MORTGAGE BANKERS SEE MUCH MORE
UPSIDE THAN DOWNSIDE IN 2017
Healthy borrower demand and the prospect of stronger economic growth
trump concerns of oversupply and a pricing bubble.
By Matt Valley

P

ast performance is no guarantee
of future success, but the commercial real estate lending community has the wind at its back early
this year.
Strong property fundamentals, increasing values and healthy sales activity — particularly among multifamily
assets — drove borrowing and lending
activity to new heights in 2016, according to the Mortgage Bankers Association (MBA).
Originations of commercial and multifamily mortgages totaled an estimated $515 billion in 2016, the MBA data
shows. The association is projecting
originations to grow 4 percent to $537
billion this year.
“Commercial mortgage bankers expect 2017 to carry over much of the
momentum from 2016,” says Jamie
Woodwell, MBA’s vice president for
commercial real estate research, referring to the association’s survey of the
top commercial and multifamily mortgage origination firms.
“Originators generally see borrowing
and lending volumes growing slightly,
with just over half expecting potential
regulatory and legislative changes to
be positive for the market. The survey
paints expectations of a strong, steady
market in 2017.”
Nearly two-thirds (63 percent) of the
top firms surveyed expect originations

to increase in 2017. Half (50 percent)
expect their own firm’s originations to
increase 5 percent or more.
The strength of the U.S. economy
will be a factor. Growth in the gross
domestic product (GDP) was a tepid
1.9 percent during the fourth quarter of
2016, according to the Commerce Department, and 1.6 percent for the entire
year. President Donald Trump has set a
target of 4 percent GDP growth.
On the other hand, a stronger economy would likely lead to higher interest rates, which remain extremely low
from a historical perspective. The 10year Treasury yield closed at 2.49 percent on Friday, Jan. 27.
Against that backdrop, Heartland
Real Estate Business conducted a Q&A
via e-mail with several seasoned mortgage bankers to gain their insights on
what’s in store for borrowers and lenders in 2017.
Q&A participants included Dennis
Bernard, president, Bernard Financial Group; Taylor Grace, principal,
Midwest Capital Funding; Benjamin
Kadish, president, Maverick Commercial Mortgage; Pat Minea, executive
vice president, NorthMarq Capital;
Chuck Patenaude, senior vice president, Dougherty Mortgage; Daniel
Rosenberg, managing director, Cohen
Financial; and Igor Zhizhin, principal,
American Street Capital. What follows

are their edited responses.
Heartland Real Estate Business:
Which property types are you most
bullish and bearish on in 2017 and
why?
Benjamin Kadish: In the Chicago
market, most property types are doing well, so I’m mostly bullish. The
Chicago loft office spaces are virtually
full, and the rents are noticeably higher
than normal in this market.
All of the technology firms — as
well as other companies hiring a lot of
young people — are looking for cool
new space. The Fulton Market area has
exploded with activity just outside of
the West Loop, which is helping all of
the markets nearby fill up as well.
I’m bearish when it comes to bigbox retail and Class C suburban office
product. Any retailer that is subject
to competition from Amazon is challenged. As a result, many stores are
closing, including many Macy’s, Sears,
American Apparel and The Limited locations.
On the suburban office front, there
are not enough office users in the suburbs for Class C office, and there are
a lot of smart suburban office owners
who are upgrading their space. Those
who don’t are getting left behind.
Daniel Rosenberg: If we are approaching a late real estate cycle, all
investments should be approached
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with an emphasis on
analyzing
downside
scenarios. That said,
this long and good run
could stretch for a year
or two. In any market,
there are situational
opportunities across all
asset classes in our industry.
Benjamin
Pat Minea: There Kadish
could be downward Maverick Commerpressure on rental rates cial Mortgage
in the short term, but
by and large we are still bullish on multifamily, particularly workforce multifamily. Low homeownership rates and
a growing population should result in
multifamily being a solid long-term investment.
Big-box retail continues to be challenging property type. With the exception for very well located assets, we
have not seen substantial growth in
those properties. With what seems to
be an ever-increasing online marketplace, most storefronts don’t need as
much physical space as they once required.
Taylor Grace: For 2017, we are most
bullish on industrial properties. With
the continued innovations in mode and
speed of product delivery — combined
with a still expanding shift to online
retailing — demand for distribution
space is expected to keep growing.
At this point in the commercial real
estate cycle, a person could make a case
for slight bearishness toward the entire market in general. This is primarily due to the rapid increases in value
since the Great Recession, relating to a
large compression in cap rates.
With interest rates now rising, cap
rates are also due for an uptick, although that uptick will be slower to
work its way through the markets.
All this being said, if we were forced
to pick a particular segment that we
are bearish on, it would likely be multifamily, as cap rates for this asset class
still seem to defy logic.
Chuck Patenaude: The multifamily market will continue to be bullish
through 2017. Rents will show moderate increases this year with a number of
new projects coming on line.
Renting is still the housing choice of

