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STRONG ENOUGH
FOR RATE RISES
A rise in UK interest rates is drawing closer, but few in the property
industry appear greatly concerned. This probably reflects the fact
that commercial property, like the UK economy, is strong enough
take a base rate increase in its stride.

The market in a minute
All property capital growth index
rose by 0.7% in July m-on-m, which is
down on the 0.9% reported for June*
Industrial saw the highest capital
growth (1.2%), and retail the lowest
(0.2%)*
12 month total return fell again
to 16.2%*
Investment volume from January to
July was £38.4 bn, up from £30.1 bn
for the same period of 2014**
* Based on IPD figures
** Based on Property Data figures

Normally a rise in interest rates signals
that the UK economy has moved into
a period of excess, and the Bank of
England has decided it is time to rein
back inflationary pressures. So it is
unusual to find widespread discussion on
when interest rates will rise at a time when
inflation is largely absent, and could stay
that way for some time.

some fresh disaster to unfold, they would
have little choice other than to plunge
further into the minus figures, or print
money. All this increases the UK’s safe
haven credentials.

However, this rate increase is different.
It is a sign the UK economy, like the US,
is getting near to the day it can throw
away the crutches of very low interest
rates. Indeed, UK policymakers now want
the safety net of higher rates. Should we
hit another economic crisis, the Monetary
Policy Committee (MPC) will thus have the
option of cutting rates before resorting to
printing money. Parts of Europe presently
have negative interest rates, and were

This probably explains why at present
the commercial property industry seems
to be so little concerned about the
approach of higher interest rates. When
presenting to clients on the UK market
one is more likely to be asked about the
impact of the EU in/out referendum, or
even the Chinese slowdown, than a rate
rise. We live in a world of hedges and
swaps which soften the impact of rate
rises, and the Bank of England is giving
lots of guidance to prevent firms and
households from being wrong-footed.
So while the cost of debt will rise, most
borrowers will be ready for the change.
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The Bank’s guidance is that rates will
rise gradually over a long period, and
there are very good reasons for this
gradual strategy. Financial institutions
hold lots of Gilts, so big and sudden
losses on bonds could reopen systemic
uncertainties initially. Also, thinking
back on those countries where rates are
negative or nearly zero, if UK rates move
too far ahead, then carry trade money
will flood into British banks, with the risk
of creating a future lending bubble.
Moreover, the MPC’s view of the UK
economy (that it will soon be robust
enough to withstand higher rates) is
probably true of commercial property.
IPD’s capital growth index has
been rising month-on-month for 27
consecutive months now, and while that
could be weight of money rather than
a reflection of underlying health, other
indicators support an upbeat view.
For instance, IPD’s rental growth index
has risen for 24 months in a row, and
not just thanks to central London offices.
South East offices have recorded
rental growth on the IPD measure for

27 months running now, and the pace
appears to be accelerating.
Nevertheless, the impending rate rise
will have some impact, particularly on
those households who do not adequately
prepare or are still financially stretched.
Retail is still commercial property’s
lagging sector, and there probably
will be some slowdown in consumer
spending when rates rise. While industrial
property is arguably more exposed to
retail spending than ever before due to
e-commerce, tighter purse strings may
send more shoppers online in search
of bargains, and thus offer logistics a
degree of support through the rate rise.
As of the end of July, the IPD all retail
rental index was up a tepid 0.6% on
a year ago, while the office index had
increased 7.8% over the same period.
Unfortunately, a rise in interest rates will
probably have the most impact in the
property sector which has benefited least
from the new market cycle. It is just as
well the MPC are guiding that there will
be a gradual rise in rates.

“When presenting to
clients one is more
likely to be asked
about the impact of the
EU in/out referendum,
or even the Chinese
slowdown, than
a rate rise.”
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Key Facts
The vacancy rate in the
Sydney CBD retail Core has
declined to 3.3%, down from
4.1% 18 months earlier
The growing presence of
international retailers has
forced existing retailers into
secondary locations where
vacancies previously existed
The Sydney CBD retail Core
remains dominated by clothing,
footwear & soft goods retailers
(36.9%)
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Significant capital remains in
the market with retail strata
sales over the first half of 2015
totalling $66.1 million
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TAKE-UP WELL ABOVE THE
LONG-TERM AVERAGE

SUPPLY CONTINUES
TO TIGHTEN

YIELDS STEADY IN
CORE MARKETS

RENTS RISING

M25 VACANCY RATE AT
RECORD LOW OF 5.7%

PRIME YIELDS REMAIN
STABLE AT 5.00%
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International retailers continue to have a major bearing on
the Sydney CBD retail market, with a clear preference for
large super prime space. This has forced other retailers to
look further aﬁeld for suitable options.

Retail Overview
House prices continue to have a major
bearing on the NSW retail market as a rise in
household wealth has supported sustained
high levels of retail sales growth. Following a
relatively weak Christmas trading period,
retail turnover has improved over the six
months of 2015 to record annual growth of
6.7% in the 12 months to June 2015. Also
contributing to the recent improvement was
the February and May interest rate cuts and
weakening petrol prices (despite the recent
rise), both of which increased household
spending capacity.
Despite some recent stabilisation, the
decline of the Australian Dollar is supporting
local retailers through a combination of
increased tourism numbers and less online
purchases offshore by consumers. The latter
is highlighted by a moderate slowdown in
online retailing. According to the NAB Online
Sales Index, May 2015 online sales showed
annual growth of 9.0%, down from 14.3% in
September 2014.

For the Sydney CBD, the continued arrival of
international retailers, particularly in the form
of ‘fast fashion’ from the likes of Uniqlo and
Forever 21 has supported tenant demand
over the past 12 months. With domestic
expansion prospects in Europe and North
America becoming increasingly limited, the
overall attractiveness of the Australian
market for these retailers is favourable,
supported by a resilient local economy and
high discretionary spending. Looking ahead,
the continued rollout of apparel/footwear
retailers is expected to persist, following in
the footsteps of H&M and Zara who
continue to increase their presence across
the country. However, for the Sydney CBD,
the next two to three years is likely to be
characterised by the influx of luxury retailers.

Knight Frank Research has completed its
2015 Sydney CBD Retail Core survey
which highlights vacancy and tenancy
mix trends across the precinct.

PRIME YIELDS REMAIN UNDER
DOWNWARD PRESSURE
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