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MT: In the current economic environment, real estate
transaction volumes have dropped. Can you tell us what is
going on with commercial real estate (CRE)?

LM: Transaction activities did briefly shut down in 2020. But,
by early 2021 things were really coming back, and we saw a surge
of transaction activities for more than a year. Going back to last
year, Q1 2022, real estate was still cheap relative to other asset
classes, such as corporate and high yield bonds even though prices
had earlier enjoyed good appreciation. But then the Fed started
raising interest rates and the transactions market started to slow
down immediately. Nevertheless, through June 2022, there was
still a fair amount of activity. When it became clear that the Fed
was going to continue to hike rates, suddenly real estate did not
look so attractive relative to other asset classes, especially fixed
income, so transaction activities virtually stopped.

As a highly leveraged asset class, real estate is quickly impacted by
declines in debt availability. At the same time interest rates started

rising, the large banks came under regulatory encouragement

to lighten up on their real estate exposures. They started pulling
back from the lending market. Even though the sources of real
estate credit are fairly diversified — banks account for a little less
than half of the lending market — the pullback in lending was
felt quickly. The other major source of real estate financing is the
securitized CMBS market, which was hugely important before
the GFC but more-or-less shut down for 5 years afterwards.
More recently, the CMBS market was coming back but is still not
close to where it was during the GFC, and has now once again
essentially shut down.

So even though the United States has diversified sources of real
estate credit, at this point almost all the sources seem to either
be pulling back or tightening their loan criteria. This is further
reinforcing the freeze in transactions markets.

The situation in Europe is even more pronounced, since banks
account for up to 90% of real estate lending. In some ways



that’s been helpful because it has caused buyers and sellers to
understand that pricing between the two regions isn’t the same,
with Europe experiencing faster re-pricing, which should help to
re-open those transactions markets more quickly.

MT: There is a big valuation gap between public and private
real estate. Even though public markets are not necessarily a

good predictor, do you think private valuations will catch up
to the public market? How long will it take?

LM: During periods with very little liquidity, public markets
show a decline in values. It is true that private market valuation
changes lag changes in public market valuations. But in many
cases, private markets don't reflect the volatility in the public
markets. There must be some persistence in that valuation gap for
the private market to reflect changes in public market valuation.
We have had 3 or 4 significant REIT downturns since 2012 (for
instance, U.S. REITs were down in 2020 by approximately 50%),
but those downturns did not persist long enough for private
valuations to adjust. Another thing that typically happens at the
beginning of a recession is that equity values increase, which will
also be true for REITs. It will take private markets a long time to
catch up with REITs. There is a lag both on the way up and on
the way down — not totally symmetric but fairly symmetric. The
lag is typically 6 months to 1 year for a baseline. But right now,
we still have a disconnect between public and private pricing
that’s not likely to resolve one way or the other for at least a few
quarters.

MT: Thinking a bit about sectors, what is the nationwide
condition of the office market? How likely will office be re-
purposed to residential? Besides office, what other CRE sector
should we be paying attention to?

LM: We need to think about office in the context of the entire
private real estate universe. Office values have been falling since
the pandemic. Even before the pandemic, there were concerns
about office as a poor performing property type. In fact, the
long-term performance of office is by far the worst of the major
property types. One of the reasons is that they are very capital
intensive. Owners need to put a lot of money into those buildings
to maintain their rents.

When the markets are tight, owners don’t have to invest as much
money in the office buildings, but when the markets are weak,
they have to put in more capital to attract tenants. Importantly,
since the GFC, the additional capital needs for office buildings
never stopped. Owners have had to continually put in capital
even when the vacancy rates were coming down as supply and
demand never became balanced.

There are two forces driving this supply-demand imbalance in the
sector. First, the market is overbuilt and, second, the traditional
relationship between office-based jobs and office demand has
broken down, as companies began to use space more efficiently,
e.g., remote working, which had already started before the
pandemic. The office sector entered the pandemic in poor shape.
Then the world shut down, and no one went to the office for 9
months. Now, even though people are coming back to the office,
companies are looking at ways to save, including on occupancy
costs, which is why we do not see any net demand for office in

the near-term. There may be net negative demand, and this is
outside of a recession scenario.

At the same time, we need to separate office from other real estate
sectors due to the likelihood of foreclosures and the pressure on
banks. Let’s say banks own a lot of real estate loans and some
percentage of those are fixed rate loans. Any loans originated in
the past 2 years are now worth less because the loan coupons are
very low. They have those loans on their books and they are worth
less today than they were a year ago on mark-to-market basis. But
banks do not have a credit issue with most of those loans because
borrowers will be able to pay as scheduled and the loans will
mature at par. There also should not be a lot of issues with loans
originated years ago because there has been so much property
appreciation since the loan origination. Office, unfortunately, in
many cases will be an exception.

