Commercial
Property Finance:
What Investors
Need to Know

A practical guide for investors, landlords and
business owners

Introduction

Commercial property finance is a specialist area of lending that provides funding for the purchase,
development, or refinancing of properties used for business purposes. Unlike residential mortgages,
commercial property finance takes into account the income-generating potential of the property, the
strength of the tenant covenants, and the overall business plan of the borrower.

This guide provides an overview of commercial property finance, covering the key considerations for
investors, landlords, and business owners looking to secure funding. We will explore how lenders
assess risk, the different loan structures available, and the documentation required for a successful
application.

What Is Commercial Property Finance?

Commercial property finance encompasses a range of lending products designed to meet the specific
needs of businesses and investors. These include:

e Commercial Mortgages: Used to purchase or refinance commercial properties, such as offices,
retail units, industrial units, and warehouses.

e Development Finance: Provides funding for new construction or refurbishment projects.

e Bridging Loans: Short-term finance used to bridge a gap between purchase and sale, or to fund
urgent property acquisitions.

e Investment Loans: Specifically designed for investors looking to build a portfolio of commercial
properties.

How Commercial Lenders Assess Property Risk



Location:

Prime locations attract higher
valuations.

Tenant Quality:

Strong tenants increase security.

Lease Terms:

Longer leases reduce vacancy
risks.

Property Type:

Some property types are riskier
than others.

Market Conditions:

Economic climate affects
valuations.

Commercial lenders carefully evaluate several factors to
assess the risk associated with a property. These include:

Property Valuation: An independent valuation is crucial to
determine the property's market value. Lenders typically
lend a percentage of this value, known as the Loan-to-
Value (LTV) ratio.

Rental Income: The property's ability to generate rental
income is a key factor. Lenders assess the Net Operating
Income (NOI) and calculate the Debt Service Coverage
Ratio (DSCR) to ensure sufficient cash flow to cover loan
repayments.

Borrower's Financial Strength: Lenders review the
borrower's financial statements, credit history, and business
plan to assess their ability to repay the loan. They may also
require personal guarantees from the borrower.

Loan Structures and Key Lending Metrics

Commercial property loans can be structured in various ways, depending on the borrower's needs
and the lender's requirements. Common loan structures include:

Term Loans: Fixed or variable interest rates, with repayment terms typically ranging from 5 to 25

years.

Interest-Only Loans: Lower initial payments, but the principal balance remains outstanding until

the end of the term.

Amortizing Loans: Principal and interest payments are made over the loan term, gradually

reducing the outstanding balance.

Key lending metrics include:

Loan-to-Value (LTV): The ratio of the loan amount to the property's value. Lenders typically lend

up to 75% LTV.

Debt Service Coverage Ratio (DSCR): The ratio of the property's NOI to the annual debt
service. Lenders typically require a DSCR of 1.25 or higher.

Interest Coverage Ratio (ICR): The ratio of the property's NOI to the annual interest expense.
Lenders typically require an ICR of 1.5 or higher.

Investment vs Owner-Occupied Commercial Finance



Investment Commercial Finance Owner-Occupied Commercial Finance

e Focus is on the property's income-generating e The business's financial strength is a primary

potential. consideration.
e Lenders place greater emphasis on tenant e Lenders assess the borrower's ability to
quality and lease terms. repay the loan, regardless of rental income.
e DSCR and ICR are critical metrics. e Lower LTVs may be required.

e Higher LTVs may be available for properties e Personal guarantees are often required.
with strong tenant covenants.

Vacant, Semi-Commercial & Turnaround
Opportunities

Financing vacant, semi-commercial, and turnaround properties can be more challenging due to the
increased risk. Lenders will require a comprehensive business plan outlining the borrower's strategy
for improving the property's performance. This may include:

e Renovation or Refurbishment: Plans to upgrade the property and attract new tenants.
e Change of Use: Converting the property to a more profitable use.
e Marketing Strategy: A detailed plan to attract tenants and increase occupancy rates.

Lenders may also require a higher equity contribution from the borrower and may charge higher
interest rates to compensate for the increased risk.

Documentation Needed for Commercial Mortgage
Applications

To apply for a commercial mortgage, borrowers will typically need to provide the following
documentation:

Property Details: Address, description, and current use.

Valuation Report: An independent valuation of the property.

Financial Statements: Audited financial statements for the past three years.

Business Plan: A detailed business plan outlining the borrower's strategy for the property.
Tenant Information: Lease agreements and tenant profiles.

Personal Financial Statements: Personal financial statements and credit reports for the
borrower.

e Legal Documentation: Purchase agreement, title deeds, and other legal documents.

Common Risks and How to Manage Them



e Vacancy Risk: Commercial property finance involves several risks. It is

Loss of rental income due to essential to identify and manage these risks effectively.
vacant units. o )
e Interest Rate Risk: Mitigation Strategies:

Increases in interest rates can
impact profitability.

e Market Risk:
Economic downturns can reduce
property values.

e Tenant Default Risk:
Tenants may fail to pay rent.

e Environmental Risk:
Contamination can lead to costly

e Thorough Due Diligence: Conduct thorough research
on the property, the market, and the tenants.

e Conservative Underwriting: Use conservative
assumptions when projecting rental income and
expenses.

e Diversification: Diversify your property portfolio to
reduce the impact of vacancy or tenant default.

e Interest Rate Hedging: Consider using interest rate
swaps or caps to protect against interest rate

remediation. .
increases.

e Insurance: Obtain adequate insurance coverage to
protect against property damage, liability, and other
risks.

Conclusion

Commercial property finance is a powerful tool for investors, landlords, and business owners looking
to grow their businesses and build wealth. By understanding the key considerations, loan structures,
and risks involved, borrowers can make informed decisions and secure the funding they need to
achieve their goals. Working with an experienced commercial finance broker can help you navigate
the complexities of the market and find the best financing solution for your needs.



