
Brick and Mortgage: The How and Why of Investing 
in Commercial Mortgage Debt
Commercial mortgages as an investment can offer higher yields, lower volatility and lower 
duration than traditional fixed income. We dig into why investors should consider this 
investment alternative, especially in a new era of rising interest rates. 

“The hunt for yield” has become a dominant theme for 
today’s fixed-income manager, with bond yields near 
historic lows and the specter of rising rates creating the 
potential for significant capital losses on existing portfolios.     

One solution to this issue is to utilize shorter duration 
and/or higher yielding bonds. However, while these 
instruments have the potential to raise returns, they also 
come with higher associated credit risks that may not 
align with the more conservative profile expected from a 
fixed-income portfolio. 

An alternative that has been gaining considerable traction 
for many fixed income investors is commercial mortgages, 
which can offer a higher-yielding, lower duration investment 
with a credit risk profile that is more closely aligned to 
traditional fixed income. The yield benefit relative to bonds 
is a result of the private nature and relative illiquidity of 
an individual mortgage. However, investing in a diversified 
fund of pooled mortgages mitigates individual credit risk 

and offers a laddered maturity profile creating natural 
liquidity for investors. 

The commercial mortgage market varies across a spectrum 
of risk and return, from low leverage government-insured 
loans to high leverage unsecured mezzanine debt. Lenders 
exist across the spectrum with yields typically aligning 
with associated risks. Although many lenders operate 
exclusively at points along the curve, a diversified and 
balanced mortgage investment strategy can hold a 
combination of mortgage types. In general, a balanced 
mortgage fund would be designed to provide sufficient 
yield to justify the relative illiquidity of mortgages, while 
avoiding higher yielding investments with a risk profile 
beyond the threshold of a typical fixed income investor. 
It would normally be further built to diversify risk across a 
wide array of Canadian geographies with a variety of assets 
including multi-family, retail, office, industrial and other 
commercial types of real estate.  



COMPARISON WITH CORPORATE BONDS

Before delving into the how and why of commercial 
mortgages as an alternative to traditional corporate 
bonds, it’s important to understand the major differences 
between the two. Some of the most important differences 
stem from the nature of the assets that back the loan. 
With a commercial mortgage, the underlying collateral 
is a real estate property – i.e. a hard asset – whereas 
with an unsecured corporate bond, the bondholders 
have a general claim on corporate assets. This puts a 
commercial mortgage creditor in a better position to 
collect in case of default than a corporate bond holder; 
under normal conditions, the relative liquidity of the 
real estate market means the underlying asset could be 
sold fairly easily. Compare this with the corporate assets 
underlying a bond – which may include anything from 
inventory and industrial equipment to patents and office 
furniture – and it’s clear to see why the nature of the 
underlying asset matters greatly in case of default. That 
said, we caveat that the underlying real estate assets in 
a commercial mortgage pool – and their ability to be 
sold if need be – can differ greatly from pool to pool; it’s 
therefore essential to have an experienced and credible 

investment team to source and manage the assets in a 
prudent manner. 

Also of importance are the sources of cash flow to 
service the debt. Corporations rely on their general cash 
flow to service their debt, and the diversity of their cash 
flows depends heavily on the breadth of the company’s 
business. For example, a multinational conglomerate’s 
cash flows will be inherently more diverse than a company 
operating in a single business line in a single country. The 
source of cash for a commercial mortgage is the rental 
income typically coming from multiple tenants. While 
this in itself provides some degree of diversification, it 
is further multiplied by combining multiple assets from 
several regions and sectors into a pool. 

Finally, it is also important to note the differences in the 
liquidity of the underlying assets. In general, corporate 
bonds are more liquid than commercial mortgages; 
however, liquidity can differ substantially from issuer to 
issuer and even from issue to issue, depending on the 
issuer credit rating and the size of the issue.

