
Independent Market commentary

Given the UK’s standing as one of the world’s 
most developed economies, the country’s 
commercial real estate (“CRE”) market has 

historically mirrored other top CRE markets in terms 
of both equity and debt capital availability. Along 
with most risk assets, the UK CRE market bottomed 
in the first quarter of 2009. However, the ensuing re-
covery has lagged the US CRE market recovery. In 
the US, the CRE debt market has been historically 
funded by a diverse lender base comprising banks, 
conduits, insurance companies, pension funds, and 
other portfolio lenders. This lender base diversity 
has, even during periods of stress, mitigated mar-
ket inefficiencies. Specifically, when a certain lender 
group (or groups) has temporarily slowed origina-
tions activity or withdrawn from the market, thereby 
causing a capital availability gap, other lender groups 
have quickly filled the void to benefit from the short-
term pricing dislocations that may result.

In contrast, the UK CRE market has been undiver-
sified and overwhelmingly dependent on banks for 
debt financing. For many years competition between 
banks kept the market sufficiently fluid, but the 
changing regulatory landscape imposed by Basel III 
Capital Accords has significantly reduced Eurozone 
banks’ demand for debt secured by CRE assets. This 
has exposed a structural deficiency in the UK CRE 
debt market, which now offers portfolio lenders/
investors an exceptional opportunity to realise out-
sized risk-adjusted returns by filling the resulting 
capital availability gap.

UK versus US CRE Valuation and Performance
A historical comparison of CRE private equity per-
formance in the UK and the US offers a contextual 
framework from which to consider near-term debt 
investment opportunities in the UK. The countries 
share common histories, symbiotic free-market based 
economies, and reputations as safe-havens for long-
term investment capital. Likewise, in the wake of the 
2008-to-2009 global financial crisis, economic recov-
eries have ensued in both countries. However, the 
US has benefitted from an economic recovery largely 
unmatched by other developed-nation peers, which 
has contributed to US CRE values reaching and ex-
ceeding pre-crisis highs. UK CRE values, on the other 
hand, remain well-below their pre-crisis highs. 

Figure 1 shows broad, market-leading property 
indices that represent CRE private equity perfor-
mance in the US and the UK over the past 25 years. 
The light blue line reflects the UK index performance, 
as reported, in GBP. However, Quadrant Real Estate 
Advisors (“Quadrant”) adjusted the GBP-denomi-
nated performance to US dollar (USD) performance, 
which is shown in darker blue. The US index perfor-
mance is shown in red. Comparing US performance 
to both GBP and USD-denominated UK performance 
highlights three primary and related points:

1. In both GBP and USD, the pre-crisis UK CRE 
bubble was significantly more pronounced than that 
experienced in the US; and, thus, valuations in the 
UK dropped more precipitously during the global 
financial crisis.

2. Post-crisis CRE recoveries in the US and UK 
have rather closely tracked each other.

3. On a currency-neutral (i.e. USD-denominated) 
basis, the UK CRE market remains severely below 
valuation highs, but values have roughly normalised 
to the regression line of 1993-to-2003 (i.e. pre-bubble) 
returns (dashed line).

US CRE performance remains strong with a stable 
outlook, but inexpensive debt and rapidly easing un-
derwriting standards have driven valuations at least 
as much as improvements in underlying fundamen-
tals. With greater market fragmentation and tighter 
debt underwriting parameters, UK CRE investment 

strategies now present attractive risk/return profiles 
relative to their respective US market alternatives. 
Quadrant believes this is most evident with regards 
to the CRE debt market.

The aforementioned capital availability gap that 
has resulted from Eurozone banks slowing CRE debt 
originations has driven debt pricing dislocation in 
the UK market. Furthermore, De Montfort University 
reports that at mid-year 2013, £84 billion of the £190 
billion of bank-held outstanding CRE debt was not 
refinancable at current bank lending terms. Much of 
this “refinance gap” is concentrated in minor markets 
and outlying areas, but it has nonetheless impacted 
pricing in more favorable markets, which provides 
further near-to-intermediate-term opportunity for 
investors.

UK CRE Lender Base & Borrower Demand
Since banks have long dominated the UK CRE debt 
market, they hold over 90% of outstanding sen-
ior commercial mortgage debt. Figure 2 shows the 
migration of new originations activity over time. 
The beginning of a clear divergence from historical 
norms began in 2012 as non-US/UK banks slowed 
origination efforts, largely in response to Basel III 
Capital Accords, which materially increased the 
capital charges for holding CRE debt due to higher 
risk-weightings. Combined with market fundamen-
tals, the changing regulatory landscape ultimately 
resulted in total originations volume dropping 38.2% 
from the £43.5 billion peak in 2007 to £26.9 billion 
(annualised) in the first half of 2013. Absent a mate-
rial resurgence of the European CMBS new-issuance 
market through which banks can originate loans be-
fore offloading the risk via securitization, non-bank 
lenders are expected to continue to gain market share 
and drive volume growth.

Despite the changes to the lender base, debt fi-
nancing demand growth is accelerating as borrow-
ers face a significant proportion of loans maturing 
by 2015. This exacerbates the gap created by banks 
limiting credit availability and furthers the opportu-
nity for portfolio lenders to fill the void. Moreover, 
borrowers also need the subordinate debt market to 
expand in order to refinance the £84 billion of ma-
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Figure 1: UK and US CRE Private Equity Total Returns (25 Years; USD)

Figure 2: UK Commercial Real Estate Debt New Originations by Lender Type



You can download this article at: http://realestate.ipe.com/quadrant

turing bank-held senior mortgages that exhibit credit 
metrics beyond current bank and insurance company 
senior mortgage underwriting standards. The result-
ing higher loan-to-value (“LTV”) demand offers a 
particularly attractive opportunity for lenders/inves-
tors with an appetite for well-priced assumption of 
stretch senior (generally above 65% LTV) or subordi-
nate credit risk.

