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Debt funds as credit providers – alterna-
tive or addition to bank loans?

by Michael Morgenroth, CEO Caerus Debt Investments AG

5V[�HSS�KLI[�M\UKZ�HYL�[OL�ZHTL��^OPJO�PZ�^O`�[OL�X\LZ[PVU�
in the heading cannot be answered with a straight “yes” or 
“no”, but in theory the initial answer is “both”. 

Strategies and terms and conditions of debt funds

The European Association for Investors in Non-Listed Real 
,Z[H[L�=LOPJSLZ��059,=��J\YYLU[S`�KPZ[PUN\PZOLZ�Ä]L�PU]LZ[-
ment strategies being pursued by debt funds in the area 
VM�JVTTLYJPHS�YLHS�LZ[H[L�ÄUHUJPUN��;OL�ZLUPVY�KLI[�M\UKZ�
PU]LZ[�PU�SVHUZ�^P[O�HU�3;=��SVHU�[V�]HS\L��YH[PV�\W�[V������
while subordinated debt funds specialise in junior and mez-
aHUPUL�SVHUZ��3;=�VM����������>OVSL�SVHU�M\UKZ�JV]LY�IV[O�
ranges.

(Z�ZOV^U�PU�[OL�[HISLZ�ILSV^��-PN����HUK�-PN������[OL�]HYPV\Z�
Z[YH[LNPLZ�KPɈLY�ZPNUPÄJHU[S`�PU�[OL�^H`�[OL�[LYTZ�HUK�JVUKP-
tions are formulated (pricing, duration, loan amounts) due to 
[OL�KPɈLYLU[�YPZR�WYVÄSLZ�VM�[OL�PU[LUKLK�ÄUHUJPUN�[YHUJOLZ�
and the returns investors look for as a result.

Regulation triggers quest for alternative or additional 
ÄUHUJPUN�VW[PVUZ

;OL�X\LZ[PVU�HZ�[V�^OL[OLY�KLI[�M\UKZ�JHU�IL�\ZLK�HZ�HU�
alternative or in addition to bank loans is being asked pri-
marily as a result of changes in the regulatory environment. 

;OL�PUJYLHZLK�JHWP[HS�YLX\PYLTLU[Z�MVY�
loans under Basel III is forcing banks 
[V�PUJYLHZL�[OLPY�LX\P[`�HUK�\ZL�P[�TVYL�
ZLSLJ[P]LS �̀�-VY�[OPZ�YLHZVU��LX\P[`�
has to be strengthened by adding to 
reserves and/or reducing risk expo-

Z\YL��6UL�JVUZLX\LUJL�PZ�HU�PUJYLHZL�PU�SVHU�THYNPUZ�¶�P�L��
borrowing becomes more expensive. Another is that banks 
also reconsider their real estate loan portfolios and decide 
[V�YLK\JL�[OLT��0M�[OL�LX\P[`�ZP[\H[PVU�PZ�[PNO[��H�YLK\J[PVU�
in the loan portfolio is often the only solution for credit 
institutions.

/V^L]LY��[OPZ�KVLZ�UV[�ULJLZZHYPS`�SLHK�[V�ÄUHUJPUN�JVU-
straints for real estate projects and real estate transactions. 
0U�[OL�HYLH�VM�ZLUPVY�SVHUZ��P�L��^P[O�HU�3;=�VM�\W�[V������^L�
KV�UV[�J\YYLU[S`�KL[LJ[�H�JYLKP[�ZX\LLaL�

Firstly, given that Pfandbrief (German mortgage bond) cover 
PZ�H]HPSHISL�MVY�[OPZ�RPUK�VM�SVHU�[V�]HS\L�YH[PV��YLÄUHUJPUN�
is not a problem for credit institutions. Secondly, there is 
Z\ɉJPLU[�I\ɈLY��PU�TVZ[�JHZLZ��ILJH\ZL�HKKP[PVUHS�ÄUHUJ-
PUN�JVTWVULU[Z�VM�HWWYV_������JHU�IL�HJJLZZLK��(UV[OLY�
factor is that in addition to foreign banks, which favour the 
German real estate market because of its relatively low level 
of volatility, insurance companies are also increasingly dis-
covering this as an area for doing business. The Solvency II 
YLN\SH[PVUZ�HYL�THRPUN�KPYLJ[�PU]LZ[TLU[Z�PU�¸YLHS�LZ[H[L�LX-
uity” more expensive for insurers, and this in turn is making 
investments in debt capital relatively more attractive. The 
investment universe of typical German insurers is changing. 
Alternative investments with a real estate basis – especially 
loans – are increasingly becoming a focal point for insur-
ance companies.

