
Post EU Referendum:
Commercial Property

07
/2

01
6



2

RIVERSIDE CAPITAL  |  07/2016 WWW.RIVERCAP.CO.UK 

THE PROPERTY INVESTMENT PEOPLE

1. Current portfolio set to perform 

In 2012 we made the decision to start buying commercial property assets let on 
long leases to good tenants outside of London.

At exactly the same time we started to sell our London office buildings that we 
had purchased between 2010 and 2012 and which typically had shorter leases in 
place.

The reason for this change of strategy was due to London prices reaching record 
levels enabling us to capture profits for our investors, and long dated income 
producing assets in comparison beginning to look very inexpensive. A position 
not dissimilar to today.

By the end of 2015 we had sold our last London office and our current direct 
investment portfolio now comprises entirely of properties let on long leases with 
an average unexpired lease term of over 16 years and a 100% occupancy rate.

For such strong assets, we expect valuations to hold up, with the prospect going 
forward that these assets will outperform compared to our initial business plans at 
purchase.

Quite simply, commercial property is the only option for investors seeking 
strong stable income in what is now an even lower yield world. We therefore 
expect commercial property let on long leases to increase in value on the back of 
increased demand for what is a unique asset in terms of the income profile and its 
correlation to other asset classes.

Since the referendum we are pleased to have sold one asset. The asset in question 
had 12 years remaining on the lease and we received an unsolicited offer for it the 
Monday following the referendum at a level 10% ahead of our pre referendum 
valuation. By the Thursday the sale had completed. Proof that income is still very 
much in demand, and that these assets might just be a little more liquid than 
some investors think. 

Our direct property 
portfolio has an overall 
unexpired lease term 
of over 16 years and 0% 
vacancy.
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2. Income producing assets are a strong buy

We believe that commercial property assets let on long leases to strong tenants 
will deliver unrivalled income returns and improve in value over the medium term, 
and that, post referendum, these assets now represent good value. The reasons 
behind this thinking are as follows:

a. The yield on offer remains compelling
With interest rates at 0.5% and gilt yields currently below 1%, the struggle to find 
income has been all too familiar for investors over the past few years. Following 
the referendum there is no doubt that the Bank of England will now keep rates 
lower for longer. Early estimates are that we could see 0% by the end of the year. 

As the economic uncertainty gradually lifts investors will be reminded of the 
strong fundamental factors that make UK real estate attractive i.e. Income. 
While capital growth has been important, particularly over shorter time frames, 
historically the income element of commercial property has accounted for two 
thirds of the overall total return. Since 1994 this has been even higher with rental 
income accounting for 89% of the overall return.

In a low growth, low yield world, strong levels of rental income paid to investors 
will continue to help underpin the case for UK commercial property.

The yield gap between 
commercial property 
and 10 year gilts 
suggests commercial 
property let on long 
leases could increase in 
value.
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b. Bond yields hit record low and yield gap gets larger
UK gilts have soared in value since Britain voted to leave the European Union, with 
investors clambering to seek safe havens. 

With the yield gap between bonds and property widening, it makes a compelling 
case for investors seeking income to buy prime UK real estate. The historic risk 
premium is 250bps, but with the 10-year gilt rate now hovering below 0.8% it is 
currently 428 bps.  

c. Protection against inflation
With Sterling falling 14 per cent in the wake of the referendum vote, inflation 
expectations have surged and analysts have cranked up their inflation forecasts. 
Current levels of the pound suggest that UK inflation could hit 3% in 2017. 
The following chart suggests that there is good reason for the market to look at 
the weakness of sterling and start to price in more inflation. Looking back at the 
global financial crisis, the pound weakened by 25% and, after a lag, RPI rose by 
more than 6%.

Commercial property 
has always provided a 
hedge against inflation.



5

RIVERSIDE CAPITAL  |  07/2016 WWW.RIVERCAP.CO.UK 

THE PROPERTY INVESTMENT PEOPLE

In the future investors face the very real prospect of seeing their capital eroded 
with very few options open to them. Going forward dividends could be very 
unstable if not cut by many companies, whilst Gilts yields have hit historic lows 
and in this risk averse environment who knows when they will go up.
Commercial property has always provided a hedge against inflation, and those 
properties that have a rent review linked to inflation are becoming particularly 
attractive in the face of this data.

