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Challenges and Success Factors for the Real Estate Sector

COVID-19: Implications for the Real Estate Sector
The last 15 months have seen a dramatic shift in the way we use property. The home 
has emerged as a place of work and as a destination for online orders and this has 
had a negative impact on city centres. Certain sectors, such as logistics, have benefitted 
from this change, however other asset classes, such as office and retail, are facing 
significant challenges. 

In our recent publication (COVID-19: The True Impact of 

Government Support) we highlighted the unprecedented 

support provided by the UK Government and the 

uncertain times ahead for businesses as the Chancellor 

withdraws state support.

Our latest thought piece explores some of the unique 

challenges facing the real estate sector as a result of COVID-19, 

considers ways in which landlords, tenants and financial 

stakeholders can work together to overcome them and what 

the implications for the overall sector are.
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The acceleration of online shopping and the impact of COVID-19 on city centres has resulted 
in a significant number of retailers reducing their store footprints and/or their rent.

E-commerce – There has been a marked 

acceleration in the shift to e-commerce. 

Online penetration rates increased two 

percentage points across Europe in 2020 – 

led by a five and nine percentage point increase 

in Ireland and the UK respectively. For the UK, 

this equated to five years’ internet growth in 

12 months. Online penetration is forecast to 

increase by a further five percentage points 

over the next five years which demonstrates 

that, whilst there will be further growth, the UK 

online market is maturing in certain sectors 

given the acceleration caused by COVID-19.
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Working from home – COVID-19 has tested the 

ability to work from home successfully and the 

pace and scale of a return to the office will vary by 

location (for example city centres, regional towns 

and business parks) and type of business. As an 

example, Green Street predicts a 15% reduction in 

London office demand in a post-vaccine world.

The resultant impact on rents may not be as 

pronounced as after the 2008 global financial 

crisis given that there are lower levels of pent-up 

office developments. However, lower demand will 

likely lead to a polarisation in rents by reference to 

building quality.

For city centres, a reduction in office demand 

impacts footfall which in turn would have a knock-

on effect on how retailers operate in city centres.

Change in London office demand due to  
higher remote-working adoption rates

Source: Green Street
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Undeniably the past 15 months have presented new 
challenges for all stakeholders in the real estate sector, 
whether that be landlords, tenants or financial investors. 
These challenges include a reduction in the demand for 
physical space (in both office and retail), an uncertain 
trading environment, significant new liabilities and a 
changing economic model.
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Store closures – Market studies indicate 

that 2020 saw 16,000 store closures, a record 

number. However, these figures do not include 

temporary closures and only when restrictions 

are fully eased and retailers start trading on 

a business as usual basis will we see the true 

impact of the pandemic.

Certain retail assets, such as dominant retail 

parks and outlets, have proven to be more 

resilient throughout the pandemic, leading 

to certain ‘essential’ retailers prospering and 

opening stores. According to the Local Data 

Company (LDC) there were 7,655 new stores 

opened in 2020. Whilst this figure is a record 

low, it demonstrates that some retailers still 

have a requirement for physical space.

UK store closures

Source: Retail Economics
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Increases in retailer and casual dining 

insolvencies – Prior to COVID-19 CVAs and 

administrations were already being used 

to reduce store footprints and rental costs. 

However, the pandemic has increased their 

usage and the Corporate Insolvency and 

Governance Act 2020 also introduced a new 

process (the Restructuring Plan) which has 

been used by Virgin Active and NCP. 

This has resulted in a number of retailers 

disappearing from the high street in the past 

15 months or reducing their footprint to retain 

only their “core” stores on existing or new lease 

terms. This has re-based the market rental 

value for a significant number of retailers.

A number of retailers and casual dining chains 

have, where possible, sought to optimise 

their real estate portfolios either through an 

insolvency process or through a rationalisation 

process. As an example, NewRiver REIT 

recently disclosed that 92% of rent for the year 

to 31 March 2021 was collected which was in 

large part driven by the successful negotiation 

of 300 payment plans with tenants.

