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When will a market for distressed real estate materialize?
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“We’re starting to see cracks in the foundation.” -Laura Dietzel, RSM US Partner, Real Estate Senior Analyst

KEY TAKEAWAYS: 

	• Transactions are slow, as there is still a bid-ask gap between buyers and sellers of distressed assets. But the gap is 
expected to narrow as we head into 2021.

	• Lenders are likely to create a market in distressed assets by tightening their belts and forcing borrowers out of forbearance.
	• A market for preferred equity investments could presage a wider market for distressed acquisitions.

While a global recession has set in, it has not yet resulted in a robust trade in distressed assets, as some experts expected. Many 
real estate owners have been able to bolster their businesses with government assistance, and lenders have been willing to delay 
payments, placing loans in forbearance and extending payment dates. 

Those efforts have temporarily shielded many owners from the brunt of the current crisis. As a result, owners in distress have 
not dropped the asking price for their assets as much as might be expected given their current cash flow and future prospects, 
rebuffing bearish investors who might be interested in acquiring their assets for heavily discounted prices.

“I don’t think you’ve seen prices as low as many people expected, especially in asset classes where the virus didn’t hit as hard,” 
RSM US Partner and Senior Real Estate Analyst Laura Dietzel said. “But there is a ton of capital waiting on the sidelines for when 
distress sets in.”

If government funding slows and lenders begin to tighten their belts, experts believe owners could be forced to make tough 
decisions about the future of their investments. 

“The outlook is bleak,” said Kevin Urgo, principal of Urgo Hotels, an ownership group with more than 4,500 rooms operating and 
an additional 1,700 under construction in major markets throughout the United States, Canada and the Caribbean. “Eventually, 
the sand will run out of the hourglass, and borrowers won’t have capital available. 

Already, Urgo is seeing a boom in preferred equity investments as cash-strapped owners scramble to pump liquidity into 
their portfolios. 

In the hospitality market alone in July, there were around $20 billion in delinquent loans from commercial mortgage-backed 
securities. Demand for hotels is not projected to recover to pre-pandemic levels until 2023 or after, and an additional $29 billion 
in CMBS loans for hospitality are maturing over the next two years.

TIPPING POINT 

Once lenders stop offering 
forbearance and begin 
cutting their losses with 
borrowers, a distressed 
market is likely to form.
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“How will you shine in a difficult environment for fundraising? Maybe it’s technology, reporting or a focus on 
social impact. Those long-term relationships are what matter.”  -Laura Dietzel, RSM US Partner, Real Estate 
Senior Analyst

“At this point, investors may be more comfortable with the idea that they may not be able to meet in person 
prior to investment.”  -Gloria Viniar, Vice President, Investor Relations, Cross Lake Partners

KEY TAKEAWAYS: 

	• There is a strong appetite for distressed acquisitions among equity investors, but they expect more than just returns.

	• Smaller funds may be best off returning to established partners rather than reaching out to new investors. 

	• Fund managers and general partners can offer more personalized or more attractive terms to bring in new capital.

While the pandemic has wiped out value in some sectors of real estate, many investors have been stockpiling capital for years in 
preparation for the next downturn, and now there is no shortage of dry powder ready to be deployed into the market. Early tabulations 
suggest that there may be hundreds of billions of dollars poised to go after distressed assets in real estate. 

Much of that money is likely to be shuttled into megafunds operated by a handful of global investment managers. In a time when 
returns are uncertain, investors will likely look for track record, speed and size when choosing where to park their capital.

That doesn’t mean that smaller and midsized funds won’t be able to raise capital, but they may have more luck raising equity with 
existing investors with whom they have a history of competitive returns.

“Any time we feel anxious, we go back to what we know,” Dietzel said. “Funds are going to have the most success with their current 
investor base.”

Smaller funds can also differentiate themselves by taking on specific goals with their investments, like social justice impact, climate 
action or environmental, social and corporate governance, or ESG. In the current political climate, Dietzel said, investors may have more 
of an appetite for investments that they know are helping to rebuild underserved communities. 

At the outset of the pandemic, new investors were hesitant to make financial moves without having met in person, according to Cross 
Lake Partners Vice President of Investor Relations Gloria Viniar. But most have now adapted to the new normal, she said, which has 
opened the doors to holding virtual meetings and webinars to raise equity capital.

Though many investors have had their values affected by the coronavirus, there is an appetite for purchases. In a Bisnow survey, 
90% of respondents reported that they would be willing to make an acquisition if it made financial sense.

