
 

 

Senior Loan - A Primer 

Investing in senior loans backed by private real estate offers the safest possible return for investors. With real estate as 

the underlying security to the investment, this gives the investor high quality security in the event of non-payment of the 

interest or principal i.e. default, ownership of the real estate reverts to the lender who can choose to monetize the real 

estate via sale or step into the shoes of the borrower.  

This is part 1 of a 3 part series dealing with investments in real estate. 

At its essence, real estate (or a company) is financed by and large, through a combination of three 

separate sources: - Senior Debt/Loans, Mezzanine & Equity. This is usually referred to as the capital 

structure.  

The capital structure is how the capital or finance of the company is ranked i.e. preference and has 

important implications for the eventual profits, tax and investment returns of the company.   

As its name belies the Senior Loan is first in line in order of repayment of its obligations, Mezzanine 

comes after the senior debt and before Equity, which ranks last. 

Senior debt is comprised of two components principal or the amount lent and interest or the return 

on the amount lent. Similar to a mortgage, a couple would take when buying their home, the 

mortgage amount is the loan financing the purchase of the house and the interest is the cost of that 

loan or from the bank’s perspective the return on their investment i.e. the mortgage.  

The Senior debt ranks first due to its “hold over” the assets of the company, which the company 

must usually provide in the form of collateral i.e. hard assets in order to secure such financing and is 

the least risky of all three. This results in the company being afforded a lower cost of capital i.e. price 

paid for money lent to it, as it encumbers its asset in favor of the lender, usually a bank.  

Returns on senior debt, especially in real estate are usually in the mid single digit range, providing the 

cheapest funding source out of all three options. 

Senior debt in real estate is generally employed for two main objectives. The first is to finance new 

construction be it residential or commercial. The second is to finance income producing real estate.  

Construction Loan - A developer wanting to build a block of residential apartments requires a 

significant amount of capital to undertake such a project. In most instances, the developer will 

identify the land plot that he thinks is suitable for the project and approach the bank to finance the 

acquisition. The bank will require that the developer “put up” his own capital (in the form of equity, 

see Equity - part 3) and will proceed to mortgage the land in favor of itself (the bank) to secure the 

interest and payment of the loan. As the apartments are sold to buyers both the interest and 

principal components of the loan are repaid.  

Commercial Loan – A group of investors looking for a stable source of income and some capital 

appreciation (increase in asset value) with low risk may choose to acquire a commercial building i.e. 

supermarket, offices, warehouse, medical center. Usually, a large part of the acquisition is financed 

by a loan from the bank i.e. Commercial Loan and the asset and the income derived from such is 

pledged in return for the finance. 


