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The world is in a post-crisis era where, due to unprecedented levels of money printing by
central banks, bond yields have been driven to historic lows. Whilst the conditions that led
to this current scenario could persist for the foreseeable future, we are now at a point
where we must question whether or not investors are paying too high a price for a
perceived safe haven investment.

Conventional wisdom indicates that it is almost certain that gilt yields, along with all
developed market government yields, are likely to rise over the coming years. With this in
mind, we must examine the circumstances in which the “bond bubble” may burst and, in
the event that it does, how commercial property investors could protect their portfolios or
enhance their returns going forward.

Are yields too low, and how did we get here?

The widely agreed notion that gilts are in bubble territory, and that we are due to see the
start of the great rotation out of bonds and into equities and other “riskier” assets, has
picked up considerable pace since the turn of the year.

Concerns over the inflated pricing of UK gilts are long-standing. Well-known US bond
investor, Bill Gross warned investors in 2009 that the market rested on “a bed of nitro-
glycerine” and went as far as to suggest that the UK was a “must avoid”. Despite such
public concerns, however, bond yields have continued to plummet, with 5-10 year gilts
reaching their lowest point in history.

In the wake of the 2008 financial crisis, extreme risk aversion created a huge demand for
UK gilts (and sovereign debt in general) due its safe haven status. What started with
concerns regarding the toxic assets on bank balance sheets soon became a sovereign debt
issue and increased apprehension surrounding the security of the Eurozone.

As well as benefiting from the flight to quality, the price of gilts was further boosted by the
Bank of England's (BOE) policy of Quantitative Easing (QE). Designed to drive down interest
rates in the wholesale financial markets and to stimulate economic growth, the policy of
QE has seen the BOE buy up huge quantities of government bonds since March 2009. Thus
far, the central bank has expanded its balance sheet by £325bn; the bulk of the funds being
used to purchase government bonds. The BOE has displaced the traditional gilt investor
and now owns approximately a third of all gilts in issue.

Are we likely to see an increase in yields?

The risk aversion/safe haven trade has not only lent support to UK gilts, but has also had a
positive impact on commercial property. As we move forward, however, the concerns
which caused investors to invest in gilts in the first place appear to be alleviating.

Europe appears to be on much more stable footing with peripheral bond spreads
significantly lower than the summer of 2012. The last twelve months has shown that
European politicians are willing to move towards closer fiscal integration and if recent
history has taught us anything, it is that policymakers will do whatever it takes in order to
avert further crisis.

Riverside | & .
CAPITAL |+



Rising Bond Yields

Protecting Your Property Portfolio

As highlighted in our previous paper, London Market Outlook — February 2013, the record
inflows into London over the last 24 months were in part driven by its safe haven status.
Investors have favoured London property over any other city in Europe, irrespective, in
some cases, of the yields on offer. With the key risk of a Eurozone break now diminishing, a
portion of this safe haven demand may decrease. However, current demand significantly
outweighs supply which should provide some support to capital values.

Global deflation remains a tail risk that cannot be ignored, in the event of a complete
disorderly breakup of the Eurozone and a subsequent collapse in global demand. Central
banks around the world however, have chosen the path of higher inflation in order to
avoid a 1930s depression scenario.

Following the most recent Monetary Policy Committee meeting, Outgoing Governor,
Mervyn King stated that they would tolerate higher inflation in order to support the UK
recovery. The targeting of higher inflation through the use of QE adds to the bear case for
gilts.

Growth and inflation are two sides of the same coin; any signs of a UK recovery would
likely see higher inflation accompanied by higher gilt yields and could potentially make
certain asset classes more attractive than property. The realisation of these events,
however, could also signal an economic recovery that would likely be reflected in rising
rents.

The Property Risk Premium (the return, in excess of the risk-free rate of return, that
property is expected to yield) is as high as it has ever been, and extremely low gilt yields
have seen investors turn to the attractive differential offered by commercial property.
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With growth and/or inflation more likely than deflation going forward, it is important to
protect investor portfolios against rising gilt yields. Any rise would require certain
investors to adjust their portfolios in order to reflect both a higher risk tolerance, and a
higher required rate of return.

How can investors adapt their portfolios going forward?

With the current spread between prime and secondary UK property at an all-time high,
investors looking to move up the risk scale are in a position to take advantage of the
cyclical opportunities offered by secondary assets. A move away from prime properties
would require investors to focus on the underlying fundamentals of specific assets, as
opposed to a top-down sector based strategy which has worked very well since 2009.

Investors looking to protect their portfolios against inflation can look to do so through the
use of RPI- linked leases. Whilst this may appear to be the most prudent way to protect
returns, properties with this type of lease can face a fall in income further down the line
and therefore do not always represent good value from a total return (Capital growth +
income) perspective.

Properties that were leased prior to 2008 are often paying rents that were negotiated at
the peak of the market. If the leases are for twenty five years, and are RPI linked, they will
be even higher or ‘over-rented’ when they reach five & ten year fixed increases.

These over-rented properties appear attractive owing to the higher yields that they offer,
but it is important to examine the underlying fundamentals of the property and for the
investor to understand the long term leasing potential of the property. Once the current
lease expires or is up for renewal, it may prove to be difficult to achieve the same (high)
rent going forward. This may result in a drop in rental income or the landlord may face
significant refurbishment costs and/or extended vacancy periods in an attempt to re-lease
the property at the higher rental values.

How can Riverside Capital help investors?

Commercial property is an active asset class, where there is opportunity to add or protect
value through active asset management. In the event we see a return to growth and/or a
rise in inflation, investors are likely to benefit from active management plans.

A knowledgeable asset manager would expect to beat inflation via the creation and
employment of active strategies aiming to achieve not only capital growth but also higher
rents, longer income and improved tenants.

A focus on income & capital growth will, in our opinion, continue to offer strong, risk
adjusted returns and also work to hedge investors against the likelihood of rising gilt yields
over the next five years.

For further information please contact:
Jaspal Phull

Head of Research

Tel: +44 (0)20 7297 4480

Email: jp@rivercap.co.uk
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