the millennials versus
owning, which will
continue to fuel the
multifamily market in
2017 and beyond.
We are bearish on
the hotel market.
There is lots of hotel
construction in process, which is causing Daniel
financial institutions Rosenberg
to push back on new Cohen Financial
construction.
Most
major markets are getting overbuilt with new hotels.
Igor Zhizhin: Class B and Class C
multifamily properties, particularly in
the top 10 markets, continue to demonstrate healthy fundamentals and resiliency in cap rates, vacancy factors and
volume of transactions.
What’s particularly important to
mortgage bankers is that these assets
continue to have the lowest delinquency rates among agency, CMBS and life
insurance company lenders, which allows for the easiest placement of leading rates and terms.
The asset class we are least positive
on is high-end, Class A multifamily.
It is a common sentiment that there is
a national softening for this property
segment.
Dennis Bernard: We are still seeing
quality, well-underwritten loans in
all the major food groups along with
seniors housing and industrial in the
Midwest. This is due to continued economic expansion and recovery in the
high-tech manufacturing economy.
The central business districts of Detroit
and Cleveland will see continued demand for office and multifamily loans.
HREB: Commercial loan maturities
are expected to surpass $400 billion in
2017, similar to 2016, and some $100
billion more than 2015 maturities. A
few years ago, some observers questioned whether lenders had the capacity to handle the anticipated surge in
loan requests. How has the so-called
“wall of maturities” played out in your
view? Any surprises?
Grace: The wall of maturities has
been met in force with a dramatic rise
in bridge lenders. It has also been assisted by a recovery in asset prices
that continues to grind forward, even

though it has slowed
recently.
The quantity of
well-funded bridge
lenders, outside of
large banks that
have
historically
controlled this segment of the financing market, has been Pat Minea
dramatic the last few NorthMarq
years. These lend- Capital
ers are funded from
a variety of sources,
including — but not limited to — family offices, pension funds, endowments
and private equity funds.
Minea: The wall of maturities continues to be managed naturally through
the recovery of the real estate market.
The properties that could be refinanced
or sold have been readily absorbed into
the market and financed in a variety of
ways with banks, life companies, agencies and debt funds. The remaining
properties that have not been ready for
the market to finance or acquire have
been extended for one to two years
through loan workouts and agreements with the special and master servicers.
This trend should continue for current and future maturities, but caution
may be in the air with rising interest
rates impacting the ability to get maximum proceeds for some properties that
are either overleveraged or need more
time to season before being refinanced
or sold.
The main surprise is that the CMBS
market has not come back in a stronger
fashion. The regulations, unpredictable
terms and other underwriting factors
have impacted their ability to be a serious player or get back to the $100 billion-plus origination levels that people
expected the last few years.
The banks, life companies and agencies have had plenty of products to
pick from and fill their allocations. The
gap from the CMBS void has largely
been filled by debt funds and non-bank
sources that are looking for return and
like the current market fundamentals.
Kadish: Many of the CMBS loans
that make up the wall of maturities
have been paid off in the past through
defeasance, which is a method of refi-
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Issuance in Billions of Dollars

U.S. CMBS Issuance by Year

After reaching $95 billiion in domestic CMBS issuance in 2015, the market experienced a sharp pullback in 2016 due in part to uncertainty surrounding new
risk retention rules that went into effect late in the year. The Dodd-Frank Wall Street Reform and Consumer Protection Act requires lenders originating CMBS
loans to keep “skin in the game” by retaining a 5 percent slice of each CMBS deal for five years.
Source: CRE Finance Council