COMMERCIAL MORTGAGES CORPORATE BONDS

Collateral A commercial property, a hard asset General corporate assets, depending on the 
nature of the business

Source of cash to service debt Rental income from multiple tenants, 
potentially across sectors and geographies

General cash flows from the businesses’ 
operations, dependent on company’s breadth 
and geographical footprint

Asset liquidity Underlying asset is illiquid, but pooling of 
mortgages can create natural liquidity

Generally liquid but highly dependent on issuer 
and specific issue

Recourse beyond the Asset
Typically, borrowers in Canada provide 
personal or corporate recourse to assets 
beyond the mortgaged property 

Limited to the business 

Amortization Balloon payment or principal is repaid over 
the life of the mortgage term Generally balloon payment at maturity

Risk rating Not publicly rated Publicly rated

Additional debt 
Some protection – borrower’s ability to take 
on more debt may be limited, according to 
contract between lender and borrower

Some protection – negative pledge clause may 
prevent company from issuing additional debt, 
depending on specific indenture



IMPRESSIVE INCOME

In a low-yield environment, it’s essential for investors 
seeking income to find new sources while remaining in a 
comfortable risk spectrum. 10-year Canadian government 
bonds currently yield only 2.2%* – just barely above inflation 
– while Canadian corporate bond yields are only marginally 
better at around 3.2%*.  In this respect, commercial 
mortgages can offer an attractive solution.  As an example, 
the Fiera Properties CORE mortgage fund currently targets 
a 5.0%+ current yield with an approximate duration of 2 
years, offering a significant premium to traditional bonds 
with a similar duration profile.  

What accounts for the higher yield? The answer lies 
primarily in the illiquidity premium. In a commercial 
mortgage fund, the underlying assets are not traded on 
an exchange like equities or through over-the-counter 
networks like corporate and government bonds. The 
mortgage holders – and consequently, the investors – are 
therefore rewarded with a higher yield to compensate for 
the fact that the underlying investments aren’t as liquid as 
other types of fixed income investments. But while the less-
liquid nature of the underlying assets can present liquidity 
challenges, proper grouping of the assets and laddering of 
the maturities changes the liquidity dynamic greatly. 

CREATING LIQUIDITY 

A single mortgage typically represents an investment that is 
locked until its maturity.  To create liquidity, a mortgage fund 
utilizes a staggered or laddered maturity profile over a large 
pool of mortgages to create natural liquidity for investors.  

We demonstrate this natural liquidity through a hypothetical 
$500 million mortgage fund below. It compares the cash 
flows from a single, $500 million, 5-year mortgage to the 
cash flows from multiple mortgages totaling $500 million, 
properly divided and laddered over maturities ranging from 
one to five years. 

We can see that with a single mortgage, only $25 million 
is available to investors each year to distribute, reinvest or 
cash out, until the principal is repaid at the end of year 5. 
However with an active laddering strategy, the interest 
and principal repayments combine to significantly increase 
liquidity available to investors each year; that is, they are 
significantly more balanced throughout the life of the fund. 
Therefore, despite the underlying assets’ less liquid nature, 
proper management creates natural liquidity, while still 
capturing the illiquidity premium. 

Commercial Mortgages - Laddering for Liquidity

Sources: Based on $500 million mortgage pool split over 45 loans ($11.1 mln each); Interest rate of 5%. Maturities split as follows: Year 1: 9 loans, Year 2/3: 10 loans, 
Year 4/5: 8 loans.

*As of July 11, 2018.
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DURATION MATTERS 

Certainly, liquidity and income are imperative for a fixed 
income investor in any environment; but we’re not in any 
environment. The reality for today’s investors is that rates 
are rising from historical lows, and the risk of capital loss 
is real. Of course, there are ways to mitigate this risk; chief 
among them is by shortening the duration of the portfolio. 
Commercial mortgages are a prime example of an 
investment option that can be pooled with a low duration 
structure. A mortgage fund that combines reduced-term 
fixed rate mortgages (typically 5-years or less) as well as 
variable rate mortgages – a zero duration component – 
can significantly reduce overall duration and is typically 
managed to a target by the fund.  In a rising rate 
environment, the lower fund duration provides capital 

protection while the variable mortgage component also 
provides yield enhancement.  

Below we see the simulated effects of rising rates on various 
categories of fixed income securities. For example, if rates 
were to rise by 1% in a given year, an investor who holds the 
Canadian corporate bond index would theoretically suffer 
an all-in loss of about 3.06%, given the current duration and 
yield-to-maturity of the index. Government and Universe 
bonds would fare even worse. However, an investor who 
holds a Commercial mortgage portfolio with a yield of 5% 
and a duration of ≈2.0 years would theoretically return 3% 
if rates rose by 1%, far better than the performance of other 
fixed income assets. 

Sources: Duration and YTM data for the indices, Fiera Capital, RIMES. Data as of June 20 2018.

