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Property update 

The attractions of property 
Commercial property is a very effective diversification tool: with near-zero correlation to 
other asset classes, it certainly punches above its weight within a mixed portfolio. The 
property asset class also differs from other income-producing investments such as bonds 
in that, if there is a default, you are not left with just a piece of paper, you own a real asset 
that can increase in value. Most importantly of all, UK commercial property provides an 
attractive level of income, via rent, plus the potential for capital growth. 
 
Owner friendly 
The system in the UK is incredibly owner friendly, with longer leases than anywhere else 
in the world. Indeed, for leases in excess of five years it is still quite normal to find an 
upward-only rent review in place. This is particularly important in recessionary times, 
because with an upward-only rent review the tenant is still obliged to pay the original rent.  
The well-understood, transparent and historic nature of the UK commercial property 
market also makes it an attractive proposition for overseas investors and occupiers. 
Evidence shows that these investors rate London as one of their top three target cities 
around the world. What‟s more, many occupiers choose the UK as their European base.  
 
An eventful period 
The past five years have been eventful for UK commercial property, with the market 
experiencing a collapse, then recovery and now uncertainty.  In the first phase, a rally in 
commercial property had left the asset class looking over-valued and, when the credit 
crunch led to a wave of redemptions from open-ended funds, prices crashed.  The next 
period commenced in the middle of 2009 and was characterised by additional liquidity as 
a result of quantitative easing being attracted to property by the very high yield offered by 
the asset class. 
 
Bank refinancing 
We are now in the third stage of the market‟s recent journey, which we have termed the 
bank refinancing phase. Between 2010 and 2013, £160bn of property debt is maturing 
and requires equity or debt to re-finance. The majority of these loans were made five or 
six years ago at the peak of the boom, so we have to expect that current property values 
are, despite the recovery, around 30% lower than they were then. This was also an 
environment where banks were lending between 80% and 90%.  One way or another, 
around a quarter of all outstanding loans are believed to be impaired, either on the loan-
to-value covenant or more significantly an impairment on the interest cover payments. The 
approach that banks take to this debt will be an important driver of property market returns 
over the next few years. 
 
Is property cheap? 
Comparing the property yield with that of long gilts, we would say that property has never 
been cheaper. Unfortunately, life is not that simple because property de-coupled from long 
gilts back in 2007. A more relevant analysis, therefore, is to see property in terms of a 
bond rating. For example, if you take the underlying covenants of a typical portfolio in the 
market it would probably be rated BBB. There is a significant harmony between the 
movements of yields in the commercial property market and movements in the BBB 
market. Using this as our basis, the argument is less compelling but property still looks 
relatively cheap. 
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A hedge against inflation? 
Property is a long-term hedge against inflation.  Over three to seven years, increasing 
economic activity normally generates greater demand for prime commercial property, 
which then translates into both higher rents and building valuations. In addition, as 
construction costs rise in line with inflation, this too will be reflected in a property‟s value 
and the subsequent rents that can be charged.  However, this is a long-term phenomenon 
– there is no automatic feed-through from inflation to rental income and property values 
over the shorter term. 
 
Building our portfolio 
The UK market consists of around 500,000 individual properties, 1,200 of which we own. 
Across our portfolios we currently have 5,000 leases. More specifically, we have a long-
term strategic bias towards South East England, while maintaining very low exposure to 
London itself. The South East has performed just as well as London, but prices in the 
region do not carry the same London premium. In terms of sector exposure, the gloomy 
economic backdrop means we are cautious of the entire market – retail, industrial and 
offices. However, of these we still like the retail sector given its lower depreciation 
characteristics over other asset classes. An important point to note is that our portfolios 
are very well diversified, which means we are able to minimise any specific risk 
associated with a particular property, location or tenancy. 
 
Subdued returns 
In the short to medium term, commercial property returns are going to be subdued as 
banking sector asset disposals will depress values. The property derivative market is 
currently predicting a 0.5% total return for 2012. However, at the same point last year this 
market predicted that total returns for 2011 would be 2% to 3%. In the end they turned out 
to be more than 8%. So, there is some room for hope as the property derivative market 
tends to capture more pessimism in the market than optimism. 
 
