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July Update

The second round of Brexit negotiations have begun, 
highlighting the key areas where there is work to do, and 
economic data has suggested that the economy has 
continued to prove resilient to the worst effects of the 
pound’s depreciation. 

UK CPI inflation recorded its largest monthly drop in 
June since February 2015, however, this is unlikely to 
mark a turning point, with further increases at the end of 
2017 still likely. Occupier fundamentals, particularly in 
the London market, continue to improve,  whilst a sharp 
rise in property investment inflows has provided further 
evidence that investment activity is normalising after a 
particularly weak start to the year.

July Top 5

1. Second round Brexit negotiations are now underway.

2. CPI inflation edges down to 2.6% in June. 

3. Property shows a steady performance over the first 12           
 months since the EU referendum.

4. Jump in investment inflows as June represents the  
 best month for investment activity this year.  

5. Strong demand for leisure assets reflecting investor. 

An OverviewGlobal Factors
Face-to-face negotiations between the UK government and 
EU officials have officially begun. Admittedly, it is still only 
days into the negotiations and drawing any conclusions from 
them would be premature. Encouragingly however, there are 
signs that the Government is planning to make its intentions 
clearer in order to soothe both individuals’ and businesses’ 
concerns.

The Government also seems willing to make concessions in 
order to ensure that Brexit is a smooth process, and avoid 
an abrupt end to barrier-free trade with the EU. What’s 
more, the appetite of world leaders from elsewhere for post-
Brexit trade deals suggests that, in the long run, any trade 
lost due to leaving the EU could be made up by better access 
to large economies outside Europe.

Meanwhile, recent UK economic data has been mixed. 
For instance, the slack in the labour market has continued 
to diminish. At 175,000 during the three months to May, job 
creation was healthy, helping the unemployment rate fall to 
its lowest level since 1975, reaching 4.5% (Chart 1). 

1.0 Employment and Unemployment Rate

Source: Thomson Reuters
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Property Overview
June’s results mark 12 months since the EU referendum 
and the overall picture is that of steady property 
performance. Over the first half of the year capital values 
continued to recover their post-referendum losses. 
According to data from CBRE, capital value growth reached 
2.5%, up some way from the 0.6% growth in same period 
last year, but still shy of the 4.1% recorded in H1 2015.

At a sector level, growth was driven by the industrial 
sector as capital values rose 5.8%. Central London offices 
also fared well, up 2.5%. Industrial capital values are now 
around 7% higher than in the middle of 2016. 

 What’s more, over the last six months or so, commercial 
property yields have been broadly stable, reflecting a 
normalisation in investment market activity. Commercial 
property assets with a combined value of £5.2bn changed 
hands in June. This represents the strongest month of 
activity since last December and a 37% increase on May’s 
total. Investment activity is now back into line with last 
year’s pace (Chart 3).

The latest jump in activity was largely down to a few large 
deals. In fact, at £2.4bn, the total value of the month’s five 
largest deals rose by 116%m/m. The average deal size has 
now risen to £51.2m, the second highest reading since 2003.

By contrast, adjusted for inflation, households’ incomes 
are under pressure. Indeed, the annual rates of CPI inflation 
and average earnings stood at 2.9% and 1.8% respectively in 
May. More recently, however, the CPI inflation rate edged down 
to 2.6% in June which should help soften the squeeze on real 
incomes. 

Looking ahead, survey measures of activity bode well for 
economic growth in the second quarter of the year. For one 
thing, at 53.9 in June, the composite PMI is consistent with an 
acceleration in GDP growth, from 0.2%q/q in the first quarter 
to 0.5%q/q in the second. What’s more, global PMIs have been 
buoyant, suggesting that external demand for UK goods should 
be healthy, particularly given the fall in the pound. 

Even then, indicators of consumer confidence suggest that 
a slowdown in household spending is on the horizon. Granted, 
CACI research from April highlighted that shoppers were upbeat 
about the outlook for the following three months. However, more 
recent indicators like the Gfk/NOP consumer confidence index 
weakened, falling to -6.4 down from -4.9 in April.

However, with the outlook for growth looking fairly healthy 
and the currency-led rise in inflation now materialising in the 
data, policy makers have become more divided on the likely 
path for Bank Rate. Indeed, three Committee members voted 
for a hike in Bank Rate in June’s MPC meeting, up from just 
one at the previous meeting. In turn, we have seen 10-year gilt 
yields rise, from just under 1% in early June to around 1.2% by 
mid-July. Similarly, sterling has appreciated against the dollar, 
from around $1.25 to $1.30 over the same period (Chart 2). That 
said, the most recent softening of inflation should allow policy 
makers to hold off tightening monetary policy too soon.
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2.0 Exchange Rate and 10-Year Gilt Yields

Source: Thomson Reuters

3.0 Value of Commercial Property Deals (£bn per 
year)

Source: Property Archive
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Regional Property Market
Similar to the trend seen in London, regional office take-
up improved in the second quarter. GVA data showed 
that 1.4m sq.ft. of city centre office space was leased in 
the big nine regional markets, up by 55%q/q from 0.9m 
sq.ft. during the first three months of the year. However, 
that improvement was flattered by a 270%q/q increase in 
Edinburgh office leasing activity, driven by a very large deal 
to the government.