Equity raising

TIPPING POINT

Middle market funds can 
bring in more equity by 
offering more favorable 
terms to LPs, but 
may be better off just 
sticking with investors 
who trust them. 

WHEN WILL A MARKET FOR DISTRESSED 
REAL ESTATE MATERIALIZE?

EQUITY RAISING

DEBT RAISING

SOURCING DISTRESSED DEALS

TAX CREDITS AND DEAL STRUCTURE

VALUING A DISTRESSED ASSET

PITFALLS AND OPPORTUNITIES IN 
DISTRESSED INVESTING

FUND OPERATIONS AND MANAGING 
INVESTORS



4

Debt raising

“The market is awash in capital. The question is how expensively are you willing to finance your project?”   
-Laura Dietzel, RSM US Partner, Real Estate Senior Analyst

KEY TAKEAWAYS: 

	• With banks and senior lenders feeling risk-averse, senior debt loan-to-value rations (LTVs) have dropped 10 to 20 percentage 
points, leaving gaps in capital stacks.

	• While there is no shortage of private debt, mezzanine debt and CMBS lenders in the market, funds may be best off working 
with established lending relationships. 

	• The promise of low federal interest rates creates an environment for stable long-term yields. 

Institutional lenders have been pulling back on their willingness to finance real estate deals. Before the pandemic, LTVs for senior debt 
were between 80% and 85%, Dietzel said, but those numbers have now dropped to between 55% and 75% as senior lenders look to 
protect their financial positions. 

However, senior debt providers may be willing to offer more attractive financing to borrowers that they’ve worked with before or who 
have established track records in distressed investing or recapitalizing assets. Dietzel suggested firms exhaust all of their existing 
relationships with lenders to find the deal terms most suitable for their fund or project. 

While general partners may be able to make up some of those gaps by raising more equity, it’s likely that they will have to turn to 
another source of debt to fill out their capital stacks. And with low interest rates creating high liquidity in the market, there is no shortage 
of other debt sources: mezzanine debt players, CMBS lenders, life insurance companies, private debt funds and even hedge funds may 
be willing to provide funding for distressed projects. 

But even these private sources of capital may have shrunk their LTV tolerance, Dietzel said, and with these sources asking for anywhere 
from 8% to 14% guaranteed returns, fund managers will have to carefully negotiate and project their return rates to make sure that they 
can achieve the yield investors expect.

The Federal Reserve has made it clear that it has no intention of raising interest rates any time soon, which has led to a flurry of 
recapitalizations across the real estate market. That low interest rate environment could offer high risk-adjusted long-term returns for 
investors who are willing to take a longer view, but may not matter to distressed investors who are looking for shorter hold times and 
higher value-add projects. 

The debt that funds can raise is also going to be highly dependent on their project details, location and type. While some asset classes, 
like industrial or multifamily, might not raise eyebrows with lenders, others may be a tougher sell. 

“Funds will need more than just luck to get debt on hospitality and retail properties,” Dietzel said.

TIPPING POINT

Taking on debt may be 
necessary for making 
the large acquisitions 
that funds have in 
mind, but taking on 
too much mezzanine 
and private debt will 
lower levered returns.
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Sourcing distressed deals

“A lot of deals are getting done without making it into the public markets. It takes a deep knowledge of the 
market and neighborhoods with boots-on-the-ground intelligence to understand block by block how an asset 
will perform.”  -Laura Dietzel, RSM US Partner, Real Estate Senior Analyst

KEY TAKEAWAYS: 

	• Not all distressed assets are alike: Some may just need recapitalization, while others may need considerable expenditure to 
turn them into something new. 

	• There could be immense competition for the best assets, leading to bidding wars and lower yields. Investors should be realistic 
in their underwriting and bidding to make sure they don’t overpay.

	• While many assets may be selling at deep discounts, investors need to consider their viability in terms of post-pandemic income. 

Some distressed assets may simply be overleveraged and need recapitalization. These deals could include perfectly healthy assets 
whose owners  took on too much debt. With the immense amount of capital waiting to purchase distressed assets, competition is likely 
to be fierce for on-market deals in this category, and investors should be careful that they are not overpaying and locking themselves 
into a low-yield investment.

But other opportunities may require heavier value-adds. While these deals are riskier, they present a chance for investors to remake 
entire assets, potentially driving higher yields. 

“With the deals that just require recapitalization, firms can make their profits upfront just by working through complex restructuring and 
putting properties on more stable footing,” said Cross Lake Partners Managing Partner Jonathan Shumaker. “If on top of that you add 
some sort of repositioning to create value and manage the asset better, that is where you can find the really outsize returns.”

