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Shopping Centres
Living with the New Normal: The doors are
open, but will the lift go up or down?
It’s been another turgid period for shopping centre investments. Within the
secondary and tertiary markets, we have been monitoring, only a handful of low value
transactions have completed reflecting continued investor scepticism about the sector
and continued pricing challenges between vendors’ aspirations and levels where
purchasers are willing to engage. The retail malaise continues unabated following an
underwhelming Christmas and the continual erosion of rental income resulting from
CVAs and consensual renegotiations is heaping pressure on landlords.
Relief at the modicum of certainty created
by the clear-cut general election result has
been positive but tempered by renewed
trepidation in respect of the ultimate
Brexit trade agreement (or not) and the
economic impact of the coronavirus which
is disturbing markets across the world
and the economic impact of Covid-19, this
pandemic has now effectively shut down
retail and will hasten the demise of many
retailers that were already struggling.
In this context, however, a handful of
investors have publicly called the bottom

of the shopping centre market and made
bold, high profile acquisitions. Bruntwood
along with Trafford Council acquired
Stretford Mall in Manchester, New River
has stated that investors, particularly
those in the US see “potential value”
to come from UK retail real estate and
formed a Joint Venture with PIMCO to
exploit a perceived arbitrage in the “market
dislocation” currently affecting retail
property pricing while IKEA has swooped
to acquire Kings Mall in Hammersmith
with a view to opening its first high street
store in the UK. The “gating” of a major UK

fund in November 2019 was important as
it suggested that the market was starting
to confront reality and sufficient evidence
had become available to support significant
write downs by valuers. The long-awaited
market correction has begun in earnest,
the question now is whether that perceived
correction has gone far enough for
shopping centres to represent a genuine
buying opportunity or whether it is just the
start of something even more dramatic?
The doors are open but is the lift going up
or down?
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The Data
Deloitte research identified just 24 transactions of secondary and tertiary shopping
centres in the second half of 2019 with an average lot size (where known) of just
£14.5m1.
Savills estimate that total shopping centre transaction volumes for 2019 amounted to less than £1bn. This is the lowest level since 1995
and significantly lower than after the immediate aftermath of the global financial crisis of 2008/09.

Shopping centre transaction volumes and values Q2 2019
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Property Funds and some property
companies have continued to divest
albeit some other property companies,
sensing an opportunity, have become
active purchasers. Local Authorities
continue to be highly active completing
on 5 transactions covering locations
such as Altrincham, Staines and Canvey
Island. This is consistent with research
data published by LSH and Revo which
indicates that Local Authorities have,
“invested over £770 million in shopping
centres since 2016, accounting for

almost one in five [shopping centre]
transactions” and, according to Knight
Frank, 22% of transactions by value in
2019. Local Authorities are once again
becoming the stewards of their own
town centres, the challenge for them
now will be finding the capital, and the
partners, capable of delivering the vision
for the next 50 year cycle.

The average yield on the 2019
transactions we have tracked (where
known) is approximately 13.3% a yield
which shows the very substantial risk
premium investors are applying to
this type of asset. In reality, the risk is
now mitigated as it is likely to be the
perceived Alternative Use Value which
has underpinned these transactions
with valuations shifting down to a level
where repurposing propositions
become viable.

