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How COVID-19 has changed the commercial property market

In a range of ways, the pandemic has accelerated changes to the ways we work, live and shop. This report sets
out to consider some of the key macroeconomic behavioural changes that are going to be of particular im-
portance to the commercial property market. The growth of online sales expected over the coming decade has
been achieved in just 12 months and as much as a third of retail sales are likely to have shifted permanently
online as a result of COVID-19. The future of high-street retail will pit convenience against destination shop-
ping. Remote work has gone from being the choice of 14 percent of the workforce to a requirement for almost
40 percent of workers. However, this trend will reverse, as while many people like their new working ar-
rangements, workers that require a greater degree of creativity and collaboration will be under pressure to
return to shared workspaces. The pandemic has increased demand for logistical space, while the move to di-

versify globalised supply chains will provide a longer-term boost to the industrial property market.

Determining the value of commercial property is a
highly complex business, with its own ecosystem of
analysts and investors. The unique attributes of the
commercial property market mean that at times val-
uations can move away from underlying macroeco-
nomic fundamentals. However, these are fundamen-
tally not normal times and it is worth considering how
the key macroeconomic trends arising from the pan-
demic are changing consumer and business behav-
iours and the impact that these changes are likely to
have on the value of commercial property.

High street

The shape of the British high street has been under-
going considerable change for some time, but few
events have changed consumer behaviour as dra-
matically as the COVID-19 pandemic.

British consumers have long been early and willing
adopters of e-commerce and, by 2019, 20 percent of
UK retail sales were online, having grown by 13 per-
cent per year since 2006. As a result of COVID-19
lockdowns, online shopping has increased by more
than 50 percent again, peaking at 36.2 percent in the
November 2020 Christmas rush?.

The obvious question is: how rapidly, and to what
extent, will people return to high-street retail? The
first part of the question is slightly easier to answer.
The easing of lockdown restrictions in the summer of
2020 resulted in an extremely rapid recovery in high-
street sales. In the months of June and July, when
the first lockdown eased, high-street sales recovered
to levels seen in prior to lockdown in February. How-
ever, what also needs to be considered is that, from
August onwards, overall retail sales continued to
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climb, despite the introduction of tiers and renewed
lockdowns in the autumn and winter, and it is notable
that internet sales captured over half of these addi-
tional autumn sales.
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There is not enough data to make definitive judge-
ments about the proportion of sales that will return to
the high street. However, it seems approximately
two-thirds of sales that shifted online during the initial
lockdown returned to the high street over the sum-
mer. Looking at specific sectors reveals different
emerging patterns of consumer behaviour. The
value of internet food shopping increased by 93 per-
cent over the course of 2020 and now accounts for
11 percent of food sales. In contrast, the value of in-
ternet sales of clothing and footwear grew by 47 per-
cent over 2020 and now accounts for 36 percent of
sales, on average. What is notable is that internet
food sales have grown consistently since lockdowns
began, whereas high-street clothing and footwear
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sales have varied considerably, depending on the
degree of lockdown. This steady rise in food sales
suggests consumers are adopting a new pattern of
behaviour that is unlikely to be reversed. By contrast,
the greater volatility in clothing and footwear sales
suggests that where high street shopping can be
made attractive enough, it stands a chance of chal-
lenging internet sales.

Internet sales as a percentage of total spend
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Three developments seem reasonably certain:

The data that is available suggest that as much as a
third of retail sales have shifted permanently online,
meaning that industry expectations for where inter-
net retail sales would be in 2030 have already been
met?. The danger for high-street retailers is that con-
sumers settle into new habits incorporating online
shopping that remain in place until a new event
pushes them into differing behaviours.

The next question is: how are internet sales going to
grow over the next few years? This is difficult to dis-
cern and depends in part upon the ability of high-
street retailers to make their shops and retail districts
attractive enough to counter the convenience of in-
ternet shopping. A significant portion of high-street
retailers seems less threatened by, or even impervi-
ous to, the threat of online retailing. Some cases are
obvious, as hairdressers and restaurants clearly re-
quire customers coming through their doors. How-
ever, other retailers have found different ways of at-
tracting customers. These strategies include multi-
channel approaches to sales (see it in store, buy it
online, collect in store); rapid and more detailed
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feedback of consumer trends than is possible from
online tracking, enabling swift response to emerging
trends; and discount retailers, where the cost of de-
livery as a portion of the item cost leaves physical
shops as the best option3.

