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Property recessions tend to appear every 15 or so years; early 1980'’s, 1990,s
2008/2009, 2022/2023 so it should be no surprise that we are in for another

If only | had
a crystal ball

Having ridden out the three
previous recessions | thought |
would engage in a bit of gazinginto
the future to give my predictions
of what is likely to happen in the
property market over the next 24
months.

Valuers are currently running
scared with horror stories of
significant down  valuations
creating funding difficulties with
reducing loan to value (LTV) ratios
and rises in the cost of existing
loans as fixed rate deals end.

While there is no doubt values are
falling, and will continue to fall, the
importance of up to date market
evidence and regional knowledge
becomes ever more important.

| hope you find this newsletter
interesting and would welcome
any comments on how this could

be improved or areas you would
like me to cover.
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While at the beginning of a recession it is difficult to predict the extent of
the downturn this has more of the feel of the 1990’s recession rather than

2008/2009.

In March 1991 UK interest rates were at 12% whereas in March 2009 these
had fallen to 0.5%. With inflation running at 10% plus interest rates rising this
will have a significant effect on property values across all sectors.

Economic Drivers

Governments since 2008 have
continued in one form or another
printing money, more commonly
called Quantitative Easing, and with
all that extra cash sloshing around it
was inevitable that there would be
problems down the line.

The property industry has benefited
from the longest period of
extraordinarily low interest rates in
living memory with rates falling to
less than 1% in 2009 and remaining
there until earlier this year. Money
has been cheap and this has led to
booming property values.

This is no longer the case and, with
the possibility of embedded inflation,
interest rates will rise above the
current 3%, my prediction is that
within the next 2 years rates will

exceed 5%. Before you throw up your
hands in horror it is worth reflecting
that from the 1970’s to 2009 rates
were nearly always in excess of 5%
peaking at over 15% in the early
1980’s; we are going to have to wean
ourselves off the addictive drug of
cheap money.

Planning restrictions have
contributed to the rise in values
with demand outstripping supply in
most sectors albeit the office and
retail markets have been adversely
affected by Covid.

While the war in Ukraine has
undoubtedly added to the difficulties
with rising energy costs this hasin my
opinion only exacerbated a problem
that was already in progress.
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So what will happen next?

Residential Property

There is no doubt that the residential market has already started to cool
with both the Halifax and Nationwide reporting falls of -0.4% and -0.9%
respectively for October after more modest falls in September of -0.1%

and no change (respectively).

The drivers of the fall are principally
the rise in interest rates and the
restricted availability of mortgages.
New buyer inquiries fell for the sixth
month in a row in October according
to Royal Institution of Chartered
Surveyors (RICS). It now takes 18
weeks on average to sell a property,
up from 16 weeks a year ago.

First-time  buyers must now
quadruple their deposits to get onto
the housing ladder as mortgage rates
stick at 6.5%, according to research
by Hamptons estate agents. When
mortgage rates were at 2%, a first-
time buyer buying a typical £247,000
home with a 10% deposit (£24,700),
paid £941 per month on a 25-year
mortgage. That same buyer now
needs a deposit of 43% (£106,000)
if they want to keep their monthly
mortgage payments the same.
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Other factors that could affect
balance of supply and demand include
i) residential landlords exiting the
market as allowances are removed
and mortgage repayments increase,
ii) buyers hanging back expecting
further price falls and iii) a rise in un-
employment.

6.5%

ave. mortgage rate
Q3:2022
compared to 1.5% Q1:2022

predictions:

House prices will continue to fall
for the next 12-18 months with
the total reduction in value being
in the range of 10 - 15%. There
will be particular issues in the
buy-to-let market with negative
equity being experienced in some
regions.

-42%

Decline in new buyer
enquiries in Oct 2022
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Commercial Property

According to the RICS Economy and Property Market Update, the effect of
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the mini budget on 23rd September and the worsening economic outlook,

has set in motion a re-pricing across commercial property markets with yields

climbing.

The Investment Enquiries Metric
posted a‘net balance reading’ of -18%
over the quarter (Q3) compared with
+12% in Q2. Within this, the retail
indicator fell deeper into negative
territory (-39% as against -13%
previously) while the reading for
offices was -31% after being broadly
flat in the previous month period.

