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6 years and counting

August is often a quiet month in commercial property, but for us, it 
has been the busiest we have been since we formed the business 
exactly 6 years ago.

It has been a month full of contrasting data and speculation at an 
economic level. At a commercial property level, the market is full of 
conjecture as to what assets will be available between now and the end of 
the year.

This month's data from Capital Economics confirms that we are starting to 
see mixed stories from different locations and asset types, and this is in 
line with what we are seeing and hearing on the ground.

Whilst we wait for more data, the rhetoric from the investment agents 
is that good quality commercial property, let on long leases, is selling at 
values equal to or beyond pre-referendum pricing. There is good reason to 
think that this will continue, considering the gap between government 
bonds and commercial property yields. Add to this the availability of cheap 
debt for good assets, at an all fixed cost for 5 years at under 3%, and it is 
easy to make a case for these assets becoming more popular.

For all other assets, pricing is proving more fluid. So far, we have only really 
seen one or two incidents of stress from the retail funds where quick sales 
were required, and there is an argument that says that the devaluation in 
sterling will provide a pricing floor for riskier assets, particularly those in 
London. For these riskier assets, and by that we mean vacant buildings or 
those with less than 5 years remaining on the leases, we keep a watching 
brief and fully expect buying opportunities to present themselves over the 
next 12 months.

Dominic Wright, Group Chief Executive
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Global Macro overview

Weak growth and high unemployment still seem to be the biggest 
problems facing European economies. Indeed, the preliminary estimate 
for Q2 euro-zone GDP put growth at 0.3%q/q, down from 0.6%q/q in Q1. 
Meanwhile, at 10.1% in June, the unemployment rate was unchanged from 
a month earlier. That said, the Economic Sentiment Index rose marginally, 
from 104.4 in June to 104.6 in July, suggesting that firms’ and consumers’ 
confidence has been fairly resilient to the UK’s vote to leave the European 
Union.

Stateside, economic growth data also disappointed. At around 1.2% 
annualised, GDP growth was much weaker than the median of forecasters’ 
estimates of 2.6%. This stood in contrast with the recent strong run of 
healthy survey data and job creation figures.

As a result, central banks are likely to keep monetary policy loose for the 
foreseeable future.  For instance, over the next few months, we suspect 
that the ECB and BoJ will each cut their policy rates by 10bps from their 
current levels of -0.4% and -0.1% respectively. Both are also likely to expand 
their asset purchase programmes, from €80bn per month and ¥3.3tr 
annually, to €90bn and ¥6tr. By contrast, in line with the more hawkish tone 
coming out from the Fed, we think that the Fed funds target rate could rise 
by 25bps by the end of the year.

With the expectations that, the US aside, we are on the cusp of further 
monetary loosening, most key stock markets have risen over last month 
of trading. Indeed, cumulative equity market gains have ranged between 
2% in Shanghai and just under 9% in Hong Kong.

Chart 1: Selected Equity Market Indices (% change last 20 trading days, 
latest = Aug 2 2016)
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The interest rate outlook 
has become more 
supportive thanks to a 
rate cut and revival of 
the Bank of England's 
asset purchase 
programme in August.

UK Economy

UK financial markets’ response to the referendum result has been less 
dramatic than some of the worst predictions. For instance, after falling 
by 6% in the days after the vote, the FTSE 100 index is now 10% above its 
pre-referendum level. However, on a trade-weighted basis, sterling is about 
10% lower than before the vote. And despite the UK losing its AAA rating, 
10-year gilt yields have fallen below 0.9%, as expectations for the path for
interest rates has been revised lower.

GDP growth data for the second quarter showed that the economy was 
on solid ground leading up to the referendum. At 0.6%q/q, the preliminary 
estimate for Q2 marked an improvement compared to Q1’s 0.4%q/q. This 
was enough to push the annual rate up to 2.2%. In line with solid growth, 
job creation was also strong; 176,000 jobs were added in the three months 
to May. This helped the unemployment rate to fall to 4.9%, its lowest level 
since 2005.

That said, post-referendum PMI data has signalled that Q3 will be far 
weaker. Indeed, at 47.7 in July, the CIPS/Markit composite PMI dropped to 
its lowest level since the credit crunch. This points to a sharp slowdown in 
the economy in the wake of the vote. 

Perhaps the most salient consequence of June’s vote is that, that 
despite the uncertainty surrounding the path of economic growth, the 
interest rate outlook has become more supportive thanks to a rate cut 
and a revival of the Bank of England’s asset purchase programme in 
August.

