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A Review of 2017 and 
2018 Outlook

Risk assets performed well in 2017, as the combination 
of strong economic growth and low inflation helped drive 
financial markets. This was all a far cry from the caution 
that greeted the start of 2017, when investors were 
concerned about the rise in populist politics. The next 
12 months will see elevated levels of uncertainty due 
to Brexit, however, Britain is still open for business and 
remains the world’s number one financial centre.

2017 and New Year Top 5

1. The UK economy proved resilient in the face of Brexit                        
 uncertainty

2. Investor activity strengthened during 2017, driven by  
 strong demand from overseas investors

3. In spite of headwinds, commercial property set to   
 perform well over the next 12 months

4. London will remain resilient to Brexit pressures, but  
 performance will vary by market

5. A shortage of new supply in regional markets will drive  
 rental growth

An OverviewGlobal Factors
Last year proved to be significantly healthier than most 
forecasters and commentators expected. In the wake of the 
vote to leave the European Union, consensus expectations 
for GDP growth and interest rates tumbled. However, cuts to 
consensus growth expectations, to as low as 0.7%y/y, were 
wide of the mark. The preliminary estimate of fourth quarter 
GDP growth showed that the economy expanded by 1.8%y/y 
in 2017. That said, CPI inflation rose faster and further than 
forecasters expected (see Chart 1). 

The resilience of the UK economy was supported by 
three key factors. For one thing, monetary policy was kept 
loose throughout the year. Indeed, despite a 25bps hike 
in November, Bank Rate was very low by past standards. 
Secondly, job creation has been robust. Between January and 
November, the latest data point available, the UK economy 
has created 381,000 jobs, which compares positively with 
the 264,000 generated during the same period in 2016. This 
helped the unemployment rate to fall from 4.8% at the end of 
2016, to 4.3% in November of 2017. 

1.0 Concensus Forecasts and Outturns for 2017 GDP 
and CPI (% y/y)

Source: HM Treasury, Thomson Reuters

But perhaps most importantly, in line with healthy job 
creation and low rates of unemployment, there is scant 
evidence that businesses or consumers have put off 
decisions due to heightened uncertainty. Nevertheless, the 
inflationary pressure caused by the post-referendum fall in 
the pound did curb household’s spending power.
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With the monetary policy stance still accommodative, 
and investor demand holding up well, initial yields 
stabilised in most sectors, and even compressed in 
the industrial segment. Meanwhile, alternative sectors 
associated with higher income returns and long-term index 
linked leases, like regional hotels and foodstores, are also 
reported to have seen downward shifts in yields.

In all, 2017 was characterised by economists and 
property forecasters revising their estimates up, rather 
than down. In turn, investors and occupiers seems to have 
reacted to the Brexit negotiations with a shrug, as opposed 
to the exodus that many commentators expected. Yet, with 
investment volumes in central London near record high 
levels, and valuations starting to look stretched again, is a 
more opportunistic investment strategy for 2018 likely to 
pay off?

Property Overview
The economy’s resilience provided the backdrop for a 
relatively good year for commercial property and occupier 
demand. Aided by demand from co-working operators like 
WeWork, leasing activity in central London held up well. The 
year-end total looks likely to come in close to 14.5m sq.ft., just a 
touch less than the 14.9m sq.ft. recorded in 2016. The same can 
be said about take-up in the nine large cities in GVA’s coverage, 
office take-up there exceeded 10m sq.ft in 2017, a record high, 
and up by around a tenth compared to a year earlier. While end-
year figures are not yet available, industrial market take-up also 
appears to be on track for a good year.

In fact, rather than retreat, average all-property rental values 
increased by around 2%. However, that was primarily driven by 
rental increases in the industrial sector, on the back of strong 
levels of demand and persistent shortages of available stock. 
By contrast, at the prime end of the market at least, Central 
London office rents have fallen from their recent peak. Yet, that 
seems to have been driven by increased new supply, rather than 
a fall in tenant demand.

Meanwhile, totalling just over £56bn, investor activity 
strengthened during 2017 (see Chart 2).

Indeed, buoyed by some record-setting deals in London, investment 
activity improved by 9%y/y. This improvement was driven by 
strong demand from overseas investors. Not only did they account 
for roughly half of all purchases over the course of the year, but 
foreign investor’s purchases also outstripped disposals by £11.1bn. 
(See Chart 3.) Even though movements in the exchange rate are 
rarely correlated directly with the level of overseas investment, the 
post-referendum fall in the pound probably encouraged undecided 
investors to take the plunge.