Meanwhile, in terms of investment activity, regional 
property markets have punched below their weight. 
Despite increasing by around a quarter in June alone, at 
£2.1bn, non-London activity accounted for 41% of the total, 
which compared negatively with the average of 54% seen 
since 2003.

London Property Market
Occupier market conditions in central London’s main office 
markets have improved over the last few months. CBRE data 
shows that, at 1.5m sq.ft. in June, office take-up rose for a third 
consecutive month (Chart 4). 

That brought the quarterly total to 3.2m sq.ft., up 30%q/q. This 
contributed to the 4%q/q fall in availability seen over the 
quarter, which helped stall the rising trend in the vacancy 
rate. In fact, central London’s office vacancy rate edged down, 
to 4.6% in Q2 from 4.7% three months prior. 

On the back of a slight hardening in office yields, capital 
values increased by 1.5%q/q. That, in turn, probably reflects 
the relative strength of investment activity in the capital.  All-
property investment activity totalled £3bn in June, or 58% of 
the national total, a substantially higher share than the historic 
average, of 46%.  
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4.0 Central London Office Take-Up (million sq.ft. 
per month)

Source: CBRE
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Sector Spotlight - Leisure
Commentators have argued for some time that the 
importance of leisure assets in investors’ portfolio mix 
has increased. This claim seems to be tentatively backed 
up by the data. On a rolling six-month window, the share of 
total activity accounted for by leisure assets has risen, from 
around 0.5% a year ago to just under 4% by June 2017 (Chart 
5).

Anecdotally, however, investor demand for good quality leisure 
assets is greater than the pool of assets that have come to the 
market.  

Investment demand for has now broadened beyond its 
traditional base of a handful of expert funds and property 
companies. The primary reason for this rise is a reflection of the 
wider swing in institutional requirements towards secure income. 
Leisure in the UK is one of the last bastions of leases more than 
10 years, and 25 year leases with some level of indexation is still 
achievable.

Reflecting the health of investor demand as well as limited 
supply of good quality assets for sale, the leisure yields 
have hardened. After a brief rise after last year’s referendum, 
prime leisure yields are now back to their pre-vote level of 5% 
(Chart 6). 
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5.0 Leisure Deals' Share of Total Investment (%, 6m 
avg.)

Source: Property Archive

6.0 Prime Leisure Initial Yields (%)

Source: Savills

But with yields unchanged over the year, the 3%y/y rise 
in capital values has almost entirely been driven by rising 
rents. That makes the leisure segment the second-best 
performing property segment, with the exception of the 
industrial sector.

Rising leisure rents are consistent with the healthy rates 
of spending growth seen recently. Indeed, by the first 
quarter of 2017, real household spending growth stood 
at a fairly healthy rate of 2.6%y/y. Generally speaking, 
however, the erosion of real household incomes will result 
in some headwinds for the segment. In fact, total household 
spending growth is expected to slow, from 2.8% in 2016 to 
2% in 2017 and 1.5% in 2018. The implication is that rental 
value growth should slow over the next year or so. 

However, despite the expected slowdown in headline 
household spending growth, the leisure sector is unlikely 
to encounter the same headwinds faced by retail 
operators. For one thing, the leisure sector is far from 
homogenous; its tenant base can be broadly segmented 
into food and beverage (F&B), cinemas, health and fitness 
(H&F), and providers of other social activities.

There is now also a greater appreciation of the defensive 
nature of leisure spending, between 2017 and 2020, real 
expenditure in these segments is expected to hold up 
well. According to Capital Economics, real spending growth 
in pubs and restaurants is expected to average 1.6%p.a. 
which compares positively with the average recorded in the 
decade to 2015, of minus 0.8%p.a. Meanwhile, averaging 
4%p.a. over the same period, real leisure spending is set to 
comfortably exceed the past decade’s average of 0.2%p.a. 
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But perhaps most crucially, the bigger picture is that the 
experiences provided in leisure locations are much harder 
to replicate online. In turn, leisure occupier demand looks 
well insulated from the expected slowdown in household 
spending growth. This chimes well with the idea that tenant 
demand has been particularly strong from food and gym 
operators. According to Savills, mass-market food chains 
as well as gym operators in both the budget and boutique 
brackets have fared particularly well in the capital. Going 
forward, leisure will play an increasingly important aspect 
to the retail mix due to its part in attracting and retaining 
footfall. 

In short, despite slowing from its current levels, rental 
value growth in the leisure sector is likely to remain in 
positive territory and outstrip the retail sector. And with 
investor demand looking likely to exceed demand, we expect 
leisure yields to rise marginally even as rental growth slows 
and interest rates begin to rise over the next few years. The 
implication is that capital value growth is likely to be modest 
but positive.


