
UK Retail Warehouse Bulletin

“The worst is undoubtedly over for the UK economy
and its retailers, but the recovery will be slow”

� Retail warehousing has gone from being one of the

worst performing asset classes in the IPD universe,

to one of the best with an annual total return of

nearly 20%.

� While yields have hardened sharply, rents are still

falling and we do not see a return to firm rental

growth until 2011.

� 2010 will be another intriguing year for retailers with

selective expansion being balanced by a continuing

focus on cost control.

� Our turnover rents survey shows that their use is

on the rise.  But they remain a very selectively

used tool.  However, used correctly they do offer

the opportunity for landlords and retailers to

collaborate more closely in the future.
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The last nine months has seen a spectacular

turnaround in the UK commercial property investment

markets, and no sector epitomises this more than retail

warehousing.

In the middle of 2009 retail warehousing was delivering

amongst the worst returns of all all the subsectors on

the IPD indices.  As the chart below shows, the end

2009 and end February 2010 data from IPD tells a

very different story, with retail warehousing delivering

an almost 20% year on year average total return to the

end of February 2010.

Retail warehousing has returned to delivering high

returns

Clearly there is an element of chartism behind this

about face, with the rule of thumb that what goes down

fast usually tends to come back fast, often being true.

So, why has the sector been so volatile?  In our last

report we highlighted the fact that we felt the riskiness

of the sector had been overplayed.  Investors were

ignoring the strong market shares of retailers in this

sector, and lumping it in with a general misconception

that all retail investments are risky in a recession.

We go on to examine retailer and consumer behaviour

in relation to retail warehousing later in this report, but

what is clear is that bulky goods retailers have

weathered the recession remarkably well, and high

street retailers who are located on retail warehouse

schemes have found the lower rents a profits-

enhancing fillip during this downturn.

Clearly investor enthusiasm for the sector has

improved sharply over the last nine months, and while

the paucity of stock to purchase has not been as

extreme in this sector as in some others, there are still

more purchasers than vendors out there.  This has

been the primary driver of the sharp about turn in yield

movements over the last 12 months, with both average

and prime yields having hardened by 150-200 bps

from the bottom of the cycle.  Is this a cause for

concern?  Our view is probably not.  The correction

has been significant, but once again the quantum of

the yield shift is a function of an over-correction

upwards.  As the chart below shows, retail warehouse

initial yields are only marginally below their long term

averages.

Yields have fallen, but not unsustainably

While the institutions were the primary buyers of retail

warehouse investments last year, the character of

buyers did change as the year evolved.  Indeed, while

62% of purchases were by funds last year, property

companies accounted for a steadily increasing

proportion in each successive quarter as they began to

refocus on the sector both in terms of buying cheap

assets and looking for asset management

opportunities.

So far in 2010 we estimate that 79% of the purchases

by value have been by institutions, and 21% by

property companies.

In tune with other commercial property markets we are

seeing a gradual shift in investor requirements away

from pure security plays towards asset management

and rental growth opportunities.  At present the rental

UK retail warehouse bulletin 2

Investment performance trends

-10

-5

0

5

10

15

20

25

All Property Retail Shopping

Centres

Retail

Warehouse

Offices Industrials

T
o

ta
l 
re

tu
rn

 %

Monthly index yr to end Feb 10

Annual index 2009

Source: IPD

2

3

4

5

6

7

8

9

10

11

12

Jan-

88

Jan-

90

Jan-

92

Jan-

94

Jan-

96

Jan-

98

Jan-

00

Jan-

02

Jan-

04

Jan-

06

Jan-

08

Jan-

10

%

Equivalent yield Initial yield Average EY Average IY

Source: IPD

Prime retail warehouse yields (%)

Jun 2009 Mar 2010

Initial Initial

Shopping Park 6.50% 5.00%

Prime Open A1 6.75% 5.00%

Prime Restricted 8.50% 6.00%

Secondary Open A1 8.00% 5.75%

Secondary Restricted 9.00% 6.50%

Source: Savills



growth story in the retail warehouse sector does not

make for hugely attractive reading.  According to the

February 2010 IPD monthly index the annual average

rental growth on retail warehousing remains negative

at -5.59%.  