.LYTHU�THYRL[�MVY�JVTTLYJPHS�YLHS�LZ[H[L�ÄUHUJPUN�[VV�
competitive for senior loan funds

For this reason, we do not see much demand for senior 
loan funds in Germany and therefore do not believe they will 
OH]L�OPNO�JOHUJLZ�VM�Z\JJLZZ��;OLYL�PZ�Z\ɉJPLU[�JVTWL[P-
[PVU�MVY�[OPZ�[YHUJOL�VM�ÄUHUJPUN��0U�[OPZ�JV\U[Y �̀�[OPZ�PZ�[OL�
[LYYP[VY`�VM�[OL�TVY[NHNL�IHURZ��^OPJO�UV[�VUS`�ILULÄ[�MYVT�
years of risk management experience, but are also capa-
ble of taking on large-volume loans. What is more, the use 
VM�7MHUKIYPLML�MVY�YLÄUHUJPUN�TLHUZ�[OL`�JHU�PZZ\L�[OLZL�
loans on substantially more attractive terms than a senior 
KLI[�M\UK�JV\SK�\UKLY�UVYTHS�JPYJ\TZ[HUJLZ��ZLL�-PN�����

Mezzanine capital provided by debt funds closes the gap 
caused by Basel III in the area of junior/subordinated loans
(Z�[YHKP[PVUHS�SLUKLYZ�[LUK�[V�JVUJLU[YH[L�VU�ÄUHUJPUN�
[YHUJOLZ�^P[O�HU�3;=�VM�\W�[V������H�ÄUHUJPUN�NHW�VM�
�������HYPZLZ�MVY�J\Z[VTLYZ��<USLZZ�P[�JHU�IL�ÄSSLK�^P[O�
LX\P[ �̀�[OL�ZOVY[MHSS�OHZ�[V�IL�THKL�\W�MYVT�V[OLY�ZV\YJLZ�VM�
ÄUHUJPUN�

This “mezzanine” capital can be provided by debt funds, 
which specialise in this area.

The resulting cooperation between the mortgage bank and 
[OL�KLI[�M\UK�YLX\PYLZ�IV[O�WHY[PLZ�[V�ZPNU�HU�PU[LYJYLKP[VY�
HNYLLTLU[��5V^HKH`Z��TVZ[�IHURZ�HYL�ZPNUPÄJHU[S`�SLZZ�
reluctant to enter into such an arrangement than in the past. 
However, this also means that the debt funds have to know 
HUK�\UKLYZ[HUK�[OL�ZWLJPÄJ�YLX\PYLTLU[Z�IHURZ�THRL�VU�
these types of arrangements.

,_J\YZ\Z!�4HYRL[�MVY�TLaaHUPUL�JHWP[HS�PU�.LYTHU`

If you assume the total volume of German real estate loans 
[V�IL�Á����IPSSPVU��^P[O�����ÄUHUJLK�I`�LX\P[`�HUK�����I`�
KLI[��VM�^OPJO�����PZ�H[[YPI\[HISL�[V�ZLUPVY�SVHUZ�HUK�����
to mezzanine capital, the total market potential for mezzanine 
JHWP[HS�MVY�YLHS�LZ[H[L�ÄUHUJPUN�Z[HUKZ�H[�HU�LZ[PTH[LK�Á���
billion.

The volume of real estate loans becoming due for repayment 
PU�.LYTHU`�PU�[OL�WLYPVK�MYVT������[V������PZ�LZ[PTH[LK�H[�
HYV\UK�Á���IPSSPVU�H�`LHY��0M�`V\�HNHPU�HZZ\TL�[OH[�TLaaHUPUL�
JHWP[HS�HJJV\U[Z�MVY������[OPZ�^V\SK�TLHU�WV[LU[PHS�KLTHUK�
MVY�TLaaHUPUL�JHWP[HS�VM�Á�����IPSSPVU�H�`LHY��;OPZ�PUKPJH[LZ�
the existence of an enormous market, which is increasingly 
being discovered by investors in Germany as well.

Mezzanine capital provided by debt funds not only closes a 
funding gap, but can also generate an advantage in terms 
VM�ÄUHUJPUN�JVZ[Z��(Z�ZOV^U�PU�[OL�KPHNYHT��¸:[YL[JOLK¹�
ZLUPVY�]Z��TLaaHUPUL�JHWP[HS��-PN������[OL�\ZL�VM�H�TLaaHUPUL�
capital component may in certain circumstances lower the 
V]LYHSS�JVZ[�VM�ÄUHUJPUN�MVY�IVYYV^LYZ��0M�`V\�YLWSHJL�Á���
TPSSPVU�V\[�VM�[V[HS�KLI[�JHWP[HS�VM�Á���TPSSPVU�^P[O�TLaaH-
UPUL�JHWP[HS��[OL�YLTHPUPUN�Á���TPSSPVU�JHU�IL�IVYYV^LK�VU�
attractive terms, because this amount is below the thresh-
old for Pfandbrief cover.

Conclusion
The future of debt funds as lenders does not lie in the 
WYV]PZPVU�VM�ÄUHUJPUN�PU�JVTWL[P[PVU�^P[O�IHURZ��0U�.LYTH-
ny’s current banking landscape, they would hardly be able 
to compete with the country’s Pfandbrief banks. The future 
belongs to debt funds that aim to work in partnership with 
IHURZ��^P[O�[OL�ZOHYLK�VIQLJ[P]L�VM�WYLZLU[PUN�H[[YHJ[P]L�Ä-
UHUJPUN�VɈLYPUNZ�ZV�[OH[�IHURZ�JHU�L_P[�MYVT�[OL�OPNO�LX\P-
[`�SLUKPUN�I\ZPULZZ�MVY�[OL�YPZRPLY�ÄUHUJPUN�[YHUJOLZ�^P[OV\[�
leaving their loan customers out in the cold.
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