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If only | had
a crystal ball

To quote Harold Macmillan when
asked what the greatest challenge
for a statesman was? he replied
“Events dear boy events”

When sitting down to write this
newsletter it feels like | am sitting
on a roller coaster with macro
events likely to dominate the
economic outlook for months to
come.

While governments are quick to
reassure that the recent bank
failures at First Republic, SVB and
Signature are not remotely similar
to those of 2008/2009 two could
be seen as company three a crowd.

The effects of high inflation and
rising interest rates, 0.25% to
4.25%, rising to 4.5 as | write, are
certain to weigh heavily on the
property market although the
medium to longer term outlook

seems to be easing reflecting the
belief that inflation will fall sharply
towards the latter part of 2023.

Events however could rapidly
change this outlook.
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A little light on the horizon
According to the Office for Budget Responsibility in their March update

“The economic and fiscal outlook has brightened somewhat since our previous
forecast in November”

The Bank of England now expects the economy to expand by 0.25% this year
rather than contract and be 2% larger at the end of next year (2024). So what
does this mean for the property markets?

Speaking to a number of people operating in the capital markets/investment
sectors there is no doubt conditions are tough with yields being pushed out
as returns on alternative investments rise - volumes which are currently low
by historic standards are unlikely to increase substantially over the coming

months.

On a micro level, however, it is the tightening of credit that will cause the most
difficulties. We are experiencing this daily with lenders becoming nervous and

wanting reduced loan to value ratios.
™

Economic Drivers

There appears to have been a note
of caution entering discussions on
inflation from both the Chancellor
and the Bank of England. Back in
February, estimates had inflation
falling to the 2% target in the second
quarter of 2024. Now, the Bank
doesn’'t see the headline measure
getting there until the early part
of 2025 with a higher rate of core
inflation becoming more firmly
embedded.

In my first newsletter last year |
predicted that interest rates would
exceed 5% which while being far from
certain is now definitely a possibility.
The money markets appear to believe

the peak may not have yet been
reached and if that proves to be the
case this will affect households as
they refinance mortgages at a higher
rate.

It seems most unlikely that the
Monetary Policy Committee will
shift its focus to active consideration
of interest rate cuts for some time
to come. To get to that stage, it will
likely need to see inflation fall much
lower, wage growth easing back
and evidence that labour market
conditions have loosened sufficiently.
This is unlikely to emerge until well
into 2024.
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So what happened in Q1 20232

Residential Property

The are signs of a more stable market emerging with a rise in new mortgage
approvals in March as well as a flatlining in actual completion numbers, as
reported by HMRC. To put this into context however, the March figure for
mortgage approvals of 52,000 is still some way below the pre-pandemic

average.

The most recent RICS Residential
Market Survey casts doubt as to
whether the improved trend in
activity can be sustained, with
agents cautious as to the longer term
outlook. The next few months will be
revealingwith fallsin prices expected.

House prices rose steeply, by about
25%, across most of the UK from the
start of 2020 until Autumn 2022 but
have fallen back 4% from that peak,
according to March'’s figures from the
Nationwide Building Society.

Will house prices crash? | don't
believe they will but it is interesting
to note that Lloyds Bank, the UK’s
largest, is preparing for a fall of 7% in
2023. In March, the Office for Budget
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Responsibility (OBR), which advises
the government on the health of the
economy, predicted that house prices
will drop by 10% over the next two
years.

-10%

OBR predict a 10% fall in house
prices over the next 2 years
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predictions:

My prediction of a contraction of
10-15% over the 12-18 months
from Q3 2022 is still on course.

-30%

-30% Decline in new buyer
enquiries in March 2023
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Commercial Property

According to CoStar, investment transaction activity may have picked up in
Q1 however it remains subdued on a historical comparison, with the volume
of sales transactions amounting to just over £7bn.

This appears to have been confirmed
by the latest RICS Commercial
Property Monitor, which shows the
investment enquiries sentiment
metricstill in negative territory, albeit
the net balance of -14% represents an
improvement on the -30% recorded
in the final part of last year.

