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London vs regional prime office yield
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Scarcity of stock 
continues to put 
downward pressure on 
some sectors
■ Our average prime yield hardened 
again this month, to 5.48%, its lowest 
level since November 2007.  This was 
due to a quarter point hardening in 
the prime shopping centre yield, from 
5.25% to 5.00%.

■ While the first two months of 2013 
haven't seen a significent level of 
transactional activity, the rising investor 
confidence (as detailed in last month's 
Market in Minutes), is combining with 
limited stock on the market to drive up 
prices in some sectors.

■ London offices, M25 offices 
and shopping centres have led the 
downward shift, and this leaves 
regional offices and other parts of the 
retail market looking comparatively 
cheaper than they have been for some 
time.  As Graph 1 shows, the gap 
between London and regional offices 
is now wider than it has been since 
before the boom.

■ This month's hardening in prime 
yields has also widened the gap 
between prime, secondary and tertiary 
prices.  We now estimate that the 
prime/secondary gap has widened to 
443 basis points, its widest level since 
November 1993.

■ As this gap widens further we expect 
to see more funds being launched to 
target high yielding secondary assets.  
The big question is when the gap will 
narrow.  Once again this will be down 
to investor confidence, as well as a 
degree of science.    Given the current 
trajectory of capital values in the UK 
our current best guess for when this 
will happen is in the second half of 
2014.

Time to dust off the 
passport and look to 
Europe?
■ With much of the UK property 
industry descending on Cannes this 
week for MIPIM, we thought it was 
time to look at whether the European 
investment story was becoming more 
persuasive.

Graph source: xxxxxxxxxxxxxxxxxxx

TABLE 1

Prime equivalent yields

Feb 12 Jan 13 Feb 13

West End Offices 3.75% 3.50% 3.50%

City Offices 5.25% 4.75% 4.75%

Offices M25 6.25% 6.25% 6.25%

Provincial Offices 6.00% 6.25% 6.25%

High Street Retail 4.75% 4.75% 4.75%

Shopping Centres 5.50% 5.25% 5.00%

Retail Warehouse 
(open A1)

5.25% 5.25% 5.25%

Retail Warehouse 
(restricted)

5.25% 6.00% 6.00%

Foodstores 4.50% 4.50% 4.50%

Industrial  
Distribution

6.25% 6.25% 6.25%

Industrial  
Multi-lets

6.00% 6.00% 6.00%

Leisure Parks 6.25% 6.25% 6.25%

Regional Hotels 7.00% 7.00% 7.00%

Table source: Savills

Graph source: Savills
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CPI inflation and target

■ Certainly it wasnt the case last 
year, with total investment in Europe 
(excluding the UK), falling by 8%.

■ However, Paris and Frankfurt 
were in the world's top five most 
popular destinations for cross-border 
investment last year - reflecting their 
"safe haven" characteristics.  

■ One reason you might look to 
Europe might be yield, and certainly 
if your target is capital city offices or 
retail than this might be a good plan.  
The average prime capital city office 
yield in mainland Europe is currently 
6.28%, compared to the UK at 4.25%.  
Similarly, the differance for prime retail 
is in excess of 200bps.

■ So, should the canny British investor 
be looking across the channel this 
year?  Our view is that the answer for 
the risk-averse investor is probably 
"no", with better options at home in 
the London fringes and key regional 
cities.  However, for those more risk-
embracing investors who missed the 
bounce in the UK, now may well be the 
moment to be looking at the best of 
the mainland European fringes.

Office to residential 
conversions
■ Much attention has been paid to 
the recent (rather vague) change in 
legislation to allow change of use from 
office to residential.  The proposal 
raises more questions than it answers, 
so we will be digging into the topic in 
more detail soon.  However, our initial 
thoughts are as follows:

■ How many authorities will allow it?  
Even if all those authorities who have 
applied for exemptions dont get them, 
can they still make it difficult for the 
developer if they want to?  Do councils 
prefer business rates over residential?

■ Can you borrow to undertake 
a speculative office to residential 
development outside the South East?

■ Is the gap between office and 
residential values actually wide enough 
outside London to make the change of 
use viable?

■ Might a more sensible policy be one 
that encourages change of use from 
retail to residential?

■ A good deal more clarity on these 
and other issues is needed soon, 
as we are already aware of viable 
office buildings being held back from 
marketing in the hope of a residential 
conversion.  Could this be the new 
land banking?

Inflation fall - delayed 
again ?
■ A year ago we were expecting that 
inflation would be back to its 2% target 
by now.  However, food, education, 
domestic energy and to some extent 
oil prices have all proven us wrong.  

■ A return to lower inflation is vital for 
the UK, as without it we will remain 
stuck in a period of falling real earnings 
growth.  Given the current weakness 
in both exports and govenment 
spending, the UK's economic recovery 
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is heavily dependant on a return to 
"normal" levels of consumer spending.

■ 2013 should see CPI fall back 
below its 2% target, though it wont 
happen until very late in the year.  We 
expect oil prices to remain broadly 
stable for much of the year, but food 
and domestic energy prices will be 
inflationary for the bulk of 2013.

■ Thus, as Graph 2 shows, 2014 
will be the first year of consistently 
below target inflation, and thus is 
likely to herald the beginning of the 
UK's consumer and wider economic 
recovery.■


