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Update - September 2018

There are now only six months left to negotiate the 
deal under which the UK will leave the EU and move 
into a transition period. It is likely that we will now 
enter a quieter period for the market as occupiers 
pause any plans, similar to the months leading up 
to the referendum. On the investment front, we still 
envisage strong levels of inflows, particularly from 
overseas investors who are seemingly unfazed by the EU 
negotiations. Whilst real estate returns are easing, they 
are still running at 11% − comfortably above many other 
asset classes. In our opinion, uncertainty will continue 
to provide us with opportunity and a positive outlook for 
commercial property remains.

September Top 5

-  PMI data suggests that the economy continued to grow             
 at a steady pace as we move through the third quarter;

-  Average Total Returns Forecast for 2018 revised   
 upwards; 

-   In the largest transaction of the year, the National  
 Pension Service of Korea (NPS) acquired the freehold  
 interest in Goldman Sachs' new HQ;

-  Regional property seeing an increase in demand from  
 US investors;

-  Demand for London assets continues as overseas   
 investors remain unfazed by Brexit negotiations.

An OverviewGlobal Factors
The available data suggests that, at the start of Q3, the 
UK economy grew at a similar pace to the second quarter, 
with strength in the services sector providing some 
offset to weakness in manufacturing and construction. 
Encouragingly, despite employment growth slowing to 
0.8% y/y, headline wage growth picked up from 2.7% y/y 
to 2.9% y/y in July. CPI inflation also rose from 2.4% y/y to 
2.7% y/y in August. But that rise was mostly driven by the 
more volatile components of the index and is likely to be 
short-lived. In any case, given signs of greater uncertainty 
about the EU withdrawal process, the MPC left Bank 
Rate unchanged at its September meeting. Indeed, Brexit 
uncertainty has negatively affected UK equity markets 
while concerns around trade and economic growth have 
weighed on other markets (see Chart 1). In contrast, US 
and Japanese equities have been boosted by strong firm 
profitability. 

1.0 Change in Selected Major Market Indices over 
the Last 40 Trading Days (%)

Source: Thomson Reuters
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Survey measures of economic growth in the US have been 
more mixed. The ISM manufacturing and non-manufacturing 
surveys both suggest that growth has accelerated, while 
the Markit PMIs point to some softening. But, taking these 
indicators together would still suggest solid Q3 growth of 
between 3% and 3.5% annualised, only a modest slowdown 
from the strong second quarter. The economy does look set to 
lose further momentum over coming quarters. For one thing, 
the fiscal boost will continue to fade. The labour market is 
also tightening, putting upward pressure on wage growth, 
which hit a nine-year high of 2.9% y/y in August. And core 
inflation, at 2.2% y/y, is above the Fed’s 2% objective. Indeed, 
in the July/August minutes of the Fed meeting, officials 
seemed confident that further increases in interest rates 
would soon be appropriate.     

In the euro-zone, the detailed breakdown of Q2 GDP 
showed that net trade was a drag on growth for the second 
consecutive quarter. Indeed, the economy appears to have 
lost some momentum over the year, with the composite PMI 
at 54.2 in September, down from almost 60 at the start of 
the year. The fall in the PMI in September was attributed to a 
slowdown in manufacturing, with slower global growth and a 
stronger euro weighing on activity. In addition, weak industrial 
production in July has sparked concerns about the pace of 
economic growth. Nevertheless, at their last meeting it was 
clear that the ECB has not been deterred from continuing with 
policy normalisation. One factor supporting this is the positive 
signs coming from the labour market, with annual wage 
growth picking up from 1.8% to 1.9%.

Property Overview

Over half way through the year and expectations about the 
performance of the UK commercial property sector in 2018 
have improved. This is evident in the fact that the August 
IPF consensus forecasts for industrial and office, and, as a 
result, all-property total returns were revised up (see Chart 
2). However, there were no indications that conditions in the 
retail sector are expected to improve. Indeed, recent research 
from JLL illustrates the extent to which the structural 
oversupply of retail property could take its toll in coming year. 
The estimates suggest that a reduction of around 80,000 
stores by 2026 would be needed to balance retail supply with 
likely levels of demand.
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2.0 Average Total Returns Forecast for 2018 (%)

Source: IPF Consensus

Transaction activity re-accelerated in August, reaching 
£4.7bn, up from £3.3bn in July – a 45% increase. Three of the 
five largest deals took place in the office sector, with NPS 
of Korea’s £1.2bn purchase of Plumtree Court EC4, Goldman 
Sachs HQ, topping the list. Several PRS assets also changed 
hands, led by Invesco Real estate’s purchase of 1000 BTR 
units across two sites for £400m. Overseas capital made up 
almost two thirds of all investment in August, up from 42% in 
July.

This Goldmans deal meant that office investment accounted 
for 60% of total investment activity in August (see Chart 3). 
However, outside of the office sector, the health of investment 
activity was more questionable. Although other investment, 
including investment in residential, healthcare and the like, 
held up, investment in both retail and industrial property 
accounted for a much smaller share of total investment than 
on average over the past year.  

3.0 Share of Completed Investment Deals 

Source: Property Archive
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London Property Market
The Goldman Sach/Korean NPS deal also boosted investment 
in London in August. At £3.5bn, the level of investment in 
London was double the level seen a year ago. The total level of 
investment activity over the past year, at £27bn, is below the 
2016 peak. But it is £5bn greater than its historical average 
level.