Dietzel described how many funds are likely going to want to deploy capital into sectors like industrial, family or even land deals—all 
of which are asset classes that have not been overly damaged by the coronavirus pandemic. But with all the funds chasing the same 
deals, the highest bidder may not actually be deriving the same yield as a more choosy investor who is able to find a value-add project 
in a lesser-known market. 

Firms that were heavily invested in hard-hit asset classes like hospitality and retail may find it difficult to search for new deals when 
they are devoting so much of their workdays to time-consuming workouts with tenants and lenders at their own distressed properties. 
Shumaker suggested that these firms may be able to compartmentalize by having some of their asset managers focus exclusively on 
new deals. 

Urgo Hotels Principal Kevin Urgo described how his fund is explicitly avoiding big-box hotels most of whose demand derives from 
group business, as he believes leisure travel and corporate travel will recover far more quickly than group travel and conventions. 

TIPPING POINT

If investors jump too 
early, they may end up 
overpaying for a deal. 
Too late, and some of 
the most attractive 
investments may already 
have been snapped up. 
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“Sponsors never think about these programs enough.”  -Debbie Singer, RSM US Great Lakes Credits and 
Incentives Leader

KEY TAKEAWAYS: 

	• There are far more tax incentives than the handful of federal programs that developers typically know about, including local 
utility incentives and job creation incentives.

	• Tax increment financing can be an extremely useful addition to a developer’s capital stack, but it takes an intimate knowledge 
of a jurisdiction’s regulations. 

	• Especially for larger value-add acquisitions, tax incentives can make projects more feasible by lowering the long-term 
operational costs of development

While sponsors may rightfully be focused on sourcing deals and raising capital, they should not overlook the impact of tax incentives on 
the deals they choose. While tax programs may not turn a bad deal into a good one, they can significantly lower long-term development 
costs and drive higher yields on projects with slim margins. 

New Markets Tax Credits, which incentivize development in underserved areas, function similarly to very cheap senior debt in a capital 
stack. Because the loans do not require principal to be paid for the first seven years, they allow developers to more quickly see higher 
cash flow on their projects and pay down more expensive pieces of their debt.

Tax increment financing, or TIF, programs can also make it easier to create new developments by lowering property taxes and other 
long-term costs for a project. But getting approval for a TIF district requires a strong relationship with the city in question, and every 
city’s TIF approval process is unique, said RSM US Great Lakes Credits and Incentives Leader, Debbie Singer. 

Beyond these programs, though, there are often dozens of local programs to incentivize new development, including discounts on 
utilities and incentives for job creation, some of which can provide cash directly to developers, rather than just lowering their costs. 
Especially for developers making acquisitions in new markets, working with a professional who lives and breathes incentives can unlock 
new value in their projects. 

Types of utility benefits vary across the country; however they frequently come in the form of utility tax reductions or rate reductions. For 
example, projects within the geography served by the Tennessee Valley Authority (TVA) could access tax credits related to expanded 
operations. The TVA also offers performance grants for certain new and expanding companies in the region.

Tax incentives will likely play their most important roles in large-scale projects that rethink the highest and best use of assets. They are less 
important for recapitalization deals, Singer said, than they are for a deal that brings a new manufacturing facility to a graying industrial area, 
or brings a grocery store to a food desert. 

“These incentives are most crucial for projects that are creating and retaining jobs and providing benefits to a low-income community,” 
Singer said. “That’s where the world of distressed acquisitions and the world of social impact can be one and the same.”

Tax credits and deal structure

TIPPING POINT

Tax incentives are likely 
to be able to boost 
yields on properties 
that developers already 
believe in, but they 
usually won’t turn a bad 
deal into a good deal.
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“You have to understand the rationale for the distress. Is it asset mismanagement, regressive capital 
structures, the market dislocation or a combination of the three? Once a buyer understands the rationale, 
they can focus on the areas where they can make changes” -Ben Gibbons, RSM Canada, Partner, Transaction 
Advisory Services Leader

KEY TAKEAWAYS: 

	• When projecting the cash flow for a distressed asset, investors will likely want to build in a premium to pre-pandemic discount 
rates based on the risk and uncertainty of the current market.

	• Acquiring a distressed deal at auction requires a frenzy of due diligence in a short time period, but can mean a quicker closing  
and more time to apply a development plan.

	• Competition is lower for off-market deals, but there are fewer controls in place to weed out the root cause of the  
asset’s distress. 