Having granted extensive relief to business rates for
2020-21 at the outset of the pandemic, the chancel-
lor launched a consultation over the summer of 2020
as to what might replace it. Business rates have long
been unpopular, with many businesses concerned
about equity between online and traditional retailers.
While there are a host of issues to be considered,
the Treasury recognises that the shift to online shop-
ping may well have to be reflected in future forms of
business taxation*. That said, fundamental reform on
this particular issue does not appear to be imminent.

Offices

If the impact of the pandemic on the high street has
been considerable, the impact on offices is almost
as dramatic. While there are high-profile firms that
are leaving or significantly reducing their prestige of-
fice space®, the contention that large portions of the
workforce will never return to the offices is, we be-
lieve, almost certainly overdone. However, the ques-
tion of how much time people will spend in the office
in future and how an office environment delivers
value to a firm or organisation is clearly important.

In 2017, the Office for National Statistics reported
that 13.6 percent of the workforce either worked from
home (40 percent of remote workers) or primarily us-
ing home as a base, but often working from client
sites (60 percent of remote workers)®. The trend to-
wards remote work had grown before the pandemic,
although the pace had slowed since 2013. The im-
position of national lockdowns has clearly changed
this situation and by October 2020 38 percent’ of
workers were working from home.

By way of comparison, research from the United
States suggests remote working has also increased
rapidly in that country. Whereas before the pan-
demic, 14.7 percent of employees spent any days
working from home each week, as much as half of
employees were working from home in May 20208.
A number of trends suggest that we can expect more
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remote work in future. These trends include the fact
that working from home has become far more pro-
fessionally acceptable than it ever was previously.
People have found it works better than expected, as
there has been significant investment in working-
from-home infrastructure, including better communi-
cations and IT systems.

UK remote working
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These changes to the way we work are real and ap-
pear likely to persist. That said, surveys suggest that
post-pandemic there are a wide range of views as to
how much working from home is desirable, with 27
percent of Americans saying they would like to work
from home five days a week, but over half saying
they were looking to work from home for two days a
week or less®. Interestingly, it may well be that the
long-term economic benefits of working from home
are maximised when it is limited to one-to-two days
a week!. When US employers and employees were
asked about the future of working from home, 44 per-
cent of employees expressed a desire to work from
home, while only 21.5 percent of employers were
keen on this option. Most of this difference comes
not from employers seeking to prevent employees
working from home, but a desire to limit the extent!?.

® Jose Maria Barrero, Nicholas Bloom, Steven J. Davis; Why Working
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Source: University of Chicago

Akin to working from home is flexible working, which
has the potential to spread the pressure on office uti-
lisation, which is likely to be a consideration as lock-
downs ease. A survey conducted by the Office for
National Statistics on flexible working revealed that
in 1998 approximately 4.5 percent of workers were
on some sort of flexi-time. This increased to 10.9
percent in 2008, although since then the move to
flexi-time has stalled, as the latest data from 2018
show only 10.7 percent of employees were using
flexi-time!2. As with pre-pandemic working-from-
home data, something of an equilibrium seems to
have been reached in the past decade, although in
the case of flexi-working, we do not have any more
recent data to judge trends that have emerged dur-
ing the pandemic.

The immediate questions are how rapidly might peo-
ple return to the office, what proportion of working
from home is likely to be permanent and how and
why do office environments add value?

Offices add value in two ways: a network effect
within offices and the cluster effect of many offices
gathered in a city or town. The first benefits the firm,
allowing the building of corporate or organisational
ethos, the training of junior members of staff, casual
meetings and building collaborative relationships
across a wide range of co-workers. The latter allows
firms to more easily collaborate, for service providers
to specialise in assisting particular sectors, and com-
petition to drive innovation. Together, these two fac-
tors play a critical role in raising the productivity of
cities well above that of the country in which they sit.
While surveys conducted before the pandemic saw

11 Jose Maria Barrero, Nicholas Bloom, Steven J. Davis; Why Working
From Home Will Stick; U Chicago; Dec 2020
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workers claim they were more productive working
from home?!3, the data suggests that the effects are
not as clear-cut as might be desired by work-from-
home advocates?. In the UK, London, with its clus-
ters of industries and associated offices, is by far the
most productive region of the country. The produc-
tivity, measured by gross value added, of inner west
London is 148 percent that of the United Kingdom as
a whole!5, and all of London is well above the na-
tional average. It is this greater productivity that al-
lows salaries in London, and to a lesser extent in
other cities, to be commensurately higher.