In recent months the level of occupier demand in the central 
London office market has also been encouraging. And August 
was no exception. According to CBRE, take-up was 0.74m sq. 
ft. This was a lower level than in recent months, but such a 
slowdown mid-summer is expected, and take-up was around 
40% greater than the levels seen in August last year. Creative 
industries and business services accounted for 25% and 
21% of take-up respectively. Meanwhile, around 0.1m sq. ft. 
of office space was taken by flexible office providers. The 
outlook for occupier demand also appears solid. Indeed, 
space under offer stood at 4m sq. ft., above its 10-year 
average for the 9th consecutive month.
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Regional Property Market
There has been little in the way of hard data on activity in 
regional property markets so far in Q3. However, there does 
appear to have been some further slowdown in investment 
activity (see Chart 4). This reduction in regional property 
investment has been broad-based across the regions, but has 
come from a high level. 

4.0 Value of Investment (Annual Total, £bn)

Source: Property Archive

Property investors from North America are catching up with 
Asian investors in acquiring UK assets, and their low risk, 
high value strategies are leading them away from London.

Investors from overseas are still attracted to the UK’s strong 
property market, and North American buyers have already 
invested a reported £2.7bn into commercial property in the 
country so far this year, according to research from online 
commercial property tool Datscha.

While London has always been a magnet for foreign 
investment, US investors are seeing the options elsewhere 
across the country, and are the “most widespread” buyers 
across the country at the moment with major commercial 
property purchases made in Yorkshire, the north-west and 
the Midlands in particular.

Investor demand for prime South East offices remains strong 
and there’s clear evidence of serviced office/ co-working 
space growing in importance, with take-up in this segment 
reaching 138,800 sq ft in Q2, up significantly from 59,660 sq ft 
in Q1.
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Sector Spotlight
London Offices
A closer look at the developments in London’s office 
markets show that the healthy levels of occupier demand 
seen over recent months has removed some pessimism 
around the outlook for the sector this year. Indeed, the IPF 
consensus have revised up their total returns forecasts 
for 2018 for the West End and the City office markets. 
Compared to the February survey, where the consensus 
expected total returns in these markets of only minus 
0.3%, they now forecast total returns of 2.7% and 3.8% in 
the City and West End respectively. 

There has also been no shortage of news of high value 
deals taking place this year, implying that investor 
confidence has held up. For example, the sale of 5 
Broadgate to CK Asset Holdings, the sale of office space 
at Battersea Park power station to Apple and of course the 
Goldman Sachs/NPS deal. Consistent with that, according 
to Knight Frank yields in City and West End prime office 
markets have been stable for the past year, at 4.0-4.25% 
and 3.5% respectively. 

Overseas capital continues to dominate the Central 
London office market, accounting for over 70% of all 
investment this year so far. Asian investors continue 
to account for the largest share of investment into the 
City, with 60% of all transactions totalling approximately 
£4.77bn in 19 deals. Asian investors dominate the £100m+ 
market, and have acquired nine of the 17 transactions 
above this mark so far this year, totalling £4.2bn.

Buoyed by sterling’s weakness and the perception of 
Brexit as a being a domestic political issue, it appears 
that major overseas investors are unfazed by the EU 
negotiations, with the appeal of a trophy asset in London 
outweighing any Brexit linked concerns. Demand for 
prime assets remains strong, while there’s a clear lack 
of new product being brought to the market, limiting the 
availability of larger lot sizes.

As discussed earlier, the majority of take-up in London 
office markets recently has come from the creative 
industries and business services. In line with this, 
in 2018 employment growth in the information and 
communication as well as the professional, scientific 
and technical industries has been stronger than the 
10-year average, and stronger than jobs created in 
financial services (see Chart 5). The exception has been 
employment growth in administration and support 
services which has contracted. 

5.0 London Office-Based Jobs and Central 
London Office Take-Up

Source: ONS/ Knight Frank

Central London take-up has been stronger than would be 
implied by the level of employment growth (see Chart 6). 
This could reflect timing issues between space being let 
and occupied, but also could be down to serviced office 
activity. Data from CBRE show that since Q4 2011 serviced 
offices’ share of take-up has increased from 2% to 18%, at 
the same time as lettings below 5,000 sq. ft. have reduced 
from 29% of all central London deals to just 15%. 

6.0 London Office-Based Jobs and Central 
London Office Take-Up

Source: ONS
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It is encouraging that the level of supply in the London 
office market appears reasonably constrained. Indeed, 
for the past two years the amount of office space under 
construction has been slowing, albeit from high levels. 
And, this trend is unlikely to reverse anytime soon. Indeed, 
the balance of surveyors from the RICs Commercial 
Market survey expecting an increase in London office 
development starts was in negative territory in Q2. 

In turn, the central London vacancy rate has reduced 
since mid-last year. At 6.9%, the vacancy rate is higher 
than its pre-2016 trough of 4.4%, but also below the 8% 
rate which has typically acted as a tipping point between 
rising and falling rental values in the past. As such, in 
the current environment it seems more likely that rental 
values will plateau rather than decline. 
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