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Capital value growth and improving occupier demand 
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Market view
•  Contractors being project selective

•  Project teams adopting risk sharing strategies

•  Early engagement required on larger projects  
to avoid delays

•  Increasing signs of labour shortage and 
increased waiting times

•  Contractors prioritising longer term client 
relationships
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Market 
overview 
The main cause of the slowdown is the decline in the UK’s net trade 
position with Europe whereas the domestic economy remains strong. 
Survey evidence continues to paint an upbeat picture of commercial 
occupier demand, with rental growth spreading from prime to 
secondary markets.

Investment in commercial property from both domestic and 
overseas buyers remains very strong. The annual value of 
commercial property investment transactions reached nearly £69 
billion over the 12 months to March, according to Property Data. 
This is higher than the previous peak in 2007 when average capital 
values were a third higher than today. Annual capital values on 
the IPD Monthly Index peaked in October 2014 at 13%, and have 
fallen month on month to 11.4% as of April 2015.

Increased occupier and investment demand has improved 
development viability significantly over the past year. This has 
renewed interest in development funding and speculative 
development, particularly from institutional buyers. Accordingly, 
availability of development finance is improving, interest margins 
are declining and loan-to-cost ratios are increasing.

Outlook
•  Survey evidence continues to paint a positive economic picture, 

and we expect GDP growth of 2.5% in 2015, close to the 
long-term trend, slowing slightly to 2.4% next year. Unbalanced 
growth will continue with exports sluggish but consumer 
spending and incomes positive. With ‘core inflation’ (which 
excludes more volatile prices of food, drink and energy) running 
at 0.8%, the risk of a harmful period of deflation remains low 
and the consensus view expects a modest rise in CPI to 0.8% by 
the end of the year. This should mean a delay in the first base 
rate rise until early 2016.

• With this positive outlook we forecast all property rental growth 
of 3.3% this year, the highest rate since 2007, increasing slightly  
to 3.5% next year. Capital value growth on the other hand has 
already peaked. Following growth of 12% last year, we expect 
it to increase by 5.6% this year and 2.1% next year.

• Significant capital value growth and improving occupier 
demand have enhanced development viability and 
development activity has improved accordingly, in spite of 
strongly rising tender prices. Commercial construction orders  
(a proxy for development activity) increased by 17% over 
the year to Q1 albeit from a low base. We expect growth to 
continue and approach levels akin to the beginning of the last 
decade, rather than the heady levels of 2006 / 2007.

Economic growth slowed to 0.3% 
in Q1, down from 0.6% in Q4 2014 
and the slowest pace of expansion 
for more than two years. In spite of 
this the UK economy is now 2.4% 
larger than in Q1 last year and the 
latest CBI data suggests that the 
growth rate will pick up again in the 
coming quarters.
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Construction output 
forecast

Construction output increased by 7.4% during 2014 but fell 
during the first quarter of 2015 by 1.1%. In spite of this, sentiment 
remains upbeat and we expect output to pick up over the coming 
months. The Markit / CIPS construction activity survey which records 
sentiment among purchasing managers and is a forward looking 
indicator, increased to 55.9 in May (up from 54.2 in April), well 
above 50, which indicates expansion.

According to the Construction Products Association (CPA) the private 
housing, infrastructure and commercial sectors will drive construction 
output growth of 5.5% this year, followed by 4% next year.

During 2013 and 2014 private sector housing output rose by 
30% and housing starts by 36%, driven by the positive sentiment 
generated by policies such as the Help to Buy scheme. Last year 
mortgage approvals to first time buyers were at the highest level 
since 2007. The CPA forecasts continued output growth of 10% 
this year before slowing growth rates from 2016, as interest rate 
increases and constraints on affordability slow house price inflation 
and mortgage lending.

In the commercial sector, the office market is expected to drive 
growth with continued strong activity in London as well as regional 
markets such as Manchester, Birmingham and Leeds. There is 
currently 850,000 sq ft under construction in Manchester and in 
Birmingham large developments such as Paradise Circus and 
Arena Central will significantly boost activity over the next three 
years, along with a number of refurbishment schemes.

Supermarket expansion activity, which has driven retail growth  
over recent years, has slowed. Expansion of medium to larger 
stores has been replaced by the smaller convenience stores, 
along with growth of the discount chains. The largest shopping 
centre schemes in the pipeline are all in London and include £1 
billion developments at Brent Cross, Croydon and the Shepherd’s 
Bush Westfield extension.

Construction output in the industrial sector expanded by 17% 
during 2014, with strong growth in output from the warehousing 
sub-sector. This was a result of increased consumer spending, 
online retail sales and investors funding new development as 
standing prime stock investments diminish. Bilfinger GVA have 
calculated that at the end of March there was over 5 million sq ft 
of speculative development under construction or with imminent 
start dates. Factory construction has been hindered by weak 
demand in the Eurozone as well as an appreciation in the value 
of Sterling. However robust growth of over 5% pa over the next five 
years is forecast to be driven by increased business investment.