Retail warehousing in London is notable by its poor

rental growth of -8.29%, though this is better than the

more than 10% falls in rents the London area was

delivering at the end of 2009.

This is perhaps surprising when you consider that high

street retail rents in London have dramatically

outperformed the rest of the country during the

downturn.  However, while tourist spending due to the

weak pound has supported central London retail it is

unlikely to have spilled over into the retail warehouse

market.

Rental growth remains firmly negative

Outlook

We expect to see two main stories emerge in the retail

warehouse investment market over the next 12

months.  The first will be related to investor’s

requirements, and the second will be around an

increasing differentiation between good and bad rental

growth prospects.

In terms of investor’s requirements we expect that the

remainder of 2010 and early 2011 will see an

increasing divergence between those investors who

remain firmly risk-averse and those who are becoming

more comfortable with the sector and its prospects for

recovery.  Risk-averse investors will continue to focus

on shopping parks and well-let bulky goods schemes

where the void rates are low.  The supply of such

schemes will remain limited, but we do expect to see a

pick-up in the selling of such assets, as owners realise

that investor demand is continuing to push up prices.

Indeed, in our opinion the remainder of 2010 will

represent a great time for existing owners of these

types of assets to dispose of those where the asset

management and rental growth opportunities may have

been exhausted.

For many consumers the remainder of 2010 will still

feel pretty recessionary, and this will affect their

spending behaviour, particularly on higher value

products.  While this implies further tough trading for

the bulky goods sector, we believe that some investors

are now more comfortable with voids and short leases

where the catchment of the park or scheme is of above

average quality.  

Substantive rental growth is unlikely to emerge, even

in the most sought after locations, until the economy is

back on a firm upward track in 2011.  Indeed, it may

well be further away for secondary and tertiary

schemes and some of the most over-rented shopping

parks where retailers are struggling to maintain their

margins.

Our latest forecasts for retail warehouse rental growth

show a marginal positive increase in 2010, before a

return to an average of 5% per annum over the period

2011-2014.  This is a fairly muted recovery in

comparison to the growth levels seen during the

recovery phases of past downturns (10% pa in the mid

1980’s, and 8% per annum in the mid 1990’s).

Rental growth prospects are muted until 2012

Returns on the other hand are expected to be strong

this year, driven by another year of yield hardening as

investors compete strongly for the schemes that will

offer the best income growth as rents begin to recover.

Double digit average annual returns will return, though

we expect them to be more in the region of 10% per

annum, rather than the near 20% per annum seen in

the early part of this decade.

For vendors of retail warehousing, 2010 could well be

the best year of this cycle to consider selling into a

hungry market.

Investment performance outlook
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Consumer trends and outlook

The last year has been a period of mixed messages on

consumer spending and confidence, and we don't

expect this to change in 2010.  While consumer

confidence improved steadily throughout the year, it

remains firmly negative (although the default state of

the UK consumer is one of mild negativity).  

Of particular relevance to the retail warehouse sector

is the consumer’s attitude when it relates to saving,

home moves, and making major purchases.  Savings

ratios, while they have not reached the levels that they

reached in the early 1990’s recession, have risen

sharply over the last 12 months.  The fact that the

savings ratio has risen from 0.9% to 9.0% is probably

the clearest sign that consumers remain very cautious.

Consumer caution and very limited pool of mortgage

debt continue to dampen turnover in the housing

market.  Given that home moves tend to trigger

spending on furniture, floorcoverings and other retail

warehouse type goods, the fact that monthly turnover

has fallen from 160,000 per month to 50,000 per

month is a further sign of negativity.  This caution is

most clearly illustrated by the responses to the monthly

GfK NOP consumer confidence survey, where the

overall index has improved from -35 in February 2009

to -14 in February 2010.  However, as far as many

traditional (i.e. non general merchandise) retail

warehouse retailers are concerned, the more telling

question relates to consumer’s perceptions of whether

now is the time to make a major purchase.  This index

has only moved from -24 to -16 over the last 12

months, although this is a sharp improvement from its

nadir of -43 last October.

Looking forward, we expect that household income

growth will be positive in 2010, but much slower.