Given the uncertain trading environment, 

it is still to be understood if these portfolio 

reductions will be sufficient or whether further 

restructurings will be required.

Administrations 

We have identified 38 large retailers 

and casual dining chains in the UK, 

representing c.5,500 sites, that have 

undergone an administration process at 

some point in 2020/21. Based on our review 

we estimate that c.3,600 (c.65%) of these 

sites have permanently closed, with the 

remaining re-opening. Of these administrations 

c.2,500 stores relate to retail brands that 

no longer exist on the UK high street. 
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CVAs

Since March 2020 we have identified 

24 CVAs and estimate that these 

businesses had c.4,500 stores and only 

c.400 (c.9%) were permanently closed 

with over 40% of the stores migrated to 

turnover based rents.c.3,600 sites permanently
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Changing economic model

Over the last 15 months there has been a 

significant increase in leverage ratios for 

both landlords and tenants resulting from 

increasing financial debts and the likely 

decline in asset valuations. There has also been 

a build-up of accrued liabilities from unpaid 

rents and taxes.

A number of the UK Government’s COVID-19 

support processes are scheduled to end 

on 30 June 2021, namely: (i) the ban on 

commercial evictions and Commercial 

Rent Arrears Recovery procedures; (ii) the 

suspension of business rates relief (not to be 

reviewed until 2025); and (iii) the removal of 

the £10bn credit insurance indemnity scheme. 

This will create particular pressure for retail 

tenants, given that c.£2.9bn of the estimated 

£6.0bn of unpaid commercial rent relates to 

the retail sector. 

The Government has launched a consultation 

process to assess the best way to withdraw 

or replace the eviction and arrears recovery 

protection currently in place without causing 

a ‘cliff edge’ for tenants on 1 July 2021. Whilst 

a decision is yet to be made, it is clear that 

support will need to end at some point and 

the Government will likely look to the market 

to correct itself naturally. 

A key challenge for landlords and tenants 

will be to find workable solutions to both 

unwind these significant liabilities and also to 

restructure rental agreements to ensure that 

they are fit for purpose in a post-COVID era.

of unpaid  
commercial rent  
since March 2020

£6bn

89%

expect the use
of turnover leases

to rise over the
next two years

Survey:  
turnover leases*

* Survey of 50 leading UK retail landlords, 
financiers and investors conducted by 
Total Turnover Solutions (Sep-20) 

Over recent years there has been a growing 

trend, accelerated by COVID-19, for retailers 

to demand turnover-linked rents and shorter 

lease terms as well as Landlords increasing the 

mixed use of properties to secure value.

1. Turnover rents – The move to turnover 
rents in the retail sector more closely 
aligns the UK with the European model. 

Land Securities recently announced that 

it agreed 76% more turnover only leases in 

2020/21 than in 2019/20. Furthermore, of the 

CVAs enacted since March 2020, we have 

identified that at least 40% of stores that 

were not permanently closed migrated to 

a turnover based rent. This appears to be a 

trend that will continue into the future as 

a recent survey indicates that c.90% of real 

estate market participants expect the use 

of turnover-linked leases to rise over the 

next two years.

2. Lease length – In the retail sector in 

particular, lease lengths have reduced 

significantly in recent years. Between 

2018 and 2020 Savills analysis recorded a 

threefold increase in the number of leases 

shorter than two years. Going forward, 

Savills anticipates that by 2022, 90% of new 

retail leases will be shorter than five years.

3. Mixed use – The increasing demand for 

residential and retirement properties and 

the reduction in retail demand may result 

in a significant amount of repositioning 

of assets. 

These factors represent a material shift in the 

way risk and return is apportioned between 

landlords and tenants. This is expected to 

impact how capital markets price real estate 

risk which will consequently impact equity and 

debt financing terms for landlords. In addition, 

asset valuations and, by extension, loan-

to-value ratios may be adversely impacted, 

triggering the need for discussions with 

financial stakeholders.