The central question of distressed investing is “How much should I be willing to pay for an asset that’s in trouble?” The answer depends on 
numerous factors, from the current state of the market,  projections for the future and what put the asset in distress in the first place.

Owners of distressed assets by and large are working to keep their deals afloat with the hope of a quicker recovery, while potential 
buyers are biding their time, waiting for pricing to come down on distressed assets and debt.

“Some folks have argued that in the early sales we’ve seen, the early buyers were paying too much and not fully reflecting the amount 
of pain in the market,” Shumaker said. “It’s tricky to make sure that you’re not overpaying. You have to have a view on huge forces, like 
how long the recovery is going to take, and hyper-local demand drivers, like housing preferences and commute times.”

In the early stages of the distressed market, buyers may look for deals off-market, scouring debt maturity records to find owners who 
may not be able to recapitalize their holdings. Searching for off-market deals can mean less competition than for assets at auction and 
a wider window for laying out a development plan, but these deals can take a very long time to materialize, according to Jon Marshall, 
valuation director at RSM US.

“Off-market deals are a less controlled environment,” Marshall said. “In an auction setting, there are controls in effect. A buyer has 
to qualify for financing and there’s a structure to the relationship. In an off-market setting, the rules are really just between the seller 
and buyer.”

When they bring a distressed asset or debt to auction, a lender will likely provide a full picture of what has caused the asset to become 
distressed. But auctions may draw more competition than off-market deals, and may only give buyers a few weeks to undertake their 
own due diligence and underwriting and decide whether or not to make a bid.

Valuing a distressed asset

TIPPING POINT

While upping the discount 
rate for an asset can 
drive its price down, 
investors need to make 
sure they can actually 
create something out of 
a distressed asset once 
they own it. Will demand 
for the asset return in  
the future?
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Especially in such a tenuous and unpredictable market, the due diligence process will have to be exhaustive, looking not just at the 
asset’s fundamentals, but examining the creditworthiness of its tenants, whether it has any outstanding liens or encumbrances, and 
how demand for the asset will recover over the coming years. 

“When assets were trading hands quickly a few years ago, an investor might have taken a cursory look at the tenants, and a select few 
might have looked at them with more depth,” Gibbons said. “Broad-based and deep net-operating-income examinations were not 
usually part of due diligence. Now, with demand for every industry at risk, they are compulsory.”

Even on newly constructed assets in prime locations, Gibbons said that buyers will likely want to add a premium to pre-pandemic 
unleveraged discount rates. This premium allows them to offset some of the uncertainty surrounding the real estate market in general. 

In real estate, discount rates typically range between 6% and 14% depending on the asset in question. For some of the harder hit 
asset classes like retail and hospitality, that discount rate may rise to between 12% and 25%.

When projecting NOI into the future, investors cannot simply use pre-pandemic numbers, as some industries may have changed for 
good. According to RSM US Valuation Director Patrick Guthrie while industries like food and beverage may return to normal levels, 
others, like retail and hospitality, will likely be transformed for the long term.
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Pitfalls and opportunities in distressed investing

“You have to be very careful when acquiring and modifying notes of distressed debt. We have seen issues among 
middle market firms who did not fully understand the tax ramifications. When decisions have to be made quickly, 
details can get lost” -Marlon Fortineaux, RSM US Tax Partner

KEY TAKEAWAYS: 

	• Investors who purchase distressed debt may trigger “phantom income” and significant tax exposure.

	• Buyers can minimize tax exposure if they intend to acquire debt to ultimately obtain real estate secured and plan on 
repositioning or significantly improving their investment.

	• Investors looking to purchase assets in Canada should understand local tax laws, including the lack of like-kind exchanges and 
a hefty provincial land transfer tax.

Buyers looking to purchase distressed debt need to think about 
more than just what they should be willing to pay. They also need 
to consider the tax implications, because a misstep could result in 
serious exposure.

If a buyer doesn’t pursue a debt workout with the borrower but 
holds the note to maturity the market discount rules come into 
play which requires the buyer to recognize ordinary income (rather 
than capital gain) related to the discount to face. In addition, if 
a buyer purchases nonperforming debt with the intention of 
pursuing a debt workout with the borrower, it could create so-
called “phantom income” as it could be considered a significant 
modification of the original debt instrument,  Fortineaux said. 

For example, a bank that wants to get a $100 million non-
performing debt off of its books may sell that debt to a buyer for 
$80 million. However, because the note is still at face value worth 
$100 million, the buyer will recognize $20 million in ordinary income 
if it ultimately receives the full face value of the note. Buyers can 
potentially trigger the same phantom income during negotiations 
with the original borrower if they make significant modifications to 
the terms of the existing note, so firms that want to hold onto debt 
should always consult a tax expert before making modifications to 
debt agreements.