One big difference between the GFC and now is that loan-to-
value ratios (LTVs) have remained low throughout this entire
cycle. Prior to GFC, the average LTV was about 60%. Then it
came down to about 50%. Since 2013, real estate values have
doubled, on average, so loans originated at 50% or 65% LTV
in 2013 should be about 35% LTV on maturity, suggesting no
systematic refinancing risk.

But the problems will be around office. Office values are down by
20% since the beginning of the pandemic, with more to come.
What is potentially alarming is the dispersion around that average
drop. There will be many office assets with values less than the
loan amount. That is the foreclosure situation where banks will
sell the loans and take a loss. What is interesting is that the capital
charges for banks for owning a real estate asset are much higher
than holding the loan on that asset. So, if a bank has a $50m loan
exposure, and the office is now worth only $50m, you would
think the bank would be indifferent to taking over the property.
Not so! What changes is that the capital charge for the bank to
own the office is higher than to own the loan. So, the first thing
we will start to see is banks selling loans at a discount. This has
already started and there will be a lot more of it. In many other
cases, banks have no reason to go the foreclosure route because
the assets have leases in place with enough income to service the
loan.

Overall, regarding discounted loan sales and foreclosures, we
expect to see most of this activity in the office sector. For the
other property types, property values are much higher than when
the loans were originated. For example, since most banks loan 50-
60% of the value for apartment properties, it is going to be very
rare for an apartment building to fall in value that much. So that
is a much more manageable risk for banks than office.

When we talk about office converting to residential, in many
cases office buildings are not built to suit that need. Office
buildings are too big and there are not enough windows. This
presents a physical challenge.

The second challenge is the cost to rebuild the systems, complete
plumbing work, etc. Also, you have zoning and political issues
that will prevent the conversion. In many cases, it is cheaper

to build a new apartment building than to convert an office
building into one. Therefore, I do not expect to see a lot of office



conversions.

MT: Over the decades, institutional investors have been
through cycles and have seen several CRE downturns. Can
you put the current downturn in perspective? What's different
about today’s market? Where do you see opportunities for
institutional investors?

LM: The challenge for investors is that most of them are now
overallocated to real estate versus what they intended. Modern
institutional investment in real estate, which in the United States
started around 1980, has followed a pattern during every single
recession where interest rates were high in the beginning of the
recession and then started to come down quickly during the
recession. And structurally, interest rates fell from 1980 to 2022.
Real estate values, like many other asset classes, benefitted from
that structural drop of interest rates.

In a typical recession, when your loans mature you can refinance
at a lower rate because interest rates drop. That is where our
current downturn could be very different. Interest rates are still
high and it is unclear whether they will continue to go higher.
Regardless, rates are still much higher than where they were and
they probably will not go back down to where they were during
the mid-2010s to 2022. So, the key difference is that owners will
not be able to refinance their loans at a lower rate and, in fact,
they might have to refinance their loans at a higher rate which
means they need to come up with additional equity to pay down
the loan.

Additionally, real estate investors will experience pressure on
values, but they can typically quickly find a valuation bottom.
However, what has changed is how investors will value real estate
relative to other asset classes. Real estate was relatively cheap
versus most asset classes for most of the past couple of decades.
But not any longer. This relative value loss must work itself
through. Real estate values will continue to decline, but it will
take some time to reach the bottom. Our expectation is that

it will happen this year. Once we get to the valuation bottom,
investors will no longer be overallocated to real estate and a

risk premium will be re-established. Right now, there is no risk
premium in real estate sufficient to compensate investors. At
lower valuations, the risk premium will likely return, and, in turn,
capital will likely come back into real estate.

For investors seeking real estate exposure right now, there are a
few things I can recommend. We think the public equity side is
priced appropriately for where we see valuations eventually going.
Another potential area would be on the lending side, where the
returns from debt are quite attractive on a risk-adjusted basis.

In fact, debt returns are now higher than the equity returns we
experienced a couple of years ago. This is the case across the
board, from core to high yield. So, if investors want to get into
real estate right now, I would recommend a focus on public
securities and on debt. And, further out the risk spectrum, there
will potentially be owners that need “rescue capital” to either
refinance loans or deal with liquidity or solvency concerns.
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Past performance is no guarantee or reliable indicator of future results. All investments involve risk, including the possible loss of capital. Equities may decline in value due to both real
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as to the completeness or accuracy or accept responsibility for errors. Any forecasts, estimates and certain information contained herein are based upon proprietary research and should not be
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is accepted for any loss (whether direct, indirect, or consequential) that may arise from any use of the information contained in or derived from this report. PGIM and its affiliates may make
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