Investors are concerned with the
increased cautionshown by occupiers
which has been highlighted by recent
RICS surveys. Tenant demand across
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-33%

Decline in investment

transactions Q3:2022,
compared to Q1:2022
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9.3%

all sectors has reduced substantially
with offices moving into negative
territory at -22% and the retail
sector moving further down. The
momentum in the industrial sector
has slowed markedly while still
remaining positive.

Availability for both city offices and
retail is predictably rising with the
vacancy rate standing at 9.3% for city
centre offices; the highest level since
2012.

Vacancies in city offices

CP’s predictions:

Industrial: Of the three sectors, industrial will remain the best performing
sector but yields on investments will continue to rise leading to substantial
falls in value. Occupier demand will, to a large extent, depend on the
performance of the economy with the cost of energy being the overriding
concern. A lack of supply has, to date, kept demand positive but this could be
about to change if consumer demand falls significantly.

Expect property values to fall by about 5 - 10% in the next 12 months with
rents falling by 10%- 15%

Offices: My discussions with clients and other significant occupiers clearly
indicates all are looking closely at their ongoing requirements and in
many cases are reducing space as breaks become available and leases
end. Dilapidations surveyors are reporting an increase in demand for their
services as tenants exercise break clauses with financial settlements being
more common than works of rectification. There will be increasing pressure
to repurpose office space as occupiers scale back their office footprint.

Expect, generally, values to fall by up to 20% with offices in secondary
locations being hardest hit with falls of up to 30%. Rents will fall by up to 25%
with landlords taking the pragmatic view that it is better to have occupiers
rather than the costs of vacant units.

Retail: The retail sector has fallen further and farther than both the industrial
and office market and therefore future falls will be limited as most of the pain
has already been felt. There will be huge pressure on regional towns with high
retail vacancy levels. In some of these towns a repurposing of the high street
is already underway. Partially redundant shopping malls will be brought
back to life as covered markets with residential conversions becoming more
common. While taking cars out of these centres will take longer the improving
environment will drive a residential revival.

Expect values and rents to continue falling but at a reduced pace. It is very
difficult to predict the scale of falls but | would expect to see between 10%
- 15%.
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Construction:

Inflation in this sector is the major challenge with around four-fifths of
respondents to the Q3 RICS Construction Monitor identifying these issues as
limiting activity. There is a crumb of comfort however from the Department
for Business, Energy & Industrial Strategy (BEIS) which shows that the annual
inflation rate was 16.7% in September which is a 3rd consecutive fall from the
recent peak of 26.8% in June. This will however continue to squeeze margins
with the RICS dataset reporting a net balance of 23% of respondents seeing a
contraction in margins and that the pressure appears to be intensifying (-15%
in previous three month period).

The latest official data for
R . ) ° ®
construction output indicates that CP S pred|ct|on5:
it is around 6% up on a year ago and
2.5% above pre-pandemic levels. But
the workload momentum does now
appear to be slowing according to
the RICS sentiment data, to a greater
or lesser extent, pretty much across
the board. New business enquiries
are still positive however according
to the ONS new construction orders

appear to be slipping.

As the economy goes into
recession construction activity
will fall by 5-10% in the next 12
months with small to medium
sized companies coming under

intense pressure especially where
the scope to increase prices on
contracts is limited.

Respondents to the RICS are

continuing to report shortages of

labour with a significant fall in self-

employment in the sector. Upskilling 16 7¢y
. o

the existing labour force is perceived
to be the most immediate route
to lifting productivity levels in the
industry.

Current inflation rate of
construction materials down
from 26.8% in June 2022

Nearly the end!

So there we have my views as we move to Christmas 2022 which will feel colder
than normal to many people in the UK, but not as bad as for those poor souls
without heat or power in Ukraine.

| will provide an update towards the end of February and would wish everyone
a happy Christmas and new year.

RICS Property & Asset Valuer

If you would like to find out a bit more about how we can help please contact
Chris on the numbers below. Through our cooperation agreement with AMS
Auctions we are able to value and sell the full range of business assets with you
only having one point of contact.

Contact details
T:0117 456 8775 | M:07979 541215 | E: chris.price@pactproperty.co.uk
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