nancing, or by replacing the old loan
with bonds to cover the remaining
debt-service payments and the maturity balloon payment at the end of the
loan term.
Other loans are no longer eligible for
refinancing because many properties
suffered defaults, and the loans were
terminated through foreclosure, asset
sale or note sale.
For the remaining loans in the wall
of maturities, the loans that were amortizing are mostly able to be refinanced
with CMBS, bank, or private lender
money, and allow the borrowers that
have held the properties for 10 years
to cash out some equity, which is very
pleasing to many long-term owners.
The most challenging properties to
refinance this year are going to be the
Class C suburban office buildings and
Class C hotels, which need significant
capital investments.
Rosenberg: In our experience, properties are being sold and refinanced.
Those property loans that have not
been sold or refinanced are being
worked through in servicing and many
are receiving short loan modifications

and extensions. From a historical perspective, special servicing delinquency
rates are still very low.
HREB: U.S. CMBS issuance in 2016
was approximately $63 billion, down
from $95 billion in 2015, according to
the CRE Finance Council. What led to
the pullback and what has been the
net effect on borrowers and the debt
financing market as a whole? Will total
issuance rebound in 2017?
Grace: The pullback in CMBS lending during 2016 was primarily caused
by new financial regulations that went
into effect at year’s end. These risk retention regulations put in motion by
the Dodd-Frank Act of 2010 require
lenders originating CMBS loans to
keep “skin in the game” by retaining a
5 percent slice of each CMBS deal for
five years.
While different formats for complying with these regulations are still being formulated, it generally caused
CMBS lenders to become more selective and conservative in their underwriting.
Many transactions that were set to
be originated during the fall of 2016

were also negatively affected by the
increased power of B-piece buyers to
ask for changes or loan “kick-outs” in
pools that were set to be the last securitizations before risk retention began in
late December 2016.
In addition to the new financial regulations, 2016 CMBS issuance was also
stymied by the global market rout in
February. This was primarily caused
by oil-induced fears in the high-yield
markets that caused participants to
offload positions in subordinate CMBS
debt and demand dramatically higher
spreads for new issuance.
Although this fear tempered going
into the summer, it remained a factor
in the lower annual CMBS issuance. At
MidCap, we believe that issuance in
2017 will be on par with 2016, barring
unforeseen market conditions.
Kadish: The CMBS world has a few
challenges this year, and servicing is at
the top of the list. The CMBS business
model never provided for sufficient
revenue to the servicers to hire enough
qualified employees to deal with the
thousands of loans on a timely basis.
Most servicers do not have the flex-
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ibility to approve anything without
approval from the bondholders. Therefore, anything that requires communication and approval from the servicers
is very challenging.
Part of this challenge is due to the
REMIC (real estate mortgage investment conduit) laws and part due to
the total volume of the loan business.
The challenge at the servicing level is
typically the elephant in the room that
many people in the industry do not
want to discuss.
The second challenge is the retrading that occurs between the time that
loans are applied for and when they
are closed, if the market moves.
We expect total issuance to be flat in
2017.
Zhizhin: There were many factors
that impacted primarily seasoned
CMBS lenders that led to more conservative underwriting guidelines
and higher debt yield ratios to hedge
against the painful experiences that
occurred during the recession. There
were also industry-wide changes, including risk retention regulations that
greatly impacted economic exposure
on non-performing loans.
Overall, the CMBS market will continue to see some erosion in market
share, but the active lenders will be
much more solvent and still play a
critical role, particularly in secondary
and tertiary markets. There will also
be changes in operational efficiencies
that will eliminate certain firms that
historically were operating in excess of
100 people that no longer can compete
with nimble, 20- to 25-person shops.
Rosenberg: The first quarter of 2016
was volatile for CMBS as spreads were
very volatile. When this occurs, borrowers tend to pull back from doing
CMBS loans and focus instead on finance options where they see certainty
of execution.
In the fourth quarter of 2016, the 10year Treasury yield moved more than
70 basis points post-election. The shock
of that movement to the real estate ecosystem was tough on CMBS and other
lenders as well.
For 2017, assuming no unusual
events, I expect annual CMBS issuance
to be between $75 billion and $100 billion, which I think is the new normal

