed, projects with less equity have to incur much more risk. This type of
risk management tactic significantly marginalizes deals from the developer’s
perspective, which is why equity is so crucial in tighter lending environments
like we see today.
Another way banks have mitigated their risk through the downturn is by
underwriting a borrower’s “global” cash flow, not just the cash flow of the
project in question. Borrowers with more outstanding debt have had more
difficulty securing affordable credit, regardless of the project’s pro forma.
Lenders analyze deals by quantifying a borrower’s overall exposure to debt. To
manage risk, banks attach more strings to loans for borrowers with greater
debt obligations. This is another reason REITs have been banks’ preferred
borrower during the recession; their cash holdings allow them to meet their
obligations consistently.

“The easy money of the
past is gone.
Developers need to
think creatively while
complying with tighter
credit standards.”
-Mark Scott, Commercial
Mortgage Capital
(Mid Atlantic Real Estate
Journal, 4/13/12)

It is important to note that new federal regulations also play a role in
commercial banks’ conservative real estate lending. The 2010 Dodd-Frank Act
limits high-risk lending practices that were commonplace during the bubble.
Banks are now required to set aside a certain amount of capital to cover
potential losses and retain at least 5% of a loan if it is sold and/or repackaged
and securitized.1
Also, as early as December 2006, the FDIC began requiring heightened risk
management practices for lenders with high concentrations of CRE loans. This
incentivized banks to move away from commercial real estate. Banks cannot
yet return to high-LTV speculative lending even if they want to, thanks to new
federal requirements. This conservative lending environment will continue for
the foreseeable future, and equity down payments up to 30% will remain
typical even in stable asset classes such as multifamily.2
© 2013 The Philadelphia Real Estate Council
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Despite the stricter post-crisis lending conditions, the number of CRE loans
available has grown more or less consistently since. The Federal Reserve chart
below shows consistent growth in total outstanding CRE loans since the end of
2010, thanks partly to more development projects meeting underwriting terms.
At this rate of growth, the total amount of CRE loans will not reach pre-crisis

Graph 1. Outstanding
commercial real estate loans,
Q1 2007 through Q2 2012.
Source: Federal Reserve Board,
2013.

levels for over a decade. However, the Fed recently announced that it is upping
its monthly mortgage-backed securities purchases by $40 billion, which is
expected to keep interest rates low for the foreseeable future. 3 Developers
should seize the opportunity to secure credit at low rates by strategically
arranging project equity.
Strategic Equity Partnerships
The post-crisis lending environment showed in glaring fashion that ongoing
equity relationships are critical when credit is harder to obtain. Developers that
suffered through the downturn often did so because they had not strategically
built long-term equity partnerships with high net worth investors that sustained
business as lending tightened. Pension funds are exactly the type of institutional
4
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investors that developers should be partnering with to add equity to projects.
Not only do they have substantial cash, but several trends also indicate that
pensions make ideal equity partners now more than ever. A recent survey of
more than 450 institutional investors reported that 80% of them are
considering or have already begun investing in real estate directly rather than
via a pooled fund.4 Poor portfolio performance during the recession and high
management fees were cited as the major reasons for this trend. According to
another study, US pension funds’ real estate investments earn the lowest returns
among pensions worldwide, averaging less than 6% in returns due to costly
external managers and risky pre-crisis investments.

Graph 2: Funds’ total

In response to these trends, pension funds are increasing their direct investment investment in real estate (in
in real estate, suggesting a great opportunity for developers to build ongoing billions, USD). Source:
equity partnerships. A recent Maastricht University report found that even with Maastricht University
higher pension fund demand for direct property investments, there was not
enough “competitive pressure on the external real estate asset management
industry.”5 In other words, pensions have not been able to adequately replace
costly asset managers, despite all signs indicating that these relationships
marginalize their investments. PEDP strategy would introduce “competitive
pressure” and incentivize pensions to invest directly in real estate by partnering
with developers, as opposed to indirect real estate investment via fund
managers.
© 2013 The Philadelphia Real Estate Council
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Mid-Atlantic Public Pensions
Based on these trends, state employee pensions in the Mid-Atlantic make
excellent equity partners. Pennsylvania, Maryland, and New Jersey each face the
dual problem of massive shortfalls and the need to recover investment losses
incurred since the recession began. They have already increased their real estate
allocations, but have generally done so through mutual funds or other
investment managers.

“A sample of recent PA
Auditor General reports
shows a majority of
municipal retirement
plans in southeastern
and central
Pennsylvania, the
Lehigh Valley, and
Maryland are
considered
‘distressed…’”