Research from the United States shows that remote
working can be most easily and effectively per-
formed where the work itself is systemised — i.e.
where processes can be put in place to maximise ef-
ficiency and tools are provided to get the job done as
quickly and effectively as possible. Moreover, in
these situations, workers often view being allowed to
work from home as being akin to receiving a 10-15
percent pay risel® — a useful consideration for senior
executives looking to improve their competitive posi-
tion in any market. Looking at these findings in more
depth, at least in the UK there are significant differ-
ences between sectors. Even before the pandemic,
there was a high incidence of working from home in
systemised sectors such as information and commu-
nication (over 50%), professional and scientific
(around 45%) and real estate and finance (about
40%). During lockdowns, all of these sectors headed
towards a 100% model of working from home?”.

Where work is less systematised and more collabo-
rative and creative in nature, the return to the office
is likely to be a greater economic and business im-
perative and thus will take place more rapidly, likely
leading to a lower degree of ongoing remote work-
ing. This is likely to be particularly important in Lon-
don, with its large clusters of creative industries.
Moreover, this trend is going to be supported by
changes to the nature of globalisation. Globalisation
was, at its outset, based on lowering costs of pro-
duction through expansion into emerging markets.
The next stage is very likely to focus on the ex-
change of ideas, enabled by connectivity, and the
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key to generating those ideas is a significant collab-
orative network.

Industrial

While the pandemic is undoubtedly affecting indus-
trial property, that impact is less apparent compared
to the impacts on the office and high-street retail
property markets. We highlight three longer-term
macroeconomic trends in industrial property that the
pandemic has accelerated.

The first is the impact on logistical space. The previ-
ously discussed rise in internet retail has naturally
increased demand for logistics infrastructure. Itis es-
timated that the shift to online purchasing could
boost logistics demand by 15 percent!®. It has been
calculated that every extra GBP 1 billion spent online
requires an additional 0.9 to 1.5 million square feet
of logistics space?®, due to the greater stock held by
online retailers and the need for additional logistics
to enable last-mile delivery. Knowing that retail inter-
net sales in the UK have risen by 46 percent over the
course of 2020 to over GBP 3 billion per month, there
has naturally been a significant impact on demand
for, and thus the valuation of, logistics property.

Alongside this is a second trend, whereby firms have
to judge to what degree they wish to be dependent
on ‘just-in-time’ supply chains. There is a balance to
be struck between the costs of logistics and storage
versus the cost of supply-chain interruptions. The in-
itial supply-chain difficulties that came to light in the
first stages of the pandemic, which saw shipping
rates rocket as Chinese logistical facilities came un-
der severe pressure, served as a timely reminder
that smooth operations cannot always be assumed.
This balance will vary widely by industry and individ-
ual business, but it is a calculation that is increas-
ingly being considered?.

Finally, one of the early shocks of the pandemic is
the degree of dependency that firms around the
world found they had on Chinese production. For
particular sectors, the degree of dependence on
China for the actual finished goods, or key compo-
nents, is striking: as much as 85 percent of solar
panels, high speed rail and digital payments infra-
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structure, and as much as 75 percent of wind tur-
bines, electric vehicles and agricultural machinery?.
Then there is the issue that China has become the
world’s largest producer of active pharmaceutical in-
gredients??. As a result, there is a growing determi-
nation by a wide range of end users to diversify sup-
ply chains. However, this will not be a quick process,
requiring an in-depth examination of complex pro-
duction processes, and thus the eventual path of di-
versification remains unclear. What does seem to be
happening is that many international firms are adopt-
ing a “China plus one” approach as they endeavour
to figure out where to establish the dependable ‘plus
one’?3, While this will not diminish the level of Chi-
nese production in the absolute, it is likely that, in the
longer term, Chinese production will become rela-
tively less critical. For UK industrial property, this
raises the potential that firms will decide to re-shore
at least some of this diversifying production to the
UK.

Conclusion

“The future is all around us, it is just not evenly dis-
tributed,” according to the science fiction writer Wil-
liam Gibson. It is doubtful he had the property market
in mind when he said this, but it would be entirely
appropriate if he did. The trends we have highlighted
and quantified are not new, but they are accelerating
as a result of the pandemic and that alone makes
them worthy of note. What is more, these trends are
clearly going to have a significant impact on com-
mercial property values; now is the time to make
these coming trends your friends.

James Sproule
UK Chief Economist
jasp02@handlesbanken.co.uk
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