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Commercial property has been a store of wealth in the UK
for many generations and is a fundamental element of the
economy, connected to both employment and economic
growth. UK commercial property1 is a strong investment
sector which has enjoyed a very healthy recovery since the
financial crisis of 2007/08. As a result, there is now speculation
that the market has reached the top of a cycle, particularly
as growth rates are slowing, with the potential to expose
investors to painful income and price volatility. However, one
portion of the market is becoming increasingly popular with
investors looking for long term, low volatility, inflation beating
returns: Long Income Property (LIP), which is underpinned
by properties let on long leases or ground rent leases.
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Stable returns can be found in funds which specialise in this type
of commercial property, focusing on UK freehold properties,
typically leased to commercial tenants for periods of over
15 years, and ground rents, often with lease terms in excess
of 99 years. Both long leases and ground rent investments
aim to provide long term secure income with security
derived from collateral and/or the quality of the tenant.
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The asset backing of the property, particularly if it is well
located, offers a high degree of wealth preservation, while
regular rent reviews offer inflation linked protection.
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These are important factors and institutional investors, such
as pension funds and insurance companies, have recognised
the benefits for some time, attracted by the predictable returns
which they can safely match against their upcoming liabilities.
Many LIP assets and funds in the lower risk bracket have
traditionally been out of the reach of retail investors, with
high minimum investment levels taking them beyond smaller
investors. Nevertheless, there are routes to investment suitable
for advisers seeking consistent, inflation linked, income, with
the added potential of capital growth for their clients.
In this report, we aim to provide advisers, intermediaries and
sophisticated investors with a background to the sector, an
insight into the investment case, and a review of the benefits,
risks and mitigations. We also look at how consumers can
invest and touch on the various opinions on Brexit and its
possible consequences for Long Income Property investment.
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COMMERCIAL REAL ESTATE
IN CONTEXT
The importance of the
commercial property market
as a whole is not to be
underestimated; in January
2015, the British Property
Federation found that
“Commercial real estate (CRE)
represents over a fifth (20.6%)
of total net wealth in the UK.”2
The latest figures show that the UK
commercial property market was
estimated to be worth £871 billion,
at the end of 20153 - an 11% increase
on the previous year. In spite of being
dwarfed by the residential property
sector (the private residential sector
in the UK has a value five times larger
than the conventional commercial real
estate market4), from an investment
perspective the vast majority of the
portfolios within both property funds
and property companies are made up
of commercial, rather than residential
property5. This is because, until
recently, institutional investors had
largely avoided residential property
because of the small lot sizes and
high potential cost of management
compared to commercial property 6.

It has been estimated that around
60% of the UK commercial real
estate market is ‘investable’ 7, with
just under 40% of the investable
assets at the end of 2015 tracked on
the Investment Property Databank
(IPD), which produces the industry
benchmark indices for commercial
property. This is currently based on
23,639 properties at an overall value
of £202 billion8. The remainder of
the investable assets are likely to be
held directly within private entities
(either owner-occupiers or private
investments) or listed/unlisted
property companies.
It is reasonable to assume that the
bulk of the average asset allocation
of 4.9% into property across UK
pension funds in 20159, was applied to
commercial real estate, whilst, in 2014
around £10 billion of the £80 billion
private pension income, was income
generated by domestically owned CRE.
In fact, it is estimated that there are
over seven million UK citizens whose
retirement income is directly linked to
the fortunes of the CRE sector10. These
figures are even more impressive when
you take into account that they relate to
only 72% of UK commercial property as
28% of institutionally owned CRE was
owned by foreign institutions in 201511.

CAPITAL VALUE OF COMMERCIAL PROPERTY UNIVERSE
£900bn

A long lease is a UK freehold over
which a lease of fifteen years or
more has been granted to a third
party for which the premises are of
strategic importance for the running
of their business. Full market rent
is chargeable by the freeholder and
if the leaseholder defaults on rent
payments, the freeholder is at liberty
to use his reversionary right to take
back the property before the end of
the lease term.
As a real asset, all property is tangible
and unlike gold, for example, it has
the potential to generate relatively
stable returns. Capital appreciation,
diversification benefits and inflation
protection are also possible positives,
whilst, on the downside, it presents
possible risks with low liquidity, and
high transaction costs, management
costs, potential vacancies, rates and
taxes and capital expenditure.

£800bn

£billions

Two of the commercial property
assets that we discuss in this report
are ground rents and long leases.
A ground rent is created when
a long leasehold interest is sold
in a freehold piece of land and/
or building at a substantially sub
market value rent for that land and
building. Ground rent lease terms
can be up to 999 years, but more
typically between 99 and 250 years
from the date the lease is issued.
The tenant may occupy the property
themselves or sub-let the land and
the buildings for full market rental.
If the tenant defaults on paying the
ground rent to the freeholder, the
long leaseholder stands to lose both
the land and property as, if the long
leaseholder fails to pay the ground
rent, the freeholder is legally entitled
to extinguish the ground lease and
is then in a position to receive 100%
of the income from the land and
buildings.

£700bn

£600bn

£500bn

£400bn
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SOURCE: THE SIZE AND STRUCTURE OF THE UK PROPERTY MARKET: END-2015 UPDATE, JULY 2016, IPF
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COMMERCIAL PROPERTY
SECTORS BY VALUE

Of course, real estate investment
can be undertaken both directly and
indirectly, with the latter allowing for
lower minimum investment levels
because of the possibility of pooling
capital with other investors in fund
scenarios. This also provides the
prospect of diversification benefits
and the opportunity to specialise by
usage or geographic location, not to
mention access to fund managers’
expertise. Additionally, the investor
generally has no property management
responsibilities. On the other hand, the
fund investor, as opposed to the person
who buys the asset directly, is unlikely to
have control over investment decisions,
has to pay vehicle management costs
which will impact returns, and could
be affected by possible lock ins and
restrictions on withdrawal.
Nevertheless, in general, with its
combination of stable revenue streams
and the opportunity for capital gains,
property displays some bond like and
some equity-like characteristics; it
is usually viewed as higher risk than
bonds, but lower risk than equities.