VOLATILITY (OR LACK THEREOF) 

Naturally, one of the primary concerns of any fixed income 
allocator is the volatility of the underlying investments. In 
this respect, the Canadian real estate market has proven to 
be one of the most impressive asset classes of the last two 
decades. Since 2000, the Canadian commercial property 
market – as measured by the REALPAC/IPD Canada 
Property Index, which measures unlevered total returns of 
commercial property investments – exhibited an annualized 
standard deviation of 3.46%. That risk level is below that 
of Canadian government and corporate bonds, which had 
standard deviations of 4.28% and 3.52%, respectively, over 
the same period. Even through the period of uncertainty 
in the Canadian market that coincided with the popping of 
the U.S. housing market in 2008/2009, the most the index 
lost in any one quarter was 2.3%.

What’s even more impressive is that the index used for 
calculating real estate returns in the graphic is in fact a real 
estate equity index, combining both the income and the 

capital component of the return. Typically, returns from 
equity indices are significantly more volatile than fixed 
income indices (note the TSX’s volatility in the graphic) 
because the capital component included in returns is 
generally riskier than the income component. The income-
only portion of the index would in fact be more comparable 
to a mortgage fund’s returns, given that a mortgage is debt 
and doesn’t participate in the capital appreciation of the 
underlying asset. Looking at the income-only component 
of the properties index, we see a miniscule 0.67% standard 
deviation. This is the very nature of commercial mortgages 
– the investor is allocating to an asset class which in itself 
has low volatility levels. In addition, a mortgage holder 
is further protected from volatility as the equity of the 
property owner is always at risk before the debt holder. 

WITH A 1% RATE INCREASE

CAPITAL LOSS YIELD TOTAL

FTSE TMX Government Universe – YTM 2.43%, Duration 8.11 -8.11% 2.43% -5.68%

FTSE TMX Corporate Universe – YTM 3.17%, Duration 6.23 -6.23% 3.17% -3.06%

FTSE TMX Overall Universe – YTM 2.64%, Duration 7.57 -7.57% 2.64% -4.93%

Hypothetical commercial mortgages – YTM 5.0%, Duration 2.00 -2.00% 5.00% 3.00%



Canadian property market is significantly less volatile than other fixed income classes

Standard deviation of returns

Sources: Quarterly data from Q1 2000 to Q1 2018. Indices: Canadian Equities, TSX TR; Canadian Government Bond, ICE BofAML Canada Government Index TR; 
Canadian broad market bonds, ICE BofAML Canada Broad Market Index TR; Canadian Corporate Bonds, ICE BofAML Canada Corporate Index; Canadian Properties, 
REALPAC/IPD Canada Property Index. 

BOTTOM LINE: AN IDEAL ASSET CLASS FOR THE CURRENT ENVIRONMENT 

An important aspect of portfolio management is the 
ability to adapt to changing market conditions. Ours is 
an environment of low-yet-increasing interest rates; as 
such, it’s essential for fixed income investors to not only 
find new sources of higher-yielding securities, but also to 
protect their capital from rising rates. Rare are the other 
fixed income classes which can provide the relatively high 

yield and low duration that a Core commercial mortgage 
portfolio can, while also exhibiting such low volatility over 
time. With the added benefit of the liquidity generated 
by pooling funds and laddering maturities, it’s easy to see 
why the commercial mortgage market should be on any 
investor’s radar. 
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For more information, please contact:

Scott Rowland, SVP & Co-Head, Debt Strategies, Fiera Properties Limited
srowland@fieraproperties.com

Geoff McTait, SVP & Co-Head, Debt Strategies, Fiera Properties Limited
gmctait@fieraproperties.com

The information and opinion herein are provided for informational purposes only and are subject to change. The information provided herein does not 
constitute investment advices and it should not be relied on as such. It should not be considered a solicitation to buy or an offer to sell a security. It does not 
take into account any investor’s particular investment objectives, strategies, tax status or investment horizon. There is no representation or warranty as to the 
current accuracy of, nor liability for, decisions based on such information. Views expressed regarding a particular company, security, industry or market sector 
should not be considered an indication of trading intent of any funds managed by Fiera Capital Corporation. Performance figures pertaining to composites 
are aggregations of the performance of one or more client portfolios or pooled funds that represent similar investment strategies. Further information on the 
investment strategy of composites can be found at  HYPERLINK "http://www.fieracapital.com" www.fieracapital.com. All performance data is time weighted 
and assumes reinvestment of all distributions or dividends and does not take into account other charges or income taxes payable that would have reduced 
returns. Valuations and returns are computed and stated in Canadian dollars, unless otherwise noted. Past performance is no guarantee of future results and 
other calculation methods may produce different results.