Consumer spending will grow slightly this year, but not

return to trend levels until 2012/2013.

Retailer trends and outlook

It is pretty impressive that any retailer managed to

increase sales, let alone profits against the consumer

background that we have just highlighted.  However,

despite these travails many retailers managed to

continue to trade well throughout last year, with a

particularly strong Christmas.

Our analysis of retailer’s trading statements show that

retailers who trade predominantly from retail

warehouse schemes did better in 2009 than their pure

high street peers (-0.6% LFL versus -1.0% LFL).

Trading picked up over the Christmas and New Year

period, with retail warehouse retailers reporting an

average 3.9% increase in LFL sales, compared to

6.5% for non-retail warehouse players.  In LFL terms

alone it was their strongest Christmas period for five

years.

Like-for-like sales figures are clearly a fairly blunt tool,

and a more telling picture of retailer trading comes

from the statements on margins.  The sheer absence

of comment in trading statements on margins is

probably a good indicator that profitability has been

hard hit over the last 12 months.  However, of those

retail warehouse retailers who have commented on

margins in the last six months, more than half have

stated that their margins are improving.

Taking a quick look at the OOT retail sector

requirements it is encouraging to note the first signs of

activity in the DIY sector. Both Wickes and B&Q have

stated a desire to acquire new stores as consumers

look to invest in their homes rather than move. This is

also reflected in the race for space we are witnessing

in the 'home' retail market, with Homesense, Next

Home and Dunelm all seeking to capitalise on the

vacant space on bulky goods parks.

The appearance of Best Buy in the electrical market

has triggered DSG into action. They are seeking to

reposition their portfolio in the face of the Best Buy

threat by looking to upsize their stores doing 2 in 1s

(PC World & Currys) or Megastores. The above

requirements have provided much needed activity in

the Bulky Goods sector as the traditional furniture and

carpet retailers have presently withdrawn from taking

new space.

Of the Open A1 non-food retailers TKMaxx have

continued to acquire units apace despite the downturn,

as have the likes of Boots and Mothercare.These

operators saw the opportunity  in the market to grow

their businesses and make the most of the tenant

friendly market conditions. Also noticeable has been

the activity at the discount end of the market with

Matalan back in the market acquiring units again after

a quiet few years, and the likes of Home Bargains and

B&M also making the most of market opportunities.

Looking ahead, times are going to remain tough for

retailers of all types.  While many have been

successful in controlling property costs through the

downturn, other costs such as staffing have continued

to rise.  The return of rental growth will undoubtedly be

met with groans by retailers, particularly in locations

where their trading has been marginal at best.

While this might sound fairly bleak, the worst is

undoubtedly over for the UK economy and its retailers.

Retailers who trade from retail warehouses entered the

recession in a fairly strong position, and they appear to

have exited it comparatively well.  2010 will be another

intriguing year, with selective acquisitions from

expanding retailers.  We believe that we will not see

the bulk of retailers moving away from rationalisation to

expansion until after the Spring 2011 Budget.

Retailer  and consumer trends
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Turnover rents
In a few years time when we look back at the

recession of 2008-2010, one of the trends that we

might observe would be the spirit of co-operation that

emerged between landlords and retailers to preserve

performance and income in the face of adversity.  One

of the strands of this new co-operative attitude has

been cited as the rise of the turnover rent.  These are

relatively common in the shopping centre sector, but

began to be discussed in the retail warehouse sector

as the recession deepened.  We were unsure how

widespread the demand was, and what response

retailers who wanted an element of turnover linkage

were getting from their landlords.  To answer this

question we carried out a telephone survey of around

40 retailers and landlords during late February and

early March 2010.  We pick out some of the highlights

of this survey in the remainder of this article.

The theory is a good one, linking rents to turnover

should be an opportunity for a more saprophytic

relationship between landlord and tenants, with both

parties encouraged to make the best of a park.

However, the transparency required is often an

anathema to some retailers, and the unpredictability of

assessing future performance and the upside and

downside risks to both parties has led many retailers

and landlords to see this as “just a way of fudging the
valuation” - as one retailer and landlord in our survey

put it.  