A similar pitfall exists for buyers who intend to acquire distressed 
debt as a mechanism to acquire the underlying real estate securing 

the loan and the value of the property exceeds the amount paid 
for the debt.  For example, if a buyer purchases a debt note worth 
$100 million for a property that is valued at $120 million, and then 
attempts to foreclose on the property, they may also see $20 million 
in phantom income. 

“At the end of the day, tax law doesn’t always align to the 
economics of the real world,” Fortineaux said. “There’s always 
a solution to the problem, it’s just a question of bringing in a tax 
advisor to navigate the issues during the due diligence process.”

Investors looking to Canadian markets for distressed assets 
should keep a few key tax considerations in mind. 

	• Like-kind exchanges, often referred to as 1031 exchanges 
in the United States, are not part of Canadian tax law, so 
investors will not have the opportunity to exit a real estate 
holding through a like-kind exchange.

	• Ontario exacts a heavy land transfer tax for purchases 
in the province. Buyers may be able to avoid the tax by 
purchasing an asset’s debt, or by purchasing shares in an 
asset, rather than the land itself, but any foreclosure will 
put the land into the buyer’s hands for tax purposes. 

	• Canada’s tax authorities treat LLCs differently from 
the United States, and most investors prefer to use a 
partnership rather than an LLC in Canada.

TIPPING POINT

Though purchasing 
distressed debt and 
assets can require speed, 
investors need to slow 
down enough to get 
their arms around the 
potential tax ramifications 
of any acquisition.
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“Commercial real estate owners know that half the work of construction is setting the foundation exactly 
right. Getting your data in place serves as the foundation for future growth in your firm.”  -Troy Merkel, RSM US 
Partner and Real Estate Senior Analyst

KEY TAKEAWAYS: 

	• Fund managers may be sitting on a treasure trove of data on past transactions that can aid them in sourcing and evaluating new 
distressed deals. Leveraging that information may require them to rethink their data management and back-office strategies.

	• Investors expect far more than just quarterly or monthly reporting. Dashboards and mobile-friendly insights can help ensure 
investors feel informed and secure.

	• Funds need to prepare for a future in which work, meetings and even acquisitions happen remotely. The pandemic has 
provided an impetus for a long-needed investment in technology.

Middle market funds looking to make distressed acquisitions are 
likely to find themselves in a competitive market, going up against 
other, sometimes larger, funds for the same deals. Firms may 
be able to use their own historical data to source new deals and 
evaluate existing deals faster than their competitors.

“Real estate has traditionally been slow to invest in tech, but as they’ve 
seen some tech-based upstart competitors grow quickly, their eyes 
have been opened,” said Troy Merkel, a partner and senior real estate 
analyst at RSM US. “The pandemic is creating an understanding that 
data has value and that everyone can harness it.”

Funds likely have reams of historical data on asset performance, 
often during downturns that may be able to help them identify 
patterns and seek out properties that might perform well coming 
out of the current recession. 

Firms don’t have to stop with their own portfolios, either. Often, 
they also have data on deals they decided not to pursue. By cross 
referencing that with asset performance data, they may be able 
to see which deals they ought to have done, and which deals they 
were right to overlook. 

Extracting valuable historical data is an integral part of bringing 
investment funds into the world of modern technology, Merkel 
said, but other updates can be just as important. Smaller shops 
may still be working off of spreadsheets that are localized to a 
single computer, or performing tedious data entry tasks. Robotic 
process automation software and cloud-based solutions for the 
back office let fund managers churn through potential deals more 
quickly rather than focusing on tedious data entry tasks.

“It’s not easy to find the diamond in the rough in this market,” Merkel 
said. “If you can speed up your due diligence and your analysts can now 
review 10 times as many deals as they could before, that will help you 
deploy capital more effectively and make your investors money.”

With the pandemic, even high-stakes deal signings may be happening 
remotely, increasing the need for tech solutions to keep work flowing.

Sellers of distressed assets also have expectations for their 
potential acquirers, especially when it comes to cybersecurity. If 
they are considering an off-market deal, sellers may be looking 
for their buyers to have discretion, and protecting transaction 
information from hackers and other malicious entities can keep 
their data safe.

TIPPING POINT

By making an investment 
in backend technologies, 
funds can free up their 
employees to work more 
effectively, driving higher 
returns for investors.

Fund operations and advisory
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