Addressing significant liabilities

As Government support starts to be withdrawn, businesses will have to manage 
through an uncertain trading period whilst also dealing with the liabilities that 
have built up during the pandemic. Robust cash flow forecasting will be essential 
from both a cash management and a stakeholder confidence perspective.

The reduction in demand for certain assets/locations and the requirement for more 
flexible rental agreements is impacting how the capital markets price real estate risk.
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Success Factors
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Spotlight on retail assets:  
the changing purpose of the physical store

Lease arrangements should reflect  
the multiple functions of retail space.

Offices
In a post-pandemic world it is likely that tenants will require 

space to be used in a different way. The lasting impact of 

COVID-19 will be revealed over time. However, as working 

habits change tenants will want to ensure the efficient and 

cost effective use of space and will have an increased focus 

on configuration and ventilation to ensure the welfare of 

their employees.

Large open plan corporate head offices may become less 

relevant over time as businesses adopt ‘hub and spoke’ 

locational strategies. Proximity to transport links and the 

environmental impact of the building will also be key criteria 

for companies and therefore landlords should consider how 

their properties meet these requirements. Promoting energy 

efficiency and innovation in the operation of buildings will help 

extend lifespan, reduce the risk of obsolescence and should also 

serve to anticipate future carbon-related regulations and costs.

Retailers
Retailers are reassessing how real estate can drive value 

and are considering how to use property in the context of 

their digital strategies, rather than solely as distribution 

hubs. Successful retailers and leisure brands will use more 

sophisticated techniques to assess the quality and value of 

physical interactions within their stories. This will include more 

widespread use of in-store analytics, wi-fi, video analytics and 

insight driven by artificial intelligence (AI). 

From a landlord perspective, demonstrating a clear focus on 

the needs of the customer when designing, constructing and 

managing retail assets will help to attract the next generation 

of tenants. For example, the growth of e-commerce has 

Placing the customer (whether a shopper or an office worker) at the 
heart of the real estate strategy is key for both tenants and landlords. 

Focusing on the end customer

accelerated the demise of obsolete retailers, but has also 

created a new source of demand for physical retail: digitally-

native retailers looking to expand to physical stores. For some 

successful digitally-native retailers, opening physical stores (or 

showrooms and fitting rooms) is a logical and necessary step to 

unlock growth and profitability. Landlords need to be prepared 

to offer flexible lease models for start ups, pop ups and seasonal 

retailers, as well as established high street operators.

Whilst the real estate sector is facing a number of 
challenges, a time of change also creates opportunities 
for companies and investors who are willing or able to be 
proactive and adapt to changes in the market. We believe 
that three factors will play a critical role in successfully 
meeting these challenges and grasping new opportunities: 
focusing on the end customer, working in partnership and 
investing whilst preserving liquidity.
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Landlords, tenants and financial stakeholders should use the shifting 
real estate landscape as an opportunity to strengthen their respective 
relationships so as to protect and enhance value in the long term.

Change from traditional relationships to partnerships

Working in partnership

New lease models are emerging which attempt to capture the 

value of a physical store in terms of bricks and mortar sales, 

facilitation of click-and-collect orders and returns, as well as the 

brand awareness generated by the presence of a store and how 

this can drive increased internet sales. 

Whilst turnover rents create short-term volatility in the amount 

of rent due, they can provide long term stability and value 

by: (i) improving tenant retention rates via improved rent 

affordability; (ii) allowing the identification of under and over 

performing tenants, supporting pro-active asset management 

strategies; and (iii) allowing financial stakeholders to take 

greater comfort and confidence in the asset’s long term 

viability, which should lead to higher investment valuations 

based on occupational performance as opposed to notional 

estimated rental values (ERVs).

There is still a degree of reluctance from retailers to provide 

landlords with underlying data and to systematically attribute 

some value of online sales to store turnover. This will need to be 

overcome for the partnership model to work successfully.

