
November 2014 | For professional investors only. This material is not suitable for retail clients 

Schroders Insurance Asset Management 

Investment Seminar 2014 

What do rising interest 

rates mean for 

property? 

 Mark Callender | Head of Property Research 



Agenda 

 What drives UK commercial property returns?  

 How sensitive are property yields to Gilt yields 

 Where should we invest? 
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Open market commercial rental values tend to be cyclical 

Change in real rents and GDP output gap %                      Building starts - deviation from trend %                                  

Open market rental values reflect the balance between demand and supply 

Source: IPD, ONS, Schroders, August 2014 
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Open market rental values and rental income 
The upward only rent review clause may provide significant protection of income 

% change 

Source: IPD, February 2014 
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Long-term rental income growth 

1980 =100 

Rental income has increased in line with inflation over the long-term 

Source: Barclays Capital, IPD, ONS, Schroders, February 2014 
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Investor appetite for property varies, depending on a cocktail of influences 

Property and gilts yields 
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Source: Datastream, IPD, IPF Consensus Forecasts, Schroders at November 2014 

Note: Expected rental growth is the average of the last 12 months and forecast rental growth over for the next 12 months 

 Changes in property yields reflect changes 

in investors’ appetite for property  

 Investors’ appetite is influenced by:  

— Expectations for future rental growth 

— Changes in yields on long-gilts 

— Changes in short-term interest rates 

— The availability of bank debt 

— Expected returns on other assets 
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Pricing looks sensible. Rental growth should temper impact of rising gilt yields 

Property and gilts yields 

All property initial yield vs 10 year gilts       Yield gap and rental expectations 

Yield %                                                                                       Property – gilts yield gap %                                                                                  

-1

0

1

2

3

4

5

-6 -4 -2 0 2 4 6

2004 

2006 

2007 
2005 

Expected rental growth %                                                                                  

Source: Datastream, IPD, IPF Consensus Forecasts, Schroders at November 2014 

Note. Expected rental growth is the average of the last 12 months and forecast rental growth over for the next 12 months 
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Components of UK property market returns: rolling 12m IPD monthly return 

What is driving capital values and total returns? 
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Source: IPD Monthly Index, November 2014 
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Changes in property yields have been the dominant force in recent years 



Total return % 

Property returns are less volatile than equities 
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Property may also offer intermittent diversification 

Source: Barclays Capital, IPD, Schroders at January 2014 

Returns driven by 

rents. Good 

diversifier 

against equities 

Returns driven by 

yields and debt. 

Poor diversifier 

against equities 

-40

-30

-20

-10

0

10

20

30

40

UK Property UK Equities



Property is a store of value in extremis 
Lower volatility is rooted in property being a physical asset 

25 Bank Street, London, E14 

 Developed by Canary Wharf Group 

 Originally intended for Enron (Insolvent 

2001) 

 Completed in 2003 

 Let to Lehman Brothers in 2004 

 Lehman Brothers collapsed in September 

2008 

 Re-let to PWC (28%), Nomura (40%), 

other tenants (12%) in late 2008. 20% 

vacant 

 Sold to JP Morgan for European HQ in 

December 2010 

Source: Local Data Company, various agents and Schroders at December 2013 
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Property has out performed gilts over the long term 
Performance has been in keeping with relative levels of risk 

Total return % per year 

Source: Schroders at February 2014 
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Practical considerations for investors 

Implementation  
Physical assets are different from financial assets 

 Illiquidity 

 Investors cannot buy the IPD index. Constructing a well diversified portfolio of 30 or more 

direct properties is too expensive for most investors 

 Gearing in property funds will increase volatility 
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Property fund total returns 
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Total return % 

Fees, cash drag and gearing mean that investors cannot easily track the index 

Source: Datastream and IPD at August 2014. Note: 1Gearing measures debt as % of gross asset value 

Balanced funds 1.9 

Specialist funds 28.5 

REITS 30-40 

Gearing % - End 20131 
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Where should we 

invest? 



 Increase public transport capacity by 10% 

 Journey time from Heathrow to Liverpool Street 

cut from 55 minutes to 32 minutes 

 

London office occupiers are becoming more footloose 
Address is less important. Cheaper sub-markets have led upswing in rental values 

Source: Crossrail, PPR, Schroders at August 2014 

Rent levels vs rental growth Crossrail due to go into service in 2018 
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Demographic and social changes are favouring smaller stores 

Food retailing is relatively internet immune 

 People are shopping more frequently in 

convenience stores close to their home, or 

at transport hubs. This is because: 
 

– Households have fewer people 

– People are buying more ready meals 

– More women are working 

– Higher petrol costs make driving to 

hypermarkets more expensive 

  Investment case:  

– Strong covenants 

– Tenants unlikely to leave – seek lease 

extensions at open market rent 

– Small lot sizes, relatively liquid 

– Affordable rents: typically below £20 per 

square foot and 7% of turnover  

 

 

Major grocery retailers 
Number of branches 

Source: Retail Locations at October 2014 

15 



 Change of use means that the stock of 

standard industrial estates has fallen by 

approximately 8% over the last 10 years 

 Rapid growth in online retailing is boosting 

the demand for smaller industrial units 

around cities. These will be used for: 

– Hubs for express parcels, forecast to grow 

by 5% per year (source PwC) 

– Next day, or same day delivery 

– Dark stores 

 The upturn in the housing market has led 

to a recovery in demand from 

tradecounters 

 

Industrial estates 
E-tailing is boosting demand for standard units around major cities. Limited supply 
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Source: JLL, PwC, Department of Transport, Valuation Office, Schroders at June 2014. Note Big Sheds defined as warehouses >100,000 sq ft 

Change in UK industrial & commercial floor space 

01/12/2014 17:52:46 

Number of vans and trucks in UK 

2003=100 



Conclusions 

 Property  an attractive asset class because of: 
-  Respectable long-term returns, mainly derived from income 

-  Diversification against equities (intermittent) 

-  Protection against inflation over the long term 

-  Ability to enhance returns through active management 

 However, investors need to remember that because property is a physical asset, it is 

illiquid. Balanced property unit trusts which have low levels of gearing should provide a 

well diversified exposure 

 We expect total returns to average 6-7% per year between end-2014 and end-2018, 

based on an income return of 5%, rental growth of 2% per year and allowing for a small 

increase in property yields. The pattern of annual returns could be quite volatile, if the 

investment market over-shoots in 2015 and there is then an upward correction in yields 

 The main external upside risk is that rental growth is stronger than anticipated. The main 

external downside risks are the election and uncertainty over EU membership, or that 

inflation is unexpectedly strong, leading to a sharper rise in interest rates 
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Source: Schroders, November 2014 
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Property-based pooled vehicles, such as property unit trust, invest in real property, the value of which is generally a matter of a valuer's opinion.  It 
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Important information 
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