 2017 REVIEW AND 2018 OUTLOOK

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

Source: Property Archive

2.0 Value of Commercial Property Deals per Year 
(£bn)

Source: Property Archive
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Meanwhile, after a relatively muted start to the year, 
investment activity in the regions picked up steam in the 
second half of 2017. Indeed, totalling £32bn, or 57% of the 
national aggregate, that marked a significant improvement 
on the equivalent figures for the previous year, of £27bn and 
52%. Looking ahead, the data from the RICS survey also 
imply that investor demand for non-London property should 
hold up well in the year ahead.

Outlook for 2018
Granted, the shape of the future relationship between the 
UK and the EU is still up in the air, and this uncertainty may 
continue to cast a shadow over the economy and property 
markets. However, as the year goes on, and negotiations 
(presumably) make progress, that shadow should become 
less prominent. Hence, perhaps the best way to describe 
the outlook for 2018 is one of cautious optimism.

Indeed, there are good reasons to be positive about the 
prospects for UK commercial real estate in the year 
ahead. For a start, surveys for employment and business 
investment point to an acceleration in GDP growth over 
the next few quarters. And given the relationship between 
these measures and occupier demand, rental values look 
likely to rise in 2018. Yet, since rental values in some parts 
of the office sector, particularly in and around London, are 
already very high those increases look set to be modest. 
All-property rental value growth looks set to slow from just 
under 2% in 2017 to around 1.5%.

Second, while a little mixed, relative pricing metrics still 
suggest that UK property is an attractive proposition. It is 
true that, on the back of some slight yield falls in the second 
half of 2017, UK property looks more expensive than a year 
ago in relation to UK-based financial assets. However, UK 
property markets look attractive compared to the largest 
European markets. Indeed, at 3.65%, all-property prime 
yields are higher than in countries like Germany, France 
and Spain. What’s more, prime yields in the UK have held 
firm over the last year or so, while all-property yields on the 
continent have fallen in the vast majority of countries (see 
Chart 4). If relative pricing was attractive enough to support 
demand for UK assets last year, the fact that European 
yields have fallen in relation to the UK should support UK 
investment activity in 2018.

London Property Market
Occupier demand in London held up relatively well in 2017. 
Indeed, office take-up was healthy at around 14.m sq.ft. 
according to data from CBRE, and prime retail rents held onto 
most of their recent gains. That said, the outlook for the year 
ahead is more subdued. For instance, the latest RICS survey 
showed that surveyors are reporting falling occupier enquiry 
levels, and rental expectations in the capital. This is perhaps 
unsurprising given that rental levels are already very high in 
London’s main office and retail markets. Moreover, due to its 
large representation in both employment and office take-up, 
London’s office markets are fundamentally more exposed to the 
risk of a Brexit-linked hit to financial sector occupiers. 

By contrast, investor demand has been strong in the capital. 
During 2017 as a whole, £24bn worth of deals were inked in 
London, or roughly 43% of the total. This was aided by some 
very large deals involving trophy assets like the Cheesegrater 
and Walkie Talkie, both sold to far eastern investors with price 
tags in excess of £1bn. 

Encouragingly, despite the more muted outlook for rents, 
investor demand for assets in London has shown little signs 
of abating. According to the RICS survey, with a net balance of 
11%, London property investment enquiries rose in the fourth 
quarter, from minus 6% in the third. This sits comfortably with 
the idea that investors are still interested in the perceived 
safety of London property.

Regional Property Market
Similarly, occupier demand for office and industrial 
properties outside London has not disappointed. Not only 
did office take-up in the “Big Nine” regional cities covered 
by GVA hit a record high, but non-London industrial take-up 
has also held up well. What’s more, the regional occupier 
demand readings from the latest RICS survey also suggest 
that, demand is less subdued than in London in the office and 
retail segments, and industrial demand pretty high by recent 
standards.

With tenant demand high, and supply limited, it follows that 
rental expectations are also rosier in the regions. Granted, 
RICS surveyors expect to see retail rental values fall in most 
regions except the North. However, the office and industrial 
rental expectations net balances point to a strengthening 
outlook for rents in all non-London regions.

 2017 REVIEW AND 2018 OUTLOOK



RIVERCAP.CO.UK 

THE PROPERTY INVESTMENT PEOPLE WWW.RIVERCAP.CO.UK

 2017 REVIEW AND 2018 OUTLOOK

Second, it seems likely that some types of investors, like 
pension funds will be exempt. Third, as yet, there is no 
certainty that this proposal will be enacted at all. But 
perhaps most importantly, the introduction of a CGT for 
foreign investors will only bring the UK into line with other 
major developed countries which already tax foreign 
investors’ capital gains. In short, although the imposition 
of a CGT may remove one of the advantages of investing 
in the UK, it should not put it at an absolute disadvantage 
relative to other major markets. And even if overseas 
investor demand were to ebb, there is anecdotal evidence to 
suggest that domestic players could take up at least some 
of the slack.

