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Commercial real estate in 2020:  
Preserve and adapt

Michael P. Stritch, CFA, Chief Investment Officer, BMO Wealth Management - U.S. 

Tuesday, June 9, 2020

In the wake of the pandemic-related crisis, the state of the commercial 
real estate industry is one of both uncertainty and opportunity. On the 
one hand, by early June public REITs were still down about 10% for 
the year. But the sector was also quickly able to claw back from the 
depths of the downturn, rising 35% from the end of March to the end 
of May. 

I recently spoke with three of BMO’s commercial real estate experts to 
get their perspectives on the different aspects of this vital industry:

Ryan Cotton, Director of Private Market Investments, 
BMO Family Office

John Kim, U.S. Real Estate Analyst,  
BMO Capital Markets

Kim Liautaud, Head of U.S. Commercial Real Estate, 
BMO Harris Bank

Webcast Replay: Commercial real estate: Persist and adapt

A summary of our discussion follows.

Capital preservation and cap rates

Prior to COVID-19, 2020 was shaping up to be a promising year for 
the commercial real estate industry. As Ms. Liautaud point out, there 
was growth across most asset classes, occupancies were strong 
and valuations were at peak levels—all supported by active capital 
markets activity for both debt and equity. All told, as Mr. Cotton said, 
it was shaping up to be another strong year for investors.

“The expectations were that real estate would continue to be the 
bastion of stability in an investment portfolio,” he said. “We’ve 
certainly seen some deceleration in appreciation in the preceding two 
or three years as the recovery got a little long in the tooth. But the 
expectations for low interest rates, sustained economic growth—albeit 
a little softer than years prior—really continued to position real estate 
as a pretty rock-solid portion in most private investors’ portfolios.”

That all changed, of course, when the pandemic struck. As Mr. Kim 
noted, companies acted quickly to preserve capital and strengthen 
their balance sheets. The less drastic tactics included putting a freeze 
on acquisitions and speculative development. Other firms took action 
through employee furloughs and cuts to executive pay. Then there 
were the more drastic measures, such as drawing down on lines of 
credit and hoarding cash on the balance sheet.

“That put a sign of panic in the market at the time,” Mr. Kim said. 
“When companies did that, a lot of share prices suffered. Now with 
the economy opening up again, a lot of companies that took those 
measures are starting to crawl back.”

Mr. Kim added that after an initial price spike in financing levels, 
the cost of debt for high-grade public issuers is now attractive 
again. “Now some companies are even thinking about restarting 
developments, and others are thinking about acquisitions once again,” 
he said. 

Still, Ms. Liautaud noted that for commercial banking clients seeking 
short-term financing, debt capital availability is still constrained. 
“Owners with debt maturity in 2020 should recognize that it is a more 
constrained debt capital market,” she said. “Plan accordingly, think 
about it early. Our expectation is that it will persist at least for the 
remainder of 2020.”

There’s also the issue of what Mr. Cotton referred to as the million-
dollar question going forward: what will happen to cap rates?  Cap 
rates (the ratio between net operating income and property price) 
have been trending downward for the last several years, resulting in 
higher valuations—and there wasn’t much room for them to fall lower. 

“People expect some widening out of cap rates in the coming 
quarters, it’s just a matter of how long that takes,” Mr. Cotton said. 
“There is some separation that needs to take place in that analysis in 
terms of what structural and what’s cyclical. From our conversations 
with most of our groups, they expect some short term increase in cap 
rates, although most of them are somewhat optimistic and look at it 
as more of an opportunity to gain well-positioned assets at stronger 
prices. Near term we expect some volatility, it’s just a matter of the 
severity.”

Rent and Expenses 

This is one of the more contentious issues to come out of the COVID-19 
crisis. Would tenants be able to pay rent? And how would a significant 
shortfall impact property owners? Mr. Kim noted predictions that one 
third of multifamily tenants wouldn’t pay their rents in April. But as he 
pointed out, the worst fears haven’t been realized. According to the 
National Multifamily Housing Council’s Rent Payment Tracker, 91.7% of 
apartment households made a full or partial payment in April, while 
93.3% made a payment in May.1 

1 National Multifamily Housing Council
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“Outside of retail, rent collection came in as expected or better,” Mr. 
Kim said. “Even looking at a sector like office—no one’s utilizing their 
office space and you’re hearing a lot of companies saying work from 
home is going to be more prevalent going forward, but the rent 
collection in April was 93%.”2 

But while the news on rent collections is good, Ms. Liautaud said 
it’s crucial to keep an eye on other expenses that will likely emerge 
because of the pandemic. “We’re spending a lot of time talking about 
the expense line, because we think that is undergoing some shifts—
and not in the right direction for most line items,” she said. “People 
are spending a lot more money on sanitation and security.” 

Ms. Liautaud did note, however, that lower interest expenses should 
help offset some of these cost increases.

