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In simple terms, the real estate industry needed to recognise the power 
of data in driving accurate and transparent decision making. The Credit 
Crunch of 2008 was initially driven by a sharp rise in defaults on subprime 
mortgages in the US. Here the fundamental problem arose because interest 
rates were too low, lenders didn’t have a robust underwriting process in 
place, the quality of the borrowers was far lower than declared, and the 
underlying assets held as collateral were far less valuable than predicted. 

This perfect storm of factors emerged because there was very little 
data available to quantify these risks, and it was labour-intensive and 
cumbersome to estimate the overall risk of rental default within a portfolio. 
More alarmingly, nobody could be bothered to look in the box and see what 
was in there. Nobody checked the quality of the underlying cashflows that 
ultimately supported asset values and serviced the debt.

To mitigate the possibility of a 2008-style event happening again, we have to 
embrace some of the new technology available to us in the real estate world.

Quantitative tools need to be properly incorporated into the investment 
and underwriting process. This would let us really peer under the bonnet 
of portfolios and price default risk more effectively. Wider adoption of 
quantitative analytics to predict the probability of defaults would allow the 
real estate investment industry to put clear water between ourselves and 
the 2008 crash by bringing the quality of our underwriting and investment 
analysis in line with other investment asset classes. 

There is a strong correlation between low interest rates and the steep rise 
in asset values – which has seen property prices soar over the last decade. 
However, interest rates are now beginning to rise, albeit from the historic 
lows. Central banks have finally reached the point where inflation has 
started to bite, and rising interest rates are likely to be a feature of the next 
five or ten years. 

Rising interest rates act to increase the cost of debt and also put pressure on 
the occupier market, where some companies have only survived due to the 
safety net of low interest rates that the market has enjoyed. An interest rate 
rise will almost certainly create an inflection point in asset pricing: put simply, 
property values will either level off, or most likely they will start to deflate.

What does this mean for the real estate sector? Fundamentally, income 
return will form the majority of investor returns for the foreseeable 
future. In the absence of any capital growth, property ultimately starts to 
behave more like a bond. But this creates an opportunity for real estate 
to be analysed more like a bond. Quantitative tools are going to be vital 
in managing the risk of an occupier defaulting on the income stream, 
essentially giving the best possible indication of the viability of an income-
only asset over the longer term. 

What lessons has the real estate 
industry learnt, 15 years on from the 
Credit Crunch?

Where are markets today?
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Investors need to start applying fixed income style analytics to the income 
streams derived from their CRE investments. This means a strong focus on 
quantifying the percentage probability of tenant default, and the term risk 
over the duration of a lease. 

This will help them answer the most important question in the CRE 
investment and lending industry – ‘what is the percentage probability 
that a tenant will default during the term of the lease?’. In a market 
where real estate has become akin to a bond, and where income is king, 
this becomes a crucial measurement of the attractiveness of investment. 
Despite this situation in the market, most businesses are currently not 
doing this. They simply apply credit ratings from company credit reports, 
which are purely subjective and not predictive over the longer term. This 
means they struggle to quantify the probability of default or the term risk, 
which are going to become increasingly vital quantitative measures. 

So, what needs to happen?

$1.4trn

▼  Stat: EPRA Total Markets Table Q4-2020, 
December 2020 Commercial Real Estate  
Photo: Joel Filipe, Unsplash
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Spotlight:

Educating real estate to behave like  
a financial asset class

Government bonds and real estate funds both compete for cautious 
investors’ cash. The problem is that while bonds are reliable, the real 
estate sector is failing to modernise and provide the information that 
people need to feel secure in parting with their money.

How people use commercial real estate in particular is changing, and with 
it so is the stability involved in renting out commercial properties. Even 
before the Covid-19 pandemic, working from home was becoming more 
common and high street spending habits were changing. Where once 
offices and shops would sign leases lasting decades, now tenancies are 
much shorter and the returns more volatile.

Investors have traditionally turned to real estate because it is seen as 
safe. However, the instability of the UK’s high-street, shopping centres 
and office blocks are now at the centre of the national conversation. 
As the climate around commercial real estate continues to be choppy, 
those considering putting their hard earned cash into real estate will 
understandably want more hard facts.

In order to do this, the sector needs to start showing not telling. This 
means instead of applying subjective labels (Core, Core+, Value-Add), 
which are increasingly anchored to returns and not risk, we must be able 
to talk transparently to the risk on the underlying cashflows – what is the 
expected number of tenants that might go bust over the term of the lease? 
What is the expected time to replace them? The real estate sector needs 
to clearly explain to investors how they will mitigate these expected losses 
and still provide a stable return on their investment.

According to EPRA $1.4trn of rent will be paid to institutional landlords in 
2022. This income will also service an estimated $11.1trn of debt, none 
of which has been properly underwritten. This means it is, in effect, 
unrated debt. This is the definition of insanity, if we are adopting the 
same approach that in part led to the 2008 crisis but expecting a different 
outcome – especially when we now have the tools and the technology 
available to avoid doing so. If you cannot quantify the risk of default, 
you cannot price the assets correctly and will condemn yourself to 
repeating the mistakes of the past, potentially recreating the toxic 
market conditions in real estate that led to the 2008 crisis. 

We know the power of data and we have developed tools to apply this data 
to portfolios, allowing us to understand risk and mitigate it. When these tools 
are underutilised, we reintroduce risk and danger into the real estate sector 
unnecessarily. With interest rates rising, we need to re-evaluate how we treat 
real estate as an asset, where income will become absolutely vital. Without 
understanding how reliable this income is, we are still refusing to look under 
the bonnet of portfolios. When we don’t understand the risk, it’s far too easy 
to underestimate it and recreate a credit crunch-style collapse. This is a 
problem that quantitative data tools can easily solve, and they need to be the 
front and foremost tool to understanding the property portfolios of the future. 
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Real estate has always been a less nimble  asset class and much slower to 
modernise than its competitors. Long term shifts towards online shopping 
and remote working mean that the sector needs to grow up. In the 
immediate term 2022 promises to be a daunting year for those trying to 
attract investment to commercial real estate.

The Bank of England has predicted the largest squeeze on household 
disposable incomes in 30 years. It’s obvious that some companies renting 
offices and shops will suffer as the nation feels the pinch. Others may do 
comparatively well as people search for cheaper options. The uncertainty 
will only add to investors’ concerns at a time of high interest rates and 
inflation rising in the UK when real estate’s primary competitor, government 
bonds, will begin to look more attractive. In order to compete, the real 
estate sector must prove how it can provide a stable income to investors.

Fortunately, there are a number of companies now working to help 
bring real estate up to speed. Income Analytics is using state of the art 
technology to quantify tenant income risk. We deliver a set of proprietary 
tenant income risk measures – known as the INCANS® Scores – for more 
than 420 million companies worldwide. These unique measures allow our 
clients to quickly forecast the % probability of tenant default and quantify 
the potential rental loss over the term of a lease. In short, we help you look 
in the box and understand the factors that will ultimately drive both the 
level, and stability, of your return.
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