Secondary shopping centre purchasers and vendors Q2 2019
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The Occupier Market
2019 was another bad year for retailers. Deloitte analysis identified a total of 124
UK retail administrations in 2019 of which, 28 (23%) were large retailers employing
c.51,000 UK employees, compared to 26 (21%) and c.23,500 employees in 2018. While
2019 overall saw a 24% decrease in CVAs over the previous year, and a 38% decrease
in the number of large retailers choosing CVAs as a restructuring method this did not
in any way presage some sort of recovery for the sector as December 2019 saw a 57%
increase in retail administrations compared to December 2018.
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CVAs may be deeply unpopular with
institutional landlords but the growing
wave of opposition against this as a
method for trimming store portfolios
and reducing rental costs has made
them harder and less attractive for
retailers to implement leaving no
alternative other than the more drastic
option of administration. The increase in
administrations in 2019 may be a sign of
things to come in 2020 as retailers are left
with fewer options to restructure their
businesses. So far in 2020 the Centre for
Retail Research estimates that 10,000
retail jobs have been lost and this figure
does not include the recent store
closures at Beales & Hawkins Bazaar.
Further substantial insolvencies and job
losses can be anticipated in the course of
the year.
A direct consequence of retailer distress
has been a steady growth in vacancy
levels and accelerating downward
pressure on rents, particularly in prime
locations. According to LDC there were
9,169 net store closures in 2019. This
is on top of the net 7,550 closures in
2018. LDC reported that the vacancy
rate across GB retail in H1 2019 stood at
11.8% an increase of 0.6% over H1 2018.
The vacancy rate is now the highest since
2014 and looks set to climb further as
the events of 2020 play out.
In addition to the visibly increased vacancy
rates on the high street, the raft of CVAs
that has beset the retail sector has
exposed fundamental issues around the
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affordability of rents and the sustainability
of current occupation costs in an era
when like for like sales from bricks and
mortar space are in decline. Deloitte
has used historical data captured and
anonymised through reviewing numerous
retail UK portfolios subject to turnaround
or restructuring to assess the underlying
trend for rental values. This data points to
a potential arbitrage between current rents
and “affordable rents” of 31%, pointing to a
significant degree of pent-up over-renting.
This figure is substantiated by recent
comments from W H Smith who claim to
be achieving 35% rent reductions at lease
renewals and breaks. This masks significant
regional variations, of course, with Deloitte
analysis suggesting rents being as much
as c. 40% overrented in the North East
reducing down to around c. 18% in London.

While our research on shopping centres is
predominantly focused on secondary and
tertiary schemes, our analysis suggests that
the issue of overrenting appears particularly
acute in the more expensive prime and
dominant schemes which, to date, have
sought a greater level of immunity from
the harsh realities of the market. High
rents have a kind of gearing effect on total
occupation costs as they drive, or are
accompanied by, equally high business rates
assessments and service charges. Retailers
are now paying more attention to their key
bricks and mortar ratios, initially rent to
sales and, increasingly, the total costs of
occupation (factoring in business rates and
service charges) as a proportion of sales.
As rates and service charges are seen as
immutable the only remaining lever left to
retailers to pull to maintain the viability of
any location is rent.
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This focus on store profitability has been
accompanied by a growing scepticism
about the true value of costly flagship
stores in major retail destinations.
Promoting brand awareness and
supporting online channels is important
for retailers, of course, but this needs to
run parallel to demonstrable profitability
at store level. Where this is not the case,
retailers are becoming more ruthless. As a
consequence, cheaper secondary shopping

centres where rents have been rebased,
or vibrant market towns where rents
never ran out of control in the first place,
could, for some, become progressively
more attractive. The distinction between
“shopping” and “buying” is increasingly
being recognised by retailers. When a well
located shop in a market town with a rent
of, say, £80,000 per annum can deliver the
same annual sales as a similar sized shop in
a premium location with a rent of £240,000

per annum (and all the additional loaded
occupation costs) the strategy becomes
obvious. Retailers are, therefore, likely
to become much less squeamish about
pulling the trigger on stores that don’t
justify themselves on financial terms and
that is, potentially, a significant shift that
could have widespread ramifications across
more dominant and “prime” locations in
the sector.
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The Repurposing Challenge
Repurposing continues to dominate the market dialogue on the future of shopping
centres and the headline deals on Stretford Mall in Manchester and King’s Mall,
Hammersmith suggest that talk is starting to be turned into action.
A recent survey by Savills covering 30
major property landlords indicated that
18% have already completed a repurposing
project while a further 75% were
considering undertaking such a project in
the foreseeable future. Tellingly, though,
90% of respondents wanted to explore
“repositioning” their retail schemes prior to
considering more drastic alternative uses,
cost doubtless being the driver behind
such reticence.
To date, though, it has been the
department store sector that seems to
have led the way with landlords exploring
innovative new uses for their space and
being pushed into implementation by
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either vacancy or a reluctance to grant
further rental concessions in respect of a
retail model that they have increasingly lost
faith in.
When it comes to repurposing, one size
certainly does not fit all. As we suggested
in our original publication, the success of
repurposing is dependent on being able
to identify alternative uses that generate
a positive return on the capital and time
involved in achieving the transformation.
While this may be feasible around London
and the south east, it becomes more
challenging in areas where alternative
use values, particularly residential, are
significantly lower. The difficult truth is