The future of office space

We all know the pandemic has forced millions of people to work 
from home. And that’s led to a lot of companies reassessing their 
office space needs in the long term. Twitter famously announced that 
it would allow its staffers to work from home permanently, while 
other big tech firms like Google and Facebook have said employees 
can work remotely through the end of 2020. That’s left the industry 
wondering if office clients will look to downsize their square footage 
requirements.

“The question is, how much of this shrinking footprint that we’re 
reportedly going to be seeing over the next couple of years is cyclical 
versus structural?” Mr. Kim said. “To be honest, we haven’t really 
seen a lot of evidence that companies are going to be shrinking their 
footprint structurally over the next five or 10 years. For instance, we 
met with the landlord of Twitter’s headquarters in New York. He said 
they inquired about expanding their space in the building. Every office 
owner and broker that we met with over the past month is convinced 
that Facebook is going to announce an expansion in New York. For a 
lot of REITs, they understand that market rents will be coming down, 
but they’re going to play the waiting game. They’re going to see what 
happens when companies recalibrate the way they work.”

The post-pandemic future of work has also raised questions about the 
coworking sector. Although WeWork’s spectacular downfall didn’t help, 
the sector in general still held promise heading into 2020. Mr. Kim 
believes there’s still a place for it, but in a different format.

“For a lot of landlords, it was an untapped market,” he said. “They 
wouldn’t have the resources to do shorter-term leases, or be flexible, 
or to lease to smaller businesses or individuals. But that is a pretty 
significant market that the coworking operators have addressed. They 
just grew too fast. But what WeWork proved is that small businesses 
and individuals still want to network. They will still pay a premium to 

be in office space to be able to work and socialize and work with other 
people who may or may not be associated with their own business. 
I think that will come back again, but it will have to be in a smaller 
format. The landlords are addressing it. Some are doing it in house, 
but others will partner directly with the coworking operators.”

Looking ahead

Because of the unique circumstances, it’s tough to determine which 
impacts will last and which ones are temporary. That applies to 
portfolio performance and new opportunities.

“The expectations we’ve heard from some of the funds are that over 
the next couple of quarters we could see declines in the single digit to 
the high-teen percentages,” Mr. Cotton said. “But they expect that to 
be a smaller blip on the radar and, ultimately, for fully invested funds 
to shave only 100 to 200 to maybe 300 basis points off of their overall 
long-term expected returns”. 

“On the private sector side there are a lot of nuances,” Mr. Cotton 
continued. “You have funds that are fully invested who are obviously 
going to be more impacted by this. You have those that may be 
partially invested, so they’re playing triage on their current portfolios 
and current properties. But they also have dry powder to put to work 
in some of the dislocation and opportunity set that’s coming out of 
that. Then you have those groups that were in a fortunate position 
to have just closed their funds out prior to the COVID outbreak and 
are now sitting on a fresh pile of capital. There’s a lot of groups out 
there that will be staring down the rest of 2020 as an opportunity for 
purchase.”

For now, Mr. Cotton said most funds are taking a wait-and-see 
approach to making investments.  Amid the current opportunities, 
the bid-ask spread between buyers and sellers is large. “Performing 
due diligence on properties is very difficult right now, and the credit 
markets on the private side are much less liquid than they have been 
on the Class A, high-grade public side,” Mr. Cotton said. “There is an 
opportunity that will come as that bid-ask spread starts to narrow a 
bit. What may force that on the sell side of things will be the need for 
recapitalization. Debt maturities coming due will serve as a catalyst for 
groups with dry powder to step in.”

Ultimately, new opportunities on the private investment side will be 
centered around liquidity. That is, having the cash on hand to execute 
strategies around recapitalization and providing liquidity to current 
property owners. 

“If this ends up being a more drawn-out process and we’re looking at 
years rather than quarters, the [global financial crisis] showed us that 
there will be an accumulation of nonperforming loans piling up” Mr. 
Cotton said. “So the people who have the ability, the resources and 
the platform to acquire and work assets out and have that distressed 
mindset, those will be the opportunities we’re looking at.” 

2 Nareit
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Disclosure

CFA® and Chartered Financial Analyst® are registered trademarks owned by CFA 
Institute. 

This report contains our opinion as of the date of the report. It is for general 
information purposes only and is not intended to predict or guarantee the 
future performance of any investment, investment manager, market sector, or 
the markets generally. We will not update this report or advise you if there is 
any change in this report or our opinion. The information, ratings, and opinions 
in this report are based on numerous sources believed to be reliable, such as 
investment managers, custodians, mutual fund companies, and third-party data 
and service providers. We do not represent or warrant that the report is accurate 
or complete. 

To the extent this report contains information about specific companies or 
securities, including whether they are profitable or not, it is being provided 
as a means of illustrating the investment manager’s investment thesis. The 
investment manager may or may not have invested in these securities at the 
time this report was prepared or is accessed by the reader. References to specific 
companies or securities are not a complete list of securities selected and not all 
securities selected in the referenced timeframe were profitable. 

