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Commercial Real Estate Debt

Nearing the Peak
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As we near the end of the current expansion cycle,
investors will continue to see attractive real estate debt
opportunities.
Commercial real estate cycles tend to flow from recovery to expansion, peak after
a period of new construction and declining vacancies, and then turn from hypersupply into a recessionary period as construction declines and vacancies start to
rise (see chart, top right). As we begin 2019, we are climbing toward a cycle peak,
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but not yet ready to descend from the mountain.
Vacancies across all real estate sectors remain low, even as we are starting to see
net income growth beginning to slow (see chart, bottom right). Absorption of
new product continues to be strong. Dodge Data & Analytics forecasts that total
U.S. new construction starts in 2019 will total approximately $808 billion, in line
with total new construction starts for 2018. However, Dodge notes that the rate
of expansion in the U.S. construction industry has moderated over the past three
years, consistent with historical patterns that typically emerge as an expansion
matures. Dodge’s proprietary Momentum Index, which measures the initial report
for commercial building projects in planning, is also falling, indicating that planned
projects likely to lead to new construction spending are declining.
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Real estate investors are beginning to face headwinds, but the market is unlikely
to see any material downward cycle trend until supply begins to overtake demand.
With 10-year U.S. Treasury yields falling and the yield curve flat, loan terms of five
and seven years are more attractive for lenders. Unique value-added opportunities,
such as the planned conversion of the former Westside Pavilion Mall in Los Angeles
into creative office space for Google, are also allowing investors to unlock value
in underused properties in attractive locations and create debt opportunities for
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higher-yield bridge financing investments. Respondents to the Mortgage Bankers
Association’s 2019 Commercial Real Estate Outlook Survey predicted strong
demand from both borrowers and lenders for mortgage loans in 2019, albeit a bit
weaker than in 2018, and capital sources remain plentiful for real estate investors.
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This article is distributed for informational purposes only and should not be considered as investing advice or a recommendation of any particular security, strategy or investment product. It contains opinions
of the authors but not necessarily those of Guggenheim Partners or its subsidiaries. The authors’ opinions are subject to change without notice. Information contained herein has been obtained from sources
believed to be reliable, but are not assured as to accuracy. Past performance is no guarantee of future results.
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The Commercial Real Estate Sector Has Room to Run

Commercial real estate cycles tend
to flow from recovery to expansion.

Market Cycle Quadrants
Phase II – Expansion

toward a cycle peak, but not yet
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ready to descend from the mountain.
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As we begin 2019, we are climbing

Increasing Vacancy
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Phase I – Recovery

Phase IV – Recession

Source: Mueller, Real Estate Finance, 2016.

Vacancies Remain Low Even as Net Operating Income Growth Slows
NOI Growth % (LHS)

Vacancies across all real estate sectors
remain low, even as net income growth

Vacancy % (RHS)
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Source: Guggenheim Investments, NCREIF, Morgan Stanley Research. Data as of 12.31.2018. Shaded areas represent periods of
recession.

Investing involves risk. In general, the value of fixed-income securities fall when interest rates rise. High-yield securities present more liquidity and credit risk than investment grade bonds and may be subject
to greater volatility. Asset-backed securities, including mortgage-backed securities, may have structures that make their reaction to interest rates and other factors difficult to predict, making their prices
volatile and they are subject to liquidity risk. Investments in floating rate senior secured syndicated bank loans and other floating rate securities involve special types of risks, including credit risk, interest
rate risk, liquidity risk and prepayment risk. Guggenheim Investments represents the following affiliated investment management businesses of Guggenheim Partners, LLC: Guggenheim Partners Investment
Management, LLC, Security Investors, LLC, Guggenheim Funds Investment Advisors, LLC, Guggenheim Funds Distributors, LLC, Guggenheim Real Estate, LLC, GS GAMMA Advisors, LLC, Guggenheim Partners
Europe Limited and Guggenheim Partners India Management. ©2018, Guggenheim Partners, LLC. No part of this article may be reproduced in any form, or referred to in any other publication, without express
written permission of Guggenheim Partners, LLC.