In terms of sector-level prospects, the picture is a little 
nuanced. On one hand, with valuations and rental levels 
already very high, central London office assets as a whole 
look likely to underperform over a five-year horizon. 

There remains a perception that London offices are 
currently fully priced or possibly even overpriced by 
certain investors. However, as we showed with the 
purchase of Old Street works, high levels of due diligence 
can unearth value in the capital.

London continues to retain its tag as the financial capital 
of Europe and overall fundamentals for the London 
commercial property market remain good. If, as we are 
now starting to believe, the UK is heading for a Brexit in 
name only then the outlook for the market will start to look 
considerably brighter and more attractive. For this reason, 
we continue to actively pursue opportunistic deals within 
the capital.

Meanwhile, despite the expectation that the squeeze on 
real household income will subside soon, the retail sector 
looks unlikely to overcome the competitive pressures 
stemming from the growth in online retail. By contrast, 
one beneficiary of these structural changes is the industrial 
sector. We expect occupier and investor demand to hold up 
well, meaning that returns will probably outperform.

Given the relative lack of mainstream prime stock, it 
seems that sectors with high income returns are back 
in favour with investors. Indeed, alternative sectors – or 
those outside of the traditional office, retail and industrial 
segments – accounted for around 30% of all deals by 
value in 2017, up from about 25% in 2016. This is perhaps 
unsurprising given that over long time horizons, the income 
component of property returns has accounted for roughly 
two-thirds of the total. It is unlikely that this trend is about 
to go into reverse.

4.0 Change in All-Property Prime Yields Between 
Q3 2016 and Q3 2017 (Bps) 

Third, the weight of capital targeting UK property 
assets seems unlikely to recede. Admittedly, Thomson 
Reuters’ asset allocation poll suggests that investors 
have cut their allocations to UK property in half since 
mid-2016. However, both the Cornell University/Hodes 
Weill Institutional Real Estate Allocations Monitor and 
the RICS Commercial Survey point to healthy levels of 
investor demand in the year ahead. However, it seems 
likely that, at this late stage of the cycle, investors will 
concentrate on the prime-end of the market for secure 
income, as well as assets with comparatively high 
income returns, or those with healthy rental prospects. 
More specifically, investor demand seems likely to be 
focused on central London offices, the industrial sector, 
as well as regional hotels.

Finally, the institutional and structural factors 
that have made the UK one of the most attractive 
destinations for global property investors are still 
in place. UK commercial property markets are liquid 
and transparent, which along with the quirks of UK 
commercial property leases, should ensure that 
investing in the UK appears comparatively less risky. This 
should help investors with long time-horizons to put less 
weight on local political issues, like the outcome of the 
Brexit negotiations.

That said, it can be argued that the introduction of a 
capital gains tax (GCT) for foreign investors will dampen 
demand from overseas. Yet, we suspect that the impact 
of this change should be modest, and probably not 
palpable in 2018. First, since the gains used to calculate 
the tax will be reset at the time of the CGT’s introduction 
– which is mooted for 2019 – there will be little incentive 
for investors to sell up beforehand. 

Source: Various Agents / Capital Economics
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Opportunistic window opens

Despite high levels of demand for prime assets, willing 
sellers have been hard to come by. As we experienced 
last year, with overall supply limited, it was difficult to 
find real value for our investors.

Moving forward, with risk-averse domestic and global 
investors dominating the market in 2018, competition 
for secondary assets will be less fierce, and prices may 
even fall. This, in turn, should provide good opportunities 
for value-add and opportunistic investors, such as 
ourselves. There is value beyond prime.

Since 2012, Riverside capital has actively invested in 
alternative sectors, due to their higher and less volatile 
income streams. Over the last 2 years we have seen 
these types of assets increase in popularity amongst 
the investment community. With this set to increase 
further over the next 12 months, 2018 could be the year 
that that alternatives become mainstream. 

As more money flows towards certain sectors, this 
could play a large role in skewing pricing. As the market 
has recovered since the EU referendum, investors have 
tended to focus on “thematic” investment strategies. 
The industrial sector for example, has benefitted from 
the belief that growth in online shopping will continue to 
boost demand for distribution centres. This has seen a 
sharp rise in investor interest, as evidenced by the latest 
RICS survey (see Chart 5). This, in our opinion, has also 
helped pushed prices to a place where we struggle to see 
value. 

Source: Various Agents / Capital Economics
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Enquiries (% Net Balance)