Other Bank of Montreal affiliates, and their agents and employees, may provide 
oral or written market commentary or trading strategies to clients that reflect 
opinions that are contrary to the opinions expressed in this report. These same 
persons and affiliates may make investment decisions that are inconsistent 
with the recommendations or views expressed in this report. We and our 
affiliates, directors, officers, employees and members of their households, will 
from time to time have long or short positions in, act as principal in, and buy 
or sell, the securities referred to in this report. We and our affiliates, directors, 
officers, employees and members of their households, may have positions in 
the securities mentioned that are inconsistent with the views expressed by this 
report. 

This report is not intended to be a client-specific suitability analysis or 
recommendation, an offer to participate in any investment, a recommendation to 
buy, hold or sell securities, or a recommendation of any investment manager or 
investment strategy. Do not use this report as the sole basis for your investment 
decisions. Do not select an asset class, investment product, or investment 
manager based on performance alone. Consider all relevant information, 
including your existing portfolio, investment objectives, risk tolerance, liquidity 
needs and investment time horizon. 

Any forward-looking statements in this report involve known and unknown risks, 
uncertainties and other factors that may cause the actual performance of future 
markets to differ materially from the projections depicted in the report. Past 
performance is not indicative of future results and current performance may be 
higher or lower than that shown in the report. There can be no certainty as to 
the extent or depth of any market downturn, nor any assurance regarding the 
nature, extent or timing of markets rebounding. When evaluating the report, you 
are cautioned not to place undue reliance on these forward-looking statements, 
which reflect judgments only as of the date of the report. Investment returns 
fluctuate, and investments when redeemed, may be worth more or less than the 
original investment. 

Standardized performance returns include reinvestment of dividends, other 
income and capital gains, which depict performance without adjusting for 
the effects of taxation or the timing of purchases and sales. Performance 
data is presented without deducting the investment advisory fees and other 
charges that may be applicable. The deduction of such fees and other charges 
(and the compounding effect thereof over time) will reduce portfolio return. 
Unless otherwise indicated, traditional investment performance data generally 
represents a composite or representative portfolio return and is shown gross of 
the investment manager’s advisory fees. Unless otherwise indicated, alternative 
investment performance data is shown as net of fund expenses, management 
fees, and incentive fees. Index performance data is shown as total return. You 
cannot invest directly in an index. Due to a system conversion, the ability to 
manipulate or restate client specific performance data prior to December 31, 
2007, may be limited. 

Any discussions of specific securities, investment managers, or strategies are for 
informational purposes only and should not be considered investment advice. 
The report does not constitute an offer to sell or a solicitation to buy any security 
or investment product. Any offer to sell or solicitation to buy an interest in any 
private security, investment product or fund may only be made by receiving a 
confidential private offering memorandum, prospectus, investment advisory 
agreement or similar documents from the investment manager, which describes 
the material terms and various considerations and risks relating to such security, 
investment product or fund. 

Alternative investments, such as private equity and hedge funds, contain risks 
that are amplified when compared with other asset classes, such as illiquidity, 
stock or sector concentration, financial leverage, difficulties in valuation, and 
short selling. Alternative investment vehicles have minimal regulatory oversight 
and alternative managers have the latitude to employ numerous investment 
strategies with varying degrees of risk. 

We are not licensed or registered with any financial services regulatory authority 
outside of the United States. Non-U.S. residents who maintain U.S.-based 
financial services accounts with us may not be afforded certain protections 
conferred by legislation and regulations in their country of residence with 
respect to any investments, investment solicitations, investment transactions or 
communications made with us. 

You may not copy this report or distribute or disclose the information contained 
in the report to any third party, except with our express written consent or as 
required by law or any regulatory authority. 

“BMO Wealth Management” is a brand name that refers to BMO Harris Bank, 
N.A., BMO Family Office, LLC, BMO Harris Financial Advisers, Inc., BMO Delaware 
Trust Company, and certain affiliates that provide certain investment, investment 
advisory, trust, banking, securities, insurance and brokerage products and 
services. “BMO Family Office” is a brand name that refers to BMO Harris Bank, 
N.A., BMO Family Office, LLC, and BMO Delaware Trust Company. The BMO 
Family Office brand provides family office, investment advisory, investment 
management, trust, banking, deposit and loan products and services. These 
entities are all affiliates and owned by BMO Financial Corp., a wholly-owned 
subsidiary of the Bank of Montreal. Capital Advisory Services are offered by a 
division of BMO Harris Bank, N.A. Member FDIC. 
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Broker-dealer and investment advisory services and insurance products are 
offered through BMO Harris Financial Advisors, Inc. Member FINRA/SIPC. SEC-
registered investment adviser. 

Securities, investment advisory services and insurance products are offered 
through BMO Harris Financial Advisors, Inc. Member FINRA/SIPC. SEC-registered 
investment adviser. 

BMO Harris Financial Advisors, Inc. and BMO Harris Bank N.A. are affiliated 
companies. Securities and insurance products offered are: NOT FDIC INSURED – 
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