3. London property: Short term falls in occupational activity 
will provide longer term investment opportunity

It is hard to argue with the idea that Junes referendum result has meant that 
occupiers of commercial property space will be putting off decisions over their 
future occupational requirements.

This is especially the case with City offices, at least in the short term.  After all, the 
result will prolong the uncertainty over the future shape of the UK’s economic and 
political landscape for some time yet.

If occupational transactions do start to reduce over the next 6 months, this will 
mean that investors that own London offices and where there are short leases 
in place will face uncertainty as to what rents can be achieved at expiry of those 
leases. At this point it may well be that investors would start to sell these assets in  
search of safer assets let on longer leases.

This is exactly what was happening in 2010, where we were able to purchase 
several large multi let offices and where through years of experience in the 
London markets and via intensive asset management we were able to deliver 
substantial returns to investors.

These opportunities are not available yet, and if they do emerge we expect this 
to be in the next 6 to 12 months. If we then look 3 to 5 years out we would expect 
the occupational market to return in London for the following factors:

• Plans have already been announced to cut corporation tax to less than 15 
percent. A lower tax rate could help prevent an exodus of European firms and 
attract global companies who might, otherwise, be put off by the uncertainty 
the referendum has created. The average rate among the world's most 
developed countries is 25 percent.

• Private wealth will continue to favour the UK as a proven store of value in an 
increasingly uncertain world. 

• In 2015 International capital accounted for 45 per cent of the total volume of 
transactions in commercial property. The historic falls that we have seen in 
sterling will eventually encourage overseas investors to invest in London, in 
what could be a once in a lifetime opportunity.

• Central London will remain a global center and commercial property will 
continue to offer a higher yield than most other asset classes.

We will use our strong 
experience in London 
to seek out opportunity 
when the time is right.
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+44 (0)79 4645 6834 
dw@rivercap.co.uk

Tim Bucke 
Head of Client Services
+44 (0)20 7297 4480 
+44 (0)77 4960 3459 
tb@rivercap.co.uk

www.rivercap.co.uk

4. Turmoil amongst open ended funds has no material effect 
on underlying asset value of commercial property

In echoes of the financial crisis that started in 2007 nervous investors are rushing 
to get their money out of open ended funds that own commercial property. 

Open-ended funds have long been criticized as an inappropriate way to invest 
in property, due to the inherent liquidity mismatch. The typical investor in these 
vehicles are often the most risk averse and are unknowingly putting short term 
money into a long-term purchase.  At times when investors rush to the exits 
all at once, it is difficult for open-ended commercial property funds to meet 
withdrawals 

Understandably this has created a great deal of concern amongst investors that 
the market will be flooded with properties and prices set to tumble. However, we 
believe that whilst certain properties may see a correction, this is not a repeat of 
2008.  

UK commercial property funds currently own less than 7% of the total UK 
commercial property market and most have now been suspended to allow time 
for an orderly sale of some assets. For the moment this is not an indication of 
distress for sophisticated owners of property assets. It is more an illustration of 
the structural flaw in the concept of open-ended investment companies holding 
commercial property as an asset.

We expect approximately £5 billion of assets to be sold by the open ended funds. 
To put this in to context, this is less than 1 months stock in 2015, and therefore we 
expect this to have little effect on values.

What we are currently witnessing is another very clear demonstration of why it 
makes sense to avoid investing in illiquid assets using a financial instrument that 
promises daily liquidity. As with any long term asset class there will be periods of 
good and poor performance but it is important that an asset manager can ride out 
any periods of negative sentiment without being forced to dispose of assets.

Investors need income and property should continue to be a source of that 
income. Commercial property is an investment that works best for those who 
have long-term goals. Investing through closed ended funds gives the investor the 
comfort of knowing exactly what they are holding and that it matches your long-
term investment criteria e.g., yield, covenant strength, business sector, location, 
length of lease etc.