and less than half of
the peak issuance of 10
years ago.
HREB: Were the
changes in financial
regulations stemming
from the Dodd-Frank
Wall Street Reform
and Consumer Protection Act too far-reach- Chuck
ing, or were they nec- Patenaude
essary following the Dougherty
Great Recession?
Mortgage
Bernard: Yes. There
is regulation, and then there is overregulation. The rules on high volatility commercial real estate coming out
of the Basel III accord have greatly
restricted commercial bank lending.
Even in the event that the Dodd-Frank
regulations reduce loan default risk,
they are prohibitive and are causing
lenders not to do loan modifications
now. That will lead to greater defaults
later.
Grace: The regulations were definitely too far-reaching. While a few aspects
of the legislation were positive, many
more aspects, including the CMBS risk
retention rules, were unnecessary and
have already negatively affected the
lending markets. At MidCap, we would
like to see the risk retention rules rolled
back entirely.
It is not too much to ask that the
purchasers of the CMBS bonds be
responsible for vetting all the inherent risks before buying. In this sense,
“skin in the game” should not be necessary. Let’s also remember that it was
not CMBS bonds that led to the Great
Recession, but rather their residential
mortgage bond cousins.
Kadish: The risk retention for CMBS
is causing significantly more underwriting and has caused many CMBS
lenders to cease operating, as the corporate officers need to certify the underwriting to the U.S. Securities and
Exchange Commission and the bondholders. This is good for the long-term
outlook of CMBS, but painful for many
borrowers that have either challenged
properties or challenged reporting capabilities. It remains to be seen if there
will be any loosening up of regulations
with the new administration in power.
Minea: The regulations and capital

reserve requirements
for banks have led
to higher borrowing
costs and increased
overhead for banks
and regulated lending institutions. Some
of the provisions may
have a good result for
undisciplined lend- Dennis
ing institutions, and Bernard
some will be punitive Bernard Financial
and result in a con- Group
traction in lending
capital and increased costs to borrowers.
It seems that the main outcome that
would help is clarity. It continues to be
unknown how some CMBS pools and
the risk retention requirements will be
treated from a capital reserve requirement perspective and the difficulties
that lie in finding B piece buyers that
can live with the risk retention responsibilities.
The market is going through a bit
of trial and error as it relates to structure and pricing for these pools. The
unknowns appear to be the biggest
negative at this point, including the
unknown of how much will ultimately
stick with the new administration.
Patenaude: Financial institutions
are overregulated due to Dodd-Frank.
Compliance requirements have become too large a part of our day-to-day
process. The cost of the compliance is
being passed on to borrowers. The new
presidential administration, with the
help of the Republican-led Congress,
will certainly make the necessary
changes to the Dodd-Frank law to be
more pro-business.
Zhizhin: The risk retention regulations that took effect in December 2016
as part of Dodd-Frank were without
question a fundamental change in the
industry. Lenders must effectively retain 5 percent of every loan originated
on their balance sheets to comply.
While the motivation was to discourage higher risk loans, it directly impacted the viability of the less solvent
CMBS lenders, effectively consolidating the industry and reducing the competitive landscape.
A new bill, the Preserving Access to
CRE Capital Act, was presented that
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would allow several exemptions from
the risk retention regulations. With the
Republican-dominated Congress and
presidency, there appears a high confidence across the industry that some
level of Dodd-Frank will be repealed.
This will be mutually beneficial to
lenders who can now compete with the
largest issuances and for borrowers in
tertiary markets that will not lose the
critical access to CMBS lifelines.
HREB: The 10-year Treasury yield
is up more than 100 basis points since
closing at 1.37 percent in early July
2016. What impact has that rise in the
10-year yield had on borrowing activity?
Patenaude: The rise in the 10-year
Treasury yield has had an impact on
our business, primarily the acquisitions that we had under application
prior to the increase in rates. Borrowers
have had to come up with more equity,
and some borrowers have decided not
to move forward with the acquisitions.
Loans in the process of closing since the
increase in rates have moved forward.
Borrowers have built the rate increase
into their analysis.
Bernard: It’s been a blessing and a
boom. Many borrowers have been sitting on the fence with regard to refinancing, or leaving floating-rate bank
loans due to wanting to get the lowest
rates. Now that rates are moving up,
borrowers are jumping in before they
go higher. Another motivating factor is
that with higher Treasury yields, prepayments have come down and thus
more borrowers are willing to pay to
lock into new, long-term low rates.
Rosenberg: The increase has certainly impacted transaction volume,
but more so on the acquisitions side. At
this point in the cycle, many times buyers need to “stretch” to make a transaction work and ultimately win the
transaction. When rates move 25 or 50
basis points, that can have a profound
impact on yields. We are in a recalibration period where cap rates will need
to adjust in order to account for the rise
in longer-term interest rates.
On the refinancing front, the increase
in rates has not been as profound on
borrowing activity because the loans
that we are paying off from 10 years
ago carried coupons that are between

