
Real Estate Financing

Returns to Financiers

Rental Revenue+

Other Income+

Net Operating Income (NOI)=

Operating Expenses-

Capex-

Unlevered Cash Flow=

Debt Service-

Levered Cash Flow=

These cash flows 
are the returns to 
the debt and 
equity investors
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The Capital Stack

Senior Debt/Loan
(Secured by Asset) 60 to 70% of capital

Subordinated Debt
(Mezzanine) 10 to 20% of capital

Preferred Stock 10 % of capital

Common Equity 10 % of capital
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Split 
between 
GP (5-10%) 
and 
LP (90-95%)

The Commercial Mortgage Loan

BANK’S 
ASSESSED 
VALUE

MARKET 
VALUE

Despite security in the 
asset, the bank will 
only lend up to a 
certain % of the 

building’s assessed 
value. This is the loan 

to value or LTV.

OTHER LOAN 
SIZING METRICS

Loan to Cost (LTC)
Loan Amount/Purchase 

price + closing costs + loan 
fees + construction cost

DSCR 
Unlevered CF/Debt Service

Debt Yield 
NOI/Loan Amount
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How Commercial Mortgages Work

LOAN TERMS 

Loan Amount 10,000,000.0 

Amortization 30.0 

Rate 4.3%

Term 10.0 

Balloon Payment 7,944,323.4 

Loan amount set using LTV or LTC

Amortization set for 25 or 30 years to 
reduce strain on cash flow

But the loan is a bullet 
payment at year 10!

Loan Amount 10,000,000.0 

Amortization 30.0 

Balloon Payment 7,944,323.4 

*Additional leeway can be given by establishing 
a period of interest only payments

Mezzanine Finance

Senior Debt/Loan
(Secured by Asset) 60 to 70% of capital

Subordinated Debt
(Mezzanine) 10 to 20% of capital

Preferred Stock 10 % of capital

Common Equity 10 % of capital
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Secured by the 
equity stake in 
the asset, not 
the asset.

No amortization 
and shorter 
duration than 
secured loan.

Typically 
refinanced with 
entire asset.
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Equity in the Capital Stack

Senior Debt/Loan
(Secured by Asset) 60 to 70% of capital

Subordinated Debt
(Mezzanine) 10 to 20% of capital

Preferred Stock 10 % of capital

Common Equity 10 % of capital
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in bigger deals. 
PIK coupon 
locks in return 
for investor

Split between GP 
(5-10%) and LP 
(90-95%). Agreed 
upon hurdle rate 
to achieve 
baseline return, 
then promoted 
interest for GP

Common vs Preferred Equity

Acquisition
Year 0

Exit
Year 5

(1,000)
700
100
200

Purchase
Loan issued
Preferred @ 8% 
Common

(1,000)
700
100
200

Sale 
Loan repaid 
Preferred @ 8% 
Common

Often PIK and will accrue value over time 
rather than paying cash dividends

Preferred stake grows at 
the coupon rate each 

year and receives priority 
in payment to common
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The hurdle rate is a guaranteed rate of 
return for the investors before the 

promoted interest kicks in.

After the hurdle rate, the GP 
takes 30% of LP profits.

The Equity Waterfall

DEAL TERMS
Purchase price of building 1,000,000
Debt funding 60.0%
Equity Funding 40.0%

GP Funding of equity 10.0%
LP Funding of equity 90.0%

Debt funding 600,000
GP equity funding 40,000
LP equity funding 360,000
Hurdle rate 8.0%
GP promoted interest of LP share over hurdle 30.0%

Debt funding 60.0%
Equity Funding 40.0%

GP Funding of equity 10.0%
LP Funding of equity 90.0%

Hurdle rate 8.0%
GP promoted interest of LP share over hurdle 30.0%

The Equity Waterfall

LEVERED CASH FLOWS

REMAINING CASH FLOWS

REMAINING CASH FLOWS

GPs (10%) LPs (90%)

GPs (10%) + (30% x 90%)

LPs (70% x 90%)

Each investor groups gets 8% 
equally according to their pro 
rata investment

GPs received a contractual 10% 
of profit leaving 90% 

GPs received a promoted interest 
of 30% of the LPs profits after 
the 8% return

LPs retain remaining profits (70%)
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Please do not redistribute these materials without the express 
permission of Financial Edge Training.

Please do not redistribute these materials without the express 
permission of Financial Edge Training.

www.FE.training
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