Significantly, the headline RICS
indicator measuring occupier

demand is now broadly stable, with
the picture in the three mainstream
sectors either a little more positive
than previously or at least less
negative.

Speaking to local agents there has
definitely been a market slowdown
with sales taking longer. As one put
it to me “It’s a bloody nightmare getting
deals over the line”.
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-18%

18% reduction in aggregate capital
values over 12 months

75% of respondents to a RICS survey
believe markets are in downturn.

My predictions:

Industrial: If the latest figures are to be believed, the biggest fall in values is being
attributed to the industrial sector with a drop of around 27% during the last 12
months, which is well in excess of my previous prediction of 5 to 10%. This probably
reflects the ‘over-heating’ of the market coming out of the pandemic when yields
reached historic lows and the short sharp shock caused by rapidly shifting financial
conditions. Regional markets, however, differ greatly with a lack of supply in some
areas keeping prices high. Generally in the southwest there is a shortage of stock
with demand for freeholds being strong.

| would expect future falls to be modest with occupier demand remaining relatively
stable.

Offices: Overall, returns in this sector remain negative being impacted by
fundamental changes to the market and the demand for hybrid working. The
polarisation between best in class and the rest is being reflected in diverging
projections between prime and secondary assets. Savills report that in the City,
92% of office take-up this year has been of Grade A quality, of which 61% has
recently been comprehensively refurbished/developed.

Minimum Energy Efficiency Standards (MEES) changed in April and will tighten
further in the near future, threatening growing sections of the UK’s office stock
with obsolescence.

| anticipate that overall returns will continue to fall with secondary stock being
most affected. Landlords will continue to refurbish space to meet hybrid working
requirements making offices attractive places to be.

Retail: The retail sector was the only area to see a fall in yields in Q1, leading to a
rise in capital values, which may in part reflect the substantial adjustment that has
already taken place in that segment of the market, as predicted in my last Bulletin.

Shopping centres are a category in their own right and with nationwide vacancy
rates at approximately 20% it is time to accept that many will never be filled on
commercially viable terms. The repurposing of large volumes of shopping centre
space is increasingly a key part of regeneration activity across the UK. Shopping
centres need to be transformed into mixed-use locations with a wide range of
commercial, residential and community space. This will enable centres to forge
new roles as living, working places at the heart of communities.

The sector will remain under pressure with modest falls over the next 12 months.
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Construction:

The latest official data on construction activity points to a gently rising trend
in output, despite the macro challenges, with total activity just over 6% above
pre-pandemic levels (January 2020). Meanwhile, the Q1 RICS Construction
Monitor also shows a modest improvement in workloads during the first
three months of the year. The one sector that remains in negative territory is
private residential.

Challenges remain around both labour S .
and material costs, however, inflation My predICtlonS:
of the latter has fallen to 9% from a
peak of 30%. The shortage of skilled Material and wage inflation will

labour remains a problem with 80% of continue to fall but sector inflation

respondents to a recent RICS survey is becoming embedded. The sector
viewing this as a factor hampering will remain under pressure for
development plans. at least the next 12 months with
As predicted in my last bulletin March further insolvencies expected.

saw a sharp increase in the number of
insolvencies in the sector. The majority
of contractors becoming insolvent
have been the smaller specialist
businesses where the vulnerability
to fixed price contracts in the face of
rising costs has been most acute.

J w
+3.8% /\/' +9%

The forecasted rise in tender Current inflation rate of
price over the next 12 months construction materials down
is: 3.80% per annum from 16.7% in September 2022

“Spring being a tough act to follow,
God created June”

Al Bernstein

While times are still tough for many, the warmth of
summer brings with it hopes of better times to come.
The market remains fragile but with determination
and persistence it is possible to get deals done.

RICS Property & Asset Valuer

We can provide you with valuations, sales and closure management across
all asset classes including property, plant and machinery and business assets.
To find out more about how we can help please contact Chris

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