Chart 2: UK LFS Employment Change and Unemployment Rate
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Regional Residential

The housing market has given further signs of a slowdown, adding Brexit-
related concerns to the mix of high prices and stretched affordability. At 
-36%, June’s RICS new buyer enquiries balance fell from -0.3% just three
months prior, and reached its lowest point since 2008.  The picture was
even weaker in London, but with the exception of the North East, the new
buyer enquiries balance was negative in all the regions. Moreover, the new
sales instructions balance also fell across every region.

That suggests that, with mortgage credit still limited, transactions 
activity should be soft over the remainder of the year. Indeed, the latest 
figures from Bank of England showed that less than 65,000 new mortgage 
loans were extended in June, which represents a 4.6% decline over the last 
twelve months. 

Putting these factors together, it is unsurprising that house price 
inflation has begun to lose steam. The new official UK House Price Index 
rose by 1.6% in the three months to May, down from 2.5% in the three 
months to January.

That said, price trends have continued to show the regional divergence 
we have come to expect. Ranging between 3%y/y and 4.3%y/y, house 
price growth has been less than half the national average in the North East, 
North West, Yorkshire & the Humber and Scotland. By contrast, the East, 
South East and London have all seen double-digit rates of growth. 

Chart 3: House Price Growth (% y/y)
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Regional Commercial 

Although rental values edged higher in the three months leading up to 
the referendum, the rate of increase continued to moderate. Data from 
CBRE showed that prime rents rose by 1%q/q at the all-property level. 
The gains were also widespread. With the exception of Welsh shops and 
offices and shops in the North West, rental values rose or were unchanged 
in all submarkets compared to Q1. On an annual basis, all-property rental 
growth slowed to 5%, but at 11.7%, 9.4% and 8.4%, rental value growth 
was strongest in the Yorkshire shop, Eastern office, and East Midlands 
industrial submarkets. 

Chart 4: Rental Value Growth: Top and Bottom 5 (% y/y)
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The solid rates of rental growth seen up to the second quarter are 
reflective of a positive demand/supply balance. That said, the most 
recent RICS commercial property survey conducted after the referendum 
showed demand falling and availability increasing. Thus, the strongest 
rates of rental value growth may now be behind us. 

Indeed, agency sources report that prime all-property yields rose by 4bps 
over Q1, to stand at 5.4%. That said, a breakdown by sub-market paints a 
more mixed picture. On one hand, much of the quarterly yield expansion can 
be attributed to Welsh shops (+12bps) and offices (+29bps), as well as the 
industrial sector in the East Midlands (+31bps) and West Midlands (+27bps). 
By contrast, yields held broadly firm elsewhere, and the big picture now 
suggests that yields are very close to their floor.  

With rental growth slowing and yields edging up, prime capital value 
growth also moderated. By the second quarter, all-property capital value 
growth stood at 5.8%y/y. Admittedly, this masks significant variation 
across the sub-sectors. Led by offices in the East and South East, the 
top performers enjoyed both healthy rental growth and some marginal 
yield compression. As a result, capital value growth in these markets was 
11.8% and 10.1% respectively. The laggards included Rest of UK retail 
warehouses, and West Midlands offices, with prime capital values falling by 
7.5% and 4% compared to a year prior.

Looking ahead, despite the negative headlines, we think that a 
commercial property slowdown is more likely than a sharp correction. 
If we are right in thinking that the UK will avoid a meaningful recession, 
and we are on the cusp of monetary and fiscal policy easing, the recent 
deterioration in sentiment towards the occupier and investment market 
could well prove to be an overreaction.

Chart 5:  All-property Initial Yield (%)
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Investment

At £3.2bn, commercial property investment rose by 2.7%m/m in June.  
Activity was subdued compared to the value of deals signed in June of 2015 
and 2014. Yet, excluding those two years, the deal-making activity was fairly 
typical for the time of year. 

A breakdown of the data highlights that activity was muted in most 
sectors. That said, with deals amounting to £1.1bn in each case, deal 
making was strongest in the retail and office sub-markets in June. 
Meanwhile, activity in the alternative sectors, like student accommodation 
and leisure was limited to less than £20m over the month.

In line with the increased uncertainty surrounding the referendum vote, 
overseas investors took a cautious approach. On aggregate, with net 
disposals of £575m, foreign investors sold off more property than they 
purchased for the first time since June 2015. 

It is unlikely that we will see a rally in investment activity during the 
second half of the year. But anecdotal evidence suggests that roughly two 
thirds of the deals being negotiated before the 24th of June are set to go 
ahead.

Chart 6:  Value of Commercial Property Deals (£m)
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