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Speculating on
LaLaland Values

Developers like BRUCE MAKOWSKY are engaged in
a high-stakes dance of risk and reward as they build
new homes asking hundreds of millions )¢ s




Pumping the brakes on Iendmg

Despite a booming market, interest rate hi
lrump are giving even alternative lenders pause

By MartHew EGan
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he Los Angeles commercial real estate market continues to hum along, but
cautionary flags are flapping, especially downtown, where a glut of gleaming
luxury rental apartment and condo towers are threatening to flood the market.
There are more than 6,000 multifamily units under active construction in
DTLA alone, most of them at top-of-the-market rates, according to Bank of America.

Wary of the increased supply and handcuffed by regulation, banks are pulling back.
They've raised the cost of borrowing for all but the most qualified and are requiring
developers to commit more equity.

While that has created an opening foralternative lenderslike debt funds, even those lenders
are getting more cautious these days — a clear sign that nobody wants to be caught with risky
projects on theirbalance sheet should the market be at or close to its peak.

Theuptick in interest rates since the election is alsogiving lenders pause. That trend could
continue thanks to the Federal Reserve’s recent rate hike and its signal that more are coming.

“With interest rates rising as they are, it's going to have a direct effect on the lending

environment and cap rates. It's just a matter of when that happens,” said Ron Bonneau,
senior vice president in the L.A. office of Pacific Coast Capital Partners, a debt fund that
provides financing and equity for real estate developments.

There is cautious optimism among industry executives about the ability of President
Donald Trump to give the L.A. market a further boost, but some are skeptical. George
Gleason, CEO of the Bank of the Ozarks, said it's “too soon to tell” the impact of Trump’s
efforts to reduce burdensome financial regulation.

Gleason, whose bank is very active in California, is more concerned about state-level
red tape. Many in the industry complain that the state’s regulations, coupled with rising
construction costs, are choking off development.

“In Southern California, it’s always been difficult to get projects entitled, permitted and
ready to develop. It's squeezing some products to the point where their viability is challenged,”
Gleason said.

Foracloser look at how lending in 2017 is shaping up, we turned to the experts.

Jonathan Genton
Founding partnerand CEO,
Genton Property Group
How have lending conditions in the L.A.
commercial real estate market changed
over the past year? Most definitely they
have tightened, especial-
ly in the apartment mar-
= ket, which has been the
& best segment over the last
several years. For multi-
family, you're getting less
in proceeds, less in interest rates, higher
debt-to-coverage ratios. Lenders are not let-
ting ustrend rents, where you assume rental
growth. They're keeping you flat.

All in all, they're just reducing their
exposure generally. In the past, we could
get 70 to 75 percentloan-to-cost. Now we're
seeing that in the 60 to 65 percent range,
if you're lucky. And that’s all recourse. One
hundred percent of the guys we talk to are
recourse lenders. They're becoming much,
much more conservative.

What do capital stacks look like here, and
how has that changed tly? What

doing multifamily nonrecourse loans. But
they're getting the lastlook at anything, too.
I've never financed with them, but I know
they're out there.

Who are the primary lenders to luxury
condo developments in L.A. these days?
We don'tsee many, ifany, traditional lenders
ina high-rise condo project.

Thebanks — interms of high-end luxury
for-sale condos in a tower — are somewhat
absent in the market. They see risk in a
high-rise for-sale product and are generally
reducing their exposure.

Have you already seen a shift in terms
of activity or in sentiment for real estate
lending since the end of the U.S. election?
There’s a general optimism about tax
reform coming through, making it easier to
do business. But there’s also a pretty heavy
dose of skepticism about what actually gets
passed.

What was the takeaway from the failure
of the Measure S ballot, which would have

percentage of equity do developers need to
put down? We're trying to get 85 percent of
ourcostsfinanced one wayoranother. Inthe
past, lenders might do 75 percent, and that
was easier. You had limited recourse on that.

b d most devel t for two years?
It is a cautionary tale. Be prepared for land
use by referendum. This one was defeated,
but I'm sure there’s going to be another few
that pop up. The takeaway is: Everyones
watching here, so as we develop projects,

that the demand for our spaces is good. The
tenants we see have nice balance sheets.

George Gleason

CEO, Banl of the Ozarks

Do you think there are legitimate reasons
to worry about a glut of luxury apartment
buildings in downtown L.A. hitting the mar-
ket at the same time?
There are some markets
in the country where cer-
tainly you would be con-
cerned about introducing
more supply or financing
more supply in those markets. The flip side
is that there are a number of markets, in-
cluding some of the submarkets in the Los
Angeles area, where there really is a very
healthy supply and demand and a genuine
need for more product. A lot of developers
have pulled back, which is healthy and re-
flects good business on developers’ part by
not following through on projects that might
have oversupplied the market.

We area very low-leveraged lender. Our
L.A.-area loans are 39.2 percent loan-to-
cost and about 36.5 percent loan-to-value
on average. We do very good projects that
have really sound fundamental economics,
and do them at very low leverage.

There's a lot of talk about how tough

Why? Hotels remain difficult to finance in
that market. There are fewer lenders on
hotels. To do that business, you've really
got to build some expertise. We do a lot of
hotel financing, but very cautiously and
conservatively. But I don't think the L.A.
hotel market is particularly oversupplied.
It’s certainly not overdone.

Does the Bank of the Ozarks offer nonre-
course construction loans? All of our loans
have various elements of recourse. We will,
on every loan, carve out guarantees that ba-
sically control the borrower behavior and
conduct. Yes, for the right project and the
right market at the right leverage, nonre-
course financing is still available other than
carve-outguarantees. Obviously, ifthere’s no
repayment guarantee, we would want to be
atamuch lower leverage.

Jeff Weller

Managingprincipal, Lion Real EstateGroup

How do you think the Trump administra-

tion will impact the en-
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investors will move to

- invest in equities, which

could cause a sell-offin the Treasury mar-

ket and send interest rates higher. We all

cial real estate financ-
ing? We believe more