Over a third of infrastructure construction new work was 
made up by the electricity sub-sector in 2014. It is forecast 
to experience strong growth over the next four years, led by 
ongoing nuclear decommissioning work, with much depending 
on when construction of Hinkley Point gets underway. In the rail 
sector Crossrail and Thameslink spending has peaked and the 
electrification of cross-country routes, forecast to provide the main 
growth to 2018.

Public sector non-housing output is forecast to grow by 1% 
during 2015 and Government austerity measures and spending 
cuts will limit growth to below 2% pa over the forecast period to 
2018. Education makes up over 50% of this sector and will be 
driven by increased workloads through the Priority School Building 
Programme. The health sub-sector will be boosted by a 20% 
increase in the NHS capital spending budget this year and the 
£1.2 billion extra funding for investment in GP services announced 
in the Autumn Statement.

• Following construction output growth 
of 7.4% in 2014, expansion of 5.5% 
is forecast this year, according to the 
Construction Products Association, 
followed by 4% next year.

• The largest sub-sectors are forecast to 
see the strongest growth over the next 
four years: commercial (21%), private 
housing (20%) and infrastructure (51%).

0.0% 

1.0% 

2.0% 

3.0% 

4.0% 

5.0% 

6.0% 

2015 2016 2017 2018 

Figure 1: Construction output growth  
Source: Construction Products Association – Spring 2015
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Sector
£million 2011  
constant prices

Housing

Private  20,887 

Public  5,626 

Public

Education 5,115

Health 1,553 

Other 2,466 

Commercial

Offices 7,294 

Retail 4,421 

Entertainment 4,863

Other 5,526 

Industrial

Warehouses 1,678 

Factories 1,678 

Oil, Coal, Steel 292 

Infrastructure

Electricity 4,625 

Rail 2,907 

Road 2,775 

Utilities and other 2,907 

Figure 2: Construction new work output by sub-sector 2014  
Source: CPA
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Tender prices and  
building costs

Tender prices
According to BCIS, the all-in tender price index increased by 7.1% 
during 2014, with growth strong regionally as well as in London. Prices 
have been driven by wage increases and the lack of capacity in the 
market as contractors respond to the increasing workload, tempered 
slightly by the reduced cost of European imported materials. We 
expect tender prices to remain high over the short to medium term 
and we forecast an increase of 3.9% during 2015 and 4.9% in 2016, 
well above inflation.

BCIS index Forecasts 2014 2015 2016 2017

All-in tender price 7.1 3.9 4.9 5.0

General building cost 1.5 1.3 3.1 3.4

Labour cost 2.8 3.4 3.5 4.0

Materials cost 0.9 -0.8 2.6 2.9

Input costs
The BCIS building cost index has been much more subdued and 
increased by 1.5% during 2014. This is predominantly due to wage 
increases, while material prices, affected more by global demand, 
have seen marginal change. Labour and material price inflation is 
expected to gradually rise over the coming years, increasing our 
overall building cost forecasts from 1.5% this year to 3.4% by 2017.

Material prices showed little movement during 2014 and this is likely 
to remain the case for 2015 (-0.8% according to BCIS) with consumer 
prices inflation very low. A strengthening in the economy and upward 
pressure on prices thereafter is expected to increase material prices in 
subsequent years to 2.6% during 2016 and 2.9% during 2017.

However there have been some more significant price 
movements among individual materials. Steel has seen the 
sharpest fall of 11% over the year to March, with price expectations 
for iron ore to continue declining this year. Conversely, the strong 
demand for bricks has increased prices by 8% over the year to 
March. Brick stocks have stabilised at Q4 to 11 weeks, up from 9 
weeks during the previous quarter, having fallen steeply since the 
height of the recession from 50 weeks of stock.

Oil prices have been a major contributor to low material price 
inflation, falling from $115 a barrel in June last year to below $50 
this January. They have since recovered to $65 (June). This has 
been caused by increased supply (fracking in the US and OPEC 
not reducing supply), while demand in the Eurozone and China 
has fallen. While other commodities have shown a similar pattern 
of increased supply and falling demand, the strong pound has 
also kept the price of European imported materials relatively low.

According to the BCIS labour cost index, wages increased by 2.8% 
during 2014. Construction industry wage awards for 2015 are in a 
similar range from 2 to 3%, with stronger wage growth in the house 
building trades such as bricklayers and plasterers. With CPI inflation 
close to 0%, this is the strongest real wage inflation for a number 
of years. Capacity constraints and increased demand are likely 
to lead to further wage growth and we forecast 2.8% this year, 
increasing to 4% pa by 2017.