By including more transparent information provision clauses 

in leases, landlords can better understand the risks and 

opportunities within their tenant portfolio. The flow of accurate 

and timely financial information will be a key step in managing 

liquidity and portfolio risk. It will also enable landlords and 

tenants to decide which partnerships to invest in and help 

them to make longer term commercial decisions. 
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The uncertainties brought about by COVID-19 and the 
structural changes in the market will require additional 
investment to protect value for all stakeholders. 

The structural change to the retail and office sectors is likely to 

impact the way space is used and the requirements of tenants. 

Making the right investments over the next couple of years 

and creating a sustainable income profile will be crucial to 

enhancing value. 

Landlords’ balance sheets have been significantly weakened 

over the course of the pandemic due to the decline in asset 

values. For example, Land Securities estimates that prime 

shopping centre values have decreased by almost two thirds 

since 2016. Whilst some landlords are well financed and will 

be able to work in partnership to support their tenants, those 

who are not sufficiently capitalised will need to work with their 

financial stakeholders to find a solution to preserve value.

Working in partnership with all stakeholders, the need to 

invest must be balanced with the requirement to preserve 

adequate liquidity. Central to this is the development and 

implementation of a robust cash flow forecast. This provides 

the confidence to key stakeholders that the business is being 

effectively managed and ensures that commercial options are 

appraised by reference to their impact on liquidity. 

Stakeholders will demand sight of credible longer-term plans 

for the portfolio in relation to a variety of factors including 

capital investment, tenant mix, re-letting and refinancing plans. 

Management teams must be proactive and engage with their 

stakeholders to demonstrate that they understand how to 

manage through the next few years.

Since the start of the pandemic the UK Government predicts 

that households are expected to have accumulated an 

additional £180 billion of deposits by mid-2021. General 

sentiment is that spending will increase as lockdown further 

eases and that individuals will be willing to spend more on 

discretionary products and leisure activities. Some retailers will 

prosper from this and investing in the right partnerships will 

ultimately lead to increased value in the longer term.

The Government has sought to encourage investment in 

the UK by including significant new temporary tax reliefs on 

qualifying capital asset investments from 1 April 2021 up to 

and including 31 March 2023. This is a significant Government 

initiative that will enhance longer term value. 

Investing whilst preserving liquidity

Spotlight on retail assets: Continued investment is required 
Green Street estimates that required capital expenditure will increase from  

16% of net rental income in 2017 to 19% of net rental income in 2021. The impact of  
investment on long-term rental growth will vary by asset class as shown below.

LfL Rental Growth and Capex Estimates (% of NRI) by Retail Asset Quality
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The real estate sector is facing unprecedented challenges due to COVID-19. Assuming 
the relaxation of the current restrictions continues with no significant delays, the 
next twelve months will be critical to begin to understand the lasting impact on 
the sector. It will be essential for all stakeholders, including landlords, tenants and 
financial institutions, to work together to agree sustainable rental agreements, invest 
to preserve value and ensure appropriate capital structures are in place. In some 
situations, this will be achieved without a court process but in others restructuring 
tools such as CVAs, Administrations and the new Restructuring Plan will inevitably 
need to be used. Notwithstanding that, we believe that close engagement between 
all stakeholders and working in partnership whenever possible will be fundamental to 
protect value for the longer term and hence result in a better outcome for all.

Across our CRO and Value Delivery service lines, we provide support and deep situational experience to address the 

challenges facing stressed and distressed businesses. We provide small, hands-on teams with relevant experience to 

work alongside companies and their boards, enabling management to focus on the day to day running of the company. 

We have worked with many European real estate businesses, with debt in excess of £19bn, through restructuring and 

value delivery processes. Some of the businesses we have recently worked with include:

About THM

Conclusion 

For more information, please visit the dedicated Real Estate section of our website: thmpartners.com/real-estate/

The guidance and views set out in this paper are for general information only and not intended to provide legal or other advice.
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