Pennsylvania’s State Employees’ Retirement System has almost half of its $26.3
billion in assets invested in alternatives, which include real estate, but recently
reported 5-year annualized returns of just 3.6%. This not only lags behind the
national median of 4.9%, but also falls short of the state’s 8% target to meet its
pension financing requirements. In that same 5-year period, the fund paid $1.35
billion in portfolio management fees, over 5% of its total assets.6
New Jersey’s $69.9 billion public pension system recently announced that it
plans to increase its share of alternative investments to 30%. $320 million of the
$1.745 billion is being allocated to real estate assets, divided between two
investment firms. While the management fees were not reported, they are
typically around 2% and increase substantially if target returns are met. 7
The Maryland State Retirement and Pension System allocates the second highest
amount of alternative investments in the country, 10% of which is real estate.
But recent legislation removing a cap on compensation for investment advisors
may diminish returns.8 Delaware’s pension, meanwhile, is regarded as one of the
better administered pensions in the country. However, the federal Government
Accounting Standards Board recently reported the pension’s ratio of assets to
liabilities is overstated by 13%.
Many municipal pensions in the region face the same shortfalls, high
management fees, and underperforming portfolios as the state systems. A
sample of recent PA Auditor General reports shows a majority of municipal
retirement plans in southeastern and central Pennsylvania, the Lehigh Valley,
and Maryland are considered “distressed,” or less than 80% funded. They too
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pay exorbitant management fees for real estate portfolios that underperform,
and have been failing to meet their target returns of around 7% since the
downturn.9 Under these conditions, developers should be actively seeking
equity partnerships with pensions in the region. Market trends suggest MidAtlantic pensions are exactly the type of willing equity partners that are critical
in today’s lending environment. Developers must approach pensions’ internal
real estate departments with strong proposals to fill their high demand for direct
property investment, even partnering with multiple funds for a single project if
necessary or strategically beneficial.
Multifamily Housing
The multifamily sector is a primary focus of the PEDP approach, since
multifamily tends to be the investment preference for lenders and investors.
Thanks to high demand for rental living units and a low supply of apartment
buildings, construction loans are becoming available at all time lows with banks
competing to attract multifamily projects. A number of factors contribute to the
overall strength and potential of multifamily at a time when “office vacancies
remain high, industrial building sales remain weak, and the entire retail sector
continues to plod along with no discernible light at the end of the tunnel.” 10 A
recent Freddie Mac report notes that the multifamily market has not only
benefited from declines in homeownership and high foreclosures but will
remain strong for at least two years based on expected trends. The report
estimates that US multifamily demand will likely swell to 1.7 million new renter
households in the US between now and 2015, shown in the graph below.11

Graph 3. New Multifamily
Demand. Source: Freddie
Mac
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Homeownership rates are expected to continue declining as they have over the
last several years. As a result, new multifamily demand could be even higher
than Freddie’s conservative estimates. But even though banks are aggressively
lending for multifamily projects, rental supply lags behind demand because of
“credit market issues” affecting construction loans, according to Freddie. This
seems ironic given the fact that banks are competing to provide cheap financing
for multifamily projects and suggests developers are failing to arrange the
equity required to secure credit. A PEDP approach resolves this issue by
injecting equity into deals and is an effective way for developers to take
advantage of the strong performance of multifamily markets.

Graph 4. U.S.
homeownership rate.
Source: U.S. Dept. of
Commerce, Bureau of the
Census.

Mid-Atlantic Multifamily Markets
The Mid-Atlantic is arguably “the nation’s healthiest multifamily corridor.” 12
Demographic trends, high sales volumes, and high occupancy rates are expected
to make multifamily the most stable asset class in the region for some time. A
deep tenant pool of 18- to 34-year-olds sustains the multifamily sector in
commuter hubs throughout the region. Occupancy rates in Philadelphia and
Baltimore have been stable since the middle of 2010, around 95%. Central New
Jersey also continues to be a strategic location for multifamily investors,
8
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particularly in Middlesex County, thanks to its proximity to the Exit 8A
interchange of the New Jersey Turnpike and major employment centers
including Rutgers University, Princeton University, and Middlesex County
College.13 A study commissioned by the New Jersey Apartment
Association found that the multifamily industry supports, directly or
indirectly, about 44,000 jobs in New Jersey, contributes $5.7 billion to the
state’s GDP, and generates over $1 billion in local tax revenues. 14 These
points speak to the overall strength and potential of multifamily,
especially compared to industrial, retail, and office sectors.
Its performance and stability make multifamily the most viable candidate
for PEDP investment strategy. With rental demand only expected to grow
in years to come, investors are willing to pay premiums to buy
multifamily properties. PEDPs should be formed to leverage apartment
buildings, age- and income-restricted properties, and student housing
while credit is cheap and large amounts of properties remain on the
market.

Strengths of Multifamily

Driving Factors


High Demand




Multi-generational trend towards
renting over homeownership.
High single-family foreclosures.
Record lows in new single-family
construction.

Low Supply



Demand far outpaced construction since
downturn

Loans at All-Time Lows



Competition among banks for small
supply of projects.
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Graph 5. Strengths of
Multifamily and Driving
Factors.
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Summary

“Firms that partner
with pensions to finance
development in the
region will find
themselves in an
excellent position to
take advantage of
continued growth in the
multifamily sector.”

Pension Equity Development Partnerships are an effective, strategic approach to
financing multifamily projects with commercial credit. Navigating the stricter
underwriting criteria in today’s lending environment is worth the long-term
cost savings of unprecedented low rates. Retirement funds and pensions in the
Mid-Atlantic will prove to be an ongoing source of equity for development as
they seek to forego asset managers and invest directly in real estate. Firms that
partner with pensions to finance development in the region will find themselves
in an excellent position to take advantage of continued growth in the
multifamily sector. The financial crisis showed that only the strong survive in
commercial real estate when lending constricts, and the strong leverage equity
to finance deals. Developers and pensions should be forming strategic
partnerships to compete for multifamily properties, not just to survive but to
thrive as markets recover throughout the region.

Pension Equity Development Partnerships
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