that in some locations, substantial vacant
holding costs are potentially leaving
sections of oversized shopping centres
with negative capital values. The costs of
conversion and redevelopment in some of
these location are such that landlords are
reaching the conclusion that demolition
and clearance delivers a better return than
the persistent losses generated by empty
space. At some point in the future the
balance of supply and demand may shift
making development for alternative uses
viable, in the meantime the ratio of parking
spaces to retail space in weaker shopping
centres looks set to increase!
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The Future
So, up or down? What will 2020 hold for shopping centres and those who occupy, own
and fund them? Have the early movers called it correctly with the market starting to
bottom out, or is there further to fall?
It’s impossible to tell, of course, but here
are a few observations and challenges that
may prove pertinent:
• Rents are likely to continue to fall as more
retailers encounter distress and close
unprofitable stores, compromise rents or
fail altogether.
• The focus of proactive store
rationalisation may start to shift from
secondary to prime. The pressure on
landlords will be sustained as retailers
start to take a more forensic view of
previously untouchable flagship stores
and pursue aggressive “reduce or quit”
rent strategies at lease breaks and
expiries.
• The downward pressure on rents, and
impact on “rental tone” will continue
to be a challenge for valuers to
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address, especially where landlords
grant significant concessions to major
occupiers they are desperate to retain.
The “mark to market” on rents for prime
shopping centres could then prove
to be more profound than anything
witnessed to date in the secondary
market
• As our data reflects, yields for secondary
and tertiary shopping centres have
already moved out significantly making
pricing more realistic. Existing use values
have shifted closer to alternative use
values making repurposing propositions
more viable in some locations.
• Perversely, perhaps, the value of some
secondary schemes may now be
considered to be reasonably securely
underpinned with some having done
better in terms of value movement over

the past year than some of the prime,
fashion-focussed market. This is because
supermarkets which anchor a number of
these schemes have generally held their
value, meanwhile discounter/convenience
retailer demand has held up better than
fashion retailer demand.
• The market may start to reveal a growing
polarisation between those secondary
schemes where the income is generally
perceived to be secure and those which
remain exposed to the full brunt of the
retail headwinds. While values for “solid”
schemes may not be set to recover
per se, acquisition prices may now at
least be underpinned by underlying
redevelopment residual values. The same
cannot yet be said for more dominant
prime schemes where yields have moved
out more slowly.
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• Shopping Centre pricing will increasingly
“look through” initial yields to levels
supportable by “sustainable rents” once
the overrenting has been stripped out.
While the market is now comfortable
evaluating secondary schemes on a
Net Initial Yield basis, the fragility of the
occupier market and the discrepancy
between rents passing and true
underlying rental value (or, rather,
affordability) is likely to drive a growing
focus on the Reversionary Yield for prime
schemes and the explicit assumptions

underpinning that value. This could be the
trigger for a more substantial “correction”
in values among dominant and prime
schemes than anything seen to date as
prices are driven down in order to meet
the hurdle rates of the private equity
houses and property companies that
continue to see opportunities in this
sector. Meanwhile, so called “super prime”
schemes may continue to see values
underwritten by their continued appeal
to sovereign wealth funds taking a longer
time perspective on the sector.

In truth, the market is in a state of
unprecedented flux so “the only certainty is
that nothing is certain.” The one thing that
we can be reasonably sure about is that
2020 looks set to be another eventful year.

MSCI Net Inital Yeilds – Shopping Centres
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