UK CRE Market Fundamentals & Outlook
Naturally, higher risk tolerance must be supported 
by fundamentals. The UK CRE market recovery 
has lagged the US recovery by two-to-three years 
(Central London being the exception). However, the 
fundamentals in prime and strong secondary UK 
markets are improving. As such, thanks to pricing 
advantages provided by the funding gaps, portfolio 
lenders/investors can make investments in prime 
and strong secondary UK markets for coupons or 
structured IRRs that eclipse those available in less 
favorable tertiary US markets. Therefore, UK CRE 
investments demonstrate highly attractive relative 
value over US alternatives without forgoing market 
stability and momentum.

Figure 3 summarises Quadrant’s outlook for UK 
CRE market fundamentals in 2014. The outlook for 
prime and strong secondary markets is favorable, but 
comparatively weak secondary markets are expected 
to lag.

Investment Strategies & Account Structures
UK CRE debt originated with conservative under-
writing parameters, located in favorable markets, 
exhibiting credit-worthy tenancy, and offering ad-
vantages over the competitive leasing set provides a 
highly compelling risk and return profile.

Investment Strategy Options
1. Senior Mortgages (up to ~65% LTV)
a.) Insurance companies and spread-oriented pen-
sion allocations can easily duration match low-risk, 
market-rate senior mortgages against liabilities and 
lock in durable, predictable spreads.
2. Transitional Senior Mortgages (occupancy underwrit-
ten to <80% at a point during the loan term)

a) Investors with a higher risk tolerance may 
achieve higher returns by originating senior mort-
gages on transitional properties that exhibit below-
market occupancy and present material upside.

3. Stretch Senior Mortgages (up to ~85% LTV)
a) Investors may retain the entire note through ma-
turity, and benefit from a higher coupon/spread 
than a lower-leverage loan on equivalent collateral. 
b) Alternatively, investors may carve off and sell 
the lower leverage portion of the loan (e.g. the 0-to-
60% LTV position) at a market-rate yield while re-
taining a mezzanine note (e.g. the 60-to-85% LTV 
position) to effectively achieve a leveraged return 
without marginable leverage.

i. An example of this strategy is the Old Spi-
talfields Market transaction. The lender fully 
funded a stretch senior mortgage with proceeds 
representing 83% of the acquisition price. The 
lender then split the loan into a 0-to-58% LTV 

senior note (sold around L + 275 bps) intended 
for sale and a 58-to-83% LTV mezzanine loan 
(yielding ~12%) to either hold or sell.

4. Mezzanine Debt (up to ~85% LTV)
a) Originating mezzanine debt behind a 
reputable senior mortgage lender allows in-
vestors to achieve higher returns with-
out employing portfolio level leverage. 
b) The lender may achieve more equity-like returns 
without forgoing security (generally a pledge of 
the borrower’s equity).

5. Prudently leveraging portfolios of senior mortgages
a) Traditional senior mortgages (up to ~65% 
LTV) may be leveraged up to a ~60% advance 
rate, which may increase portfolio returns. 
b) This option is particularly suitable for shorter 
term (up to 5 year) floating rate loans, since inves-
tors can leverage the portfolio on a matched-term, 
floating rate basis. Furthermore, investors may 
purchase interest rate caps to limit exposure to 
benchmark rate increases.  
Investors may tailor the options above, individu-

ally or in concert, to their particular return objec-
tives, risk appetites, diversification requirements, 
and other considerations.

Account Structures
Investing in UK CRE debt can be accomplished via 
three structures.
1. First, investors can pursue single-client accounts 
with individual investor mandates.

a) This vehicle is most appropriate for significant 
allocations so appropriate portfolio diversification 
can be achieved.
b) A single-client account provides an investor 
with the most control over structuring the man-
date, hiring or removing the investment manager, 
and controlling assets in foreclosure scenarios.

2. Institutions can also invest as partners in participa-
tions with other institutional investors.

a) Participations may limit control, since voting 
rights are often proportional based on each note-
holder’s ownership interest or may even be held 
solely by the noteholder with the largest owner-
ship stake.

3. The third option is especially appropriate for 
smaller allocations. Commingled funds allow multi-
ple investors to co-invest in a fund with a fully pre-
negotiated structure.

About Quadrant Real Estate Advisors
Quadrant Real Estate Advisors LLC (“Quadrant”) is a 
United States SEC registered investment adviser and 
Australian Securities and Investments Commission 
(ASIC) Foreign Registered Corporation (ABN 39 123 
863 963). QREA Europe LLP is in the process of ob-
taining Financial Conduct Authority (FCA) authori-
zation. Quadrant has approximately $5.6 billion of 
commercial and multifamily real estate investment 
under management on behalf of institutional inves-
tors. Clients include insurance companies, pension 
funds, sovereign wealth management funds, and 
high net worth investors.
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Important Notes
This report is for informational purposes only and does not constitute or form a part of, and should not be construed as an offer to sell 
or a solicitation of an offer to buy investments or any fund and does not constitute any commitment or recommendation on the part 
of Quadrant Real Estate Advisors.  An investment offering will be made only through a confidential private offering memorandum 
subject at all time to revision and completion.

The information contained herein is derived from various sources which Quadrant believes but does not guarantee to be accurate 
as of the date hereof.  Neither Quadrant nor any of its affiliates nor any other person makes any representation or warranty, express 
or implied, as to the accuracy or completeness of the information contained in this newsletter and nothing contained herein shall be 
relied upon or construed as a promise or reorientation of past or future performance.

Figure 3: Quadrant’s 2014 UK Commercial Real Estate Market Outlook
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