Summary – looking ahead  
We have been buying more in the past few months than we have done in the previous two 
years. With bank disposals expected to last anything from five to ten years, there will be 
many opportunities going forward and we are in a very strong position to acquire the best 
of these for our portfolios. In particular, we hoarded cash throughout the exuberant QE 
period and, as a result, we can now take advantage of any depressed pricing. Regarding 
the current phase of QE, we do not believe that it will affect property in the same way as 
the first phase, especially as the banks are now unable to lend so freely. In addition, 
commercial property is not the oversold, distressed sector it was a few years ago. 
Elsewhere, yields are currently sitting at 6.3%, which, historically speaking, appears to be 
fair value. Finally, using data from our long-term absolute value model we can see that  
the income advantage of commercial property still stands out, particularly in relation to 
bonds. 
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Important information 

For Investment Professionals use only, not to be relied upon by private investors. Fund performance source Morningstar, bid to bid, gross of charges.  

Attribution source Factset.  Past performance is not a guide to the future. The value of investments and any income from them can go down as well as up.  This 
material is for information only and does not constitute an offer or solicitation of an order to buy or sell any securities or other financial instruments, or to provide 
investment advice or services.  Subscriptions to a Fund may only be made on the basis of the current Prospectus and the Key Investor Information Document or 
Simplified Prospectus, as well as the latest annual or interim reports, which can be obtained free of charge on request, and the applicable Terms & Conditions.  
Please refer to the „Risk Factors‟ section of the Prospectus for all risks applicable to investing in any fund and specifically this Fund.   Property funds invest in 
assets that are not always readily saleable without suffering a discount to fair value. They may therefore have to lower the selling price, sell other investments or 
forego another, more appealing investment opportunity.  The mention of any specific shares or bonds should not be taken as a recommendation to deal. The 
research and analysis included in this document has been produced by Threadneedle Investments for its own investment management activities, may have 
been acted upon prior to publication and is made available here incidentally. Any opinions expressed are made as at the date of publication but are subject to 
change without notice. Information obtained from external sources is believed to be reliable but its accuracy or completeness cannot be guaranteed. Issued by 
Threadneedle Investment Services Limited. Registered in England and Wales, Registered No. 3701768, St Mary Axe, London EC3A 8JQ, United Kingdom. 
Authorised and regulated in the UK by the Financial Services Authority. Issued in Hong Kong by Threadneedle Portfolio Services Hong Kong Limited 
("TPSHKL"). Registered Office: 21F ICBC Tower, Citibank Plaza, Central, Hong Kong. Registered in Hong Kong under the Companies Ordinance (Chapter 32), 
No. 173058. Authorised and regulated in Hong Kong by the Securities and Futures Commission. Please note that TPSHKL can only deal with professional 
investors in Hong Kong within the meaning of the Securities and Futures Ordinance. The contents of this document have not been reviewed by any regulatory 
authority in Hong Kong. You are advised to exercise caution in relation to the offer. If you are in any doubt about any of the contents of this document you should 
obtain independent professional advice.  Issued in Singapore by Threadneedle Investments Singapore (Pte) Limited, 07-07 Winsland House 1, 3 Killiney Road, 
Singapore 239519. Any Fund mentioned in this document is a restricted scheme in Singapore, and is available only to residents of Singapore who are 
Institutional Investors under Section 304 of the SFA, relevant persons pursuant to Section 305(1), or any person pursuant to Section 305(2) in accordance with 
the conditions of, any other applicable provision of the SFA. Threadneedle funds are not authorised or recognised by the Monetary Authority of Singapore (the 
“MAS”) and Shares are not allowed to be offered to the retail public. This document is not a prospectus as defined in the SFA. Accordingly, statutory liability 
under the SFA in relation to the content of prospectuses would not apply. Threadneedle Investments is a brand name and both the Threadneedle Investments 
name and logo are trademarks or registered trademarks of the Threadneedle group of companies. 