A survey by the Construction Products Association gives an 
indication of the increased labour demand with a balance of 22% 
of contractors reporting an increase in the difficulty of recruiting 
site trades in Q4. This is down from 31% in the previous quarter but 
these figures compare to between 70% and 80% in 2006 / 2007 
and below 10% during the downturn.

• Tender prices increased by 7.1% 
during 2014 and are forecast to rise by 
between 4% and 5% pa over the next 
three years.

• Building costs increased by 1.5% during 
2014, as a result of little movement in 
material prices. We expect inflationary 
pressures on labour and material prices, 
gradually increasing building cost inflation 
to 3.4% pa by 2017.

12 month 6 month 

-15% 

-10% 

-5% 

0% 

5% 

10% 

15% 

Im
porte

d 

plyw
ood 

All
 Br

icks 
 

Pip
es a

nd

fitt
ing

s

Sa
nd

 a
nd

gra
ve

l

Im
porte

d sa
wn o

r 

plane
d w

ood  

Conc
re

te
 

re
inf

orc
ing

 b
ars 

Fa
bric

ate
d 

str
uc

tur
al s

te
el

Figure 3: Material price growth to March 2015  
Source: BIS
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The construction market continues to be 
very busy across the UK, particularly in 
central London markets and generally in 
the south-east.  Contractors are being 
project selective, basing decisions on 
their available resource, the likelihood of 
success (negotiated / long tender list), 
the client (known, long term) and the 
complexity of the work.  Overall there is 
hesitancy to tender for works where they are 
expected to accept unnecessary risk.  

This message has quietly been delivered by main contractors to 
clients / managing consultants for some 6-9 months, and is being 
acknowledged.  As a result, project teams are adopting a more 
collaborative approach, introducing risk sharing strategies, such as 
two-stage tendering / negotiation, with some residential developers 
also contemplating construction management.  This requires 
a hands-on approach from the client / project team who, by 
necessity, have to be more sophisticated in their approach rather 
than simply passing the construction risk to the main contractor. 

It can be difficult to get contractors to price specialist jobs or those 
with complicated civils work as well as some smaller jobs. In part, 
this is a reflection of the difficulties they are encountering down the 
subcontractor supply chain, with some reneging on the price once 
more profitable work is available.

We have also observed supply chain issues, particularly with core 
supply chain members, such as mechanical and electrical, 
concrete, cladding sub - contractors who are now being equally 
selective on the projects that they undertake and are struggling to 
find labour resources for those schemes where they are already 
committed.  This is having a tangible effect on the ability of projects to 
achieve pre-agreed timescales and where this is of key importance, 
client / commercial intervention can be required.  This is also 
undermining the two stage process as main contractors are not able 
to solicit three comparable sub-contractor proposals per package – 
reducing the competitiveness and value of a two stage submission.

Early engagement and a longer tender period on larger projects 
is required to avoid project delays as lead-in times increase. 
With the limited resource of estimating teams, some contractors 
may tender later in the process such as technical design stage. 
Although if the process is not managed, the main contractor 
can obtain too much negotiation strength during the two stage 
process. Most contractors are refusing single stage D&B over £5m 
but will price smaller building surveying-type projects.

We are noting, unsurprisingly, that contractors are prioritising the 
development of longer term client relationships particularly with 
those that are able to supply a continuous work flow, rather than 
simply chasing one off projects.  Where this is not the case, a strong 
consultant team is needed to secure the interest of the supply chain.

From a consultancy perspective there is also a significant volume 
of construction project work for consultant teams with architects, 
services engineers and even QS’s under pressure from a resourcing 
perspective.  We have experience of work now being turned away 
– albeit politely!

It is increasingly important to design buildings that can be delivered 
in an improving market and understand which materials can be 
easily procured. With the capacity that has disappeared from the 
market since the downturn, there are increasing signs of labour 
shortage and increased waiting times on securing labour, materials 
and machinery. There will also be caution in tendering for contracts 
with a significant amount of brickwork as there are resourcing 
problems with bricklayers and supply of bricks and blocks.

In the North East brickwork, joinery, groundworks, mechanical and 
electrical work are in short supply. While the price of steel has not 
changed significantly, there is a lack of steel erectors, leading to 
project delays. We are being quoted six month lead-in on large SFS 
frames.

Demand in the South East is impacting on other regions. For example 
there was a problem with the supply of pre-cast concrete blockwork 
in Scotland due to the amount of demand in the south of England. 
Also with capacity constraints there is an emerging trend of regional 
contractors working on London and South East contracts.

In view of the capacity constraints tender prices do not appear 
to have gone up as much as expected over the past six months. 
This seems unusual but is partly a result of lower oil prices and 
favourable exchange rate with the Euro.
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