5.50 percent and 6.25
percent. Rates today
are still lower than
they were 10 years ago
even with the increase
in the 10-year Treasury yield.
Kadish: Rates last
July were heaven, but
we’re not likely to see Igor
that again anytime Zhizhin
soon. Since the elec- American Street
tion, the 10-year Trea- Capital
sury yield has gone as
high as 2.63 percent. This has put many
refinancings on hold and pushed borrowers to five-year loans or other alternative loan structures.
Minea: We feel that the run-up will
probably push folks to move ahead
with fixed-rate financing sooner rather
than later now that it has occurred, and
rates are expected to continue to rise.
The 30-day LIBOR rate has also increased. That will make the fixed-rate
options more attractive in instances
where borrowers were picking up return from the fixed-rate versus floating-rate gap.
HREB: Mortgage bankers represent
a variety of capital sources. Is there one
capital source that particularly stands
out as being more aggressive than the
others?
Bernard: Thanks to our fellow taxpayers, the agencies (Fannie Mae and
Freddie Mac) remain aggressive and
competitive. They have a safety net
and thus artificially low rates. That’s
good for borrowers, but maybe not so
good for the taxpayers.
Minea: The non-bank sources, which
are expanding, are probably the most
active and aggressive today. These are
debt funds and other sources that are
looking for yield and are using creative
financing to enhance yields by providing bridge and mezzanine debt options
to borrowers.
The last few years have been good
for the banks. They have expanded
their portfolios and been aggressive in
gaining market share and expanding
into other areas for fixed-rate debt and
additional lines of business beyond traditional bank lending.
The banks may slow a little if shortterm rates continue to rise and the capi-

tal requirements become an issue for the
loans that may stay
on their books longer
than they anticipated for stabilizing or
seasoning. Also, the
slowing of new construction will have an
impact on the banks’ Taylor
volume.
Grace
The life compa- Midwest Capital
nies have steadily Funding
increased allocations
and portfolio growth, and the CMBS
market has struggled to gain market
share. The life companies will continue
to be active and aggressive because
they have larger allocations to fill.
HREB: What area(s) of the lending
business provide the biggest growth
opportunities for your company today? What is your biggest challenge?
Patenaude: The multifamily business provided us the most growth for
our company in 2016, and we expect
the same in 2017. As an agency lender
(Fannie Mae and FHA), our biggest
challenge is GSE reform and how that
will affect our multifamily business going forward.
We have had great success growing
our agency business under government control, but there is an amount of
uncertainty with the new administration.
Based on the early indication of what
has been released by the new administration, it is proposing to take the GSEs
private again. We see that as a positive
for our business.
Rosenberg: Let’s assume that no
major political policy changes are being considered for our industry and
that the new administration will have a
positive impact on the industry overall.
If that’s the case, Cohen Financial
believes the industrial and multifamily areas of the commercial real estate
lending business offer good growth
opportunities. Industrial properties
are a desired loan class and multifamily will continue to remain a good loan
class for the next few years.
Most investors who own industrial
properties in their portfolios continue
to be net buyers. The advantages of
industrial are its continued strong de-
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mand drivers, restrained construction,
and lower perceived risk.
Zhizhin: I believe the greatest lending opportunity in 2017 for mortgage
bankers is identifying stable debt funds
that offer competitive, non-recourse
bridge financing to allow legacy CMBS
borrowers with challenging situations
to buy enough time to either sell or be
refinance-eligible.
HREB: Are there any wild cards that
could affect the volume of commercial
real estate lending activity in 2017?
Bernard: The biggest wild card is
the only one everyone is talking about,
and that is the new White House administration. No one as of today really
knows what will happen, good or bad.
The financial and economic markets
never like uncertainty. Of course, everyone is filled with optimism, but we
really don’t know.
Rosenberg: The wild cards are external to commercial real estate and are
tied to political risk domestically and
global risks that could roil the markets.
Grace: On the positive side, if the
new presidential administration were
to be successful in a wide-ranging rollback of regulations, it would likely
push commercial real estate lending
volume higher. A more likely scenario,
however, is relatively small changes
to regulatory reform that have a much
more subdued impact.
Kadish: The 2017 wild card is undoubtedly interest rates. When they go
up, we all slow down. n
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