Survey findings

A major finding of our survey was a big difference

between the perception and actuality of how

widespread turnover rents are in the retail warehouse

sector.  This was particularly true amongst retailers, all

of whom commented that others were doing it more

than them.  However, when we asked on what

proportion of the leases that they signed in 2009 and

2010 had an element of turnover linkage been

included, the average was 2.1%.  Including landlords

responses to this question brought the total to 2.4%.

Clearly for many retailers turnover rents are something

you think everyone else is up to, but you don't do

yourself!

So, why haven't they been more prevalent?  There

were a wide variety of responses to this question, with

the most common retailer response being that the

landlord wouldn't agree to the structure that they

wanted.  Amongst the landlords the most common

reason for not having agreed many turnover linked

deals was the fact that the retailer in question wouldn't

agree to their terms.  So clearly there is some way to

go before this aforementioned spirit of co-operation

really becomes prevalent.

The second most common reason amongst retailers

for not committing to turnover rents was the desire to

protect turnover data from their competition.  Four of

the retailers that we surveyed stated that confidentiality

was a good enough reason not to share this data with

their landlord.  In general these tended to be larger

retailers who had a spread of high street and retail

warehouse stores, particularly in a segment of the

market with only one other major competitor.

There was some consensus amongst those retailers

who did ask for them, and those landlords who granted

them.  The first area of agreement was locational, with

virtually all respondents stating that policies were on a

scheme by scheme basis, and tended to be focused

on the higher rented shopping park end of the market.

The typical mix on new and existing turnover rents

tends to be 50% of base, though 10% of retailer

respondents stated that their ideal was an All Turnover

option.

Typical structure of turnover rent to base rent

A top up proportion of 5% or 6% was the most

common, with 81% of respondents declaring this as

typical.

As far as the future goes, 50% of retailers expected no

change in their attitudes to turnover rents over the next

12 months, or post the recession.  However, 54% of

landlords expected to see a decreasing demand for

turnover rents over the next 12 months, and 100% of

landlords expected retailers to become less interested

in turnover rents once the recession is over.

One probable explanation for this lies in the turnover

top-up, with 62% of those who have signed turnover

leases expecting to trigger the top-up clause at some

point in the next two years.  As one retailer put it “this
is a new area and we are more worried about the top-
up volatility than rental volatility”.

So will the turnover rent disappear as the economy

recovers?  We think not.  However, more transparency

and data is needed to give both parties comfort that

they aren't making a tactical mistake.  
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How will attitudes to turnover rents change?

Until the perception disappears that “landlords want to
have their cake and eat it”, or “tenants want us to
support them in difficult times, but can’t recognise our
risks in turnover deals” the practice is unlikely to

become more widespread.

In many cases the inclusion of a turnover element to

the rent makes the deal do’able for both parties.  What

is needed is a recognition that this is not a bad thing,

but an acceptance that the business of retailing

requires willing landlords and tenants both at the time

of the signing of the lease, and throughout the term of

the lease.  As one retailer put it “whatever the financial
benefits to either side, if us agreeing to top-ups makes
the landlord more willing to enhance the park then we
will all be winners in the long run.”

So is there an ideal mix of turnover, base rent and top-

up that we should be working towards?  One retailer

suggested that in 15 years all shops will be let like

factory outlet shops. While this is unlikely to be the

case, the factory outlet model has delivered historic

data that shows that the income is sustainable.  Clearly

not all retailers want to share turnover data with their

landlords, however for those that do a consensus on

the ideal seems to be emerging with the base element

at 50% of the OMV, with a top-up provision and a cap

of 120% of open market rent.

This clearly offers security to the retailer that their top-

up won’t be too vast if they trade exceptionally well.

However, on this calculation the balance of favour

clearly remains with the tenant.  Those landlords who

expressed an opinion on the “ideal” mix, were more

cautious, and proposed 80% of base and a cap on the

base plus turnover of 120% of open market rent.

Our view is that turnover rents will not go away as

soon as retailer trading recovers.  They are a realistic

answer to testing new concepts, as well as to

improving partnership.  Perhaps all that is needed is a

more realistic model for their calculation that more

accurately reflects the concept of partnership? 
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