COMMERCIAL PROPERTY SECTORS
The main commercial property sectors
by value are Retail (41%), Offices (31%),
Industrial (19.5%) and the rest (8.5%,
of which hotels are the largest part).
These form the core of the market and
tend to dominate investors’ portfolios,
whilst other assets such as cinemas
and leisure parks, hotels, pubs and
restaurants, student accommodation,
primary healthcare facilities12 and
garages and petrol stations are also
seen as commercial property13.
The sectors can be further broken down
by primary, secondary and tertiary,
which are dependent on the location
and quality of the property, with the
best location (central London) and the
best quality (purpose built, modern,
corporate trophy office) being in the
primary category.
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PROPERTY INVESTMENTS
UK PROPERTY ASSETS
Like the different commercial property
sectors, investment types can also be
broken down:

PROPERTY SECTORS

DEVELOPMENT - most capital
intensive. Risk affected by use of
gearing. Relies on securing tenant at
completion or a sale.

Top quality location

PRIMARY
Most sought after premises
- Example: Central London
Prestigious building

TRADITIONAL/CORE - targeting
rental income and capital growth
through improving properties.

SECONDARY
Just below top quality location
Good but not best premises
- Example: walking distance to best location.
Well mantained building but not new

LONG LEASE - more stable due
to robustness of income from
corporate tenants with strategic site
requirements.

TERTIARY
On the outskirts of town

GROUND RENT - lower risk because
of significant over capitalisation.
Historically the most stable valuation.

Older style premises
- Example: some distance from most popular areas. Converted buildings
SOURCE: IP RESEARCH

MAIN TYPES OF UK PROPERTY INVESTMENTS
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ECONOMIC DRIVERS
DEMAND FACTORS
The demand for commercial real estate
is linked to the country’s economic
outlook and in particular is closely
correlated to changes in GDP. This is
because a growing economy will lead
to growth in companies, creating firms
which want to upgrade and/or expand
their CRE, resulting in extra demand
for leases in commercial properties. In
downturns, companies look to reduce
outgoings, including property costs14.
Hence, it is normal for property income
to rise as interest rates rise on the back
of higher GDP and inflation growth
expectations, partly as a result of the
property rental cycle, which coincides
with the broader economic cycle. As
occupiers become more profitable and
demand for commercial floor space
increases, the open market rental
value of properties usually rises15.

market rental values that traditional
commercial property is often liable to,
are now only likely to be possible in
LIP when one lease period ends and
another lease is agreed.
Additionally, property returns are
made up of two elements – income
generated by the property plus capital
movements noted in valuations and
crystalised upon sale. Rental income
during the lease term is dependent
on the quality or ‘covenant’ of the
tenant. The larger the proportion of
the potential return that is made up
of capital appreciation, the higher
the potential for large movements in
capital values in volatile conditions.
Since traditional commercial real estate
is more reliant on capital movement for
its returns than LIP which relies mainly
on income, the traditional asset is more
vulnerable to volatility.

Major yield corrections are generally
accompanied by a large change in
open market rental levels. According
to Schroders, “the causes of these
pronounced corrections have been
major economic shocks16.” The 2007/09
economic crisis evidences this and
only time will tell whether or not the
Brexit vote can now be added to
that list. However, it is worth noting
that the increased use of upward
only rent reviews in LIP, linked to
inflation, means that the falls in open

Be that as it may, the macro economic
outlook masks other factors which
drive demand, with the old adage,
‘location, location, location’ being just
as true in commercial property as it is
in residential. This is reflected by the
massive demand for London office
space, over half of which is now owned
by overseas investors looking for the
protection of prime sites that will
attract the best corporate tenants.

PROPERTY VS GDP GROWTH
IPD ALL PROPERTY NET INCOME

UK GDP ANNUAL GROWTH RATE
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Moreover, employment and
population trends, with the movement
of staff to areas where jobs and/or
space are available, can also be linked
to infrastructure and accessibility,
whilst restrictions in supply, perhaps
as a result of planning restrictions
in a popular area, new development
or refurbishment can positively or
negatively impact rental yields.
Different sectors are also influenced
by sector specific features, for
example:
Offices: Business demand,
workforce availability, new supply.
Industrial: Distribution network,
proximity to key roads, railways, ports
and airports, proximity to customers,
access to skilled labour.
Retail: Catchment area, transport
and parking availability, competition,
retail mix, impact of e-commerce.
As an example of how different
sectors are subject to specific factors,
take retail shops as an example: they
face particular issues with online
competition, with growing sales
not necessarily translating to the
expansion of demand for physical
premises: ONS retail sales figures17
estimated the amount spent in the
retail industry increased by 2.4% in
January 2016 compared with January
2015, which amounts to growth for the
33rd consecutive month and a year
on year increase of 5.2%. Yet, average
store prices (including petrol stations)
fell by 2.6% in the month compared
with January 2015, the 19th consecutive
month of year-on-year price falls. On
the other hand, the value of online
sales increased by 10.4% in January
2016 compared with January 2015 and
by 2.7% from December 2015.
Consequently, there is much to take
into account when considering the
acquisition of a commercial property
for investment purposes.
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POPULARITY OF LEASING
A GROWING TREND
The renting of commercial
property is by no means a
new phenomenon, and over
half of the UK’s commercial
property is rented by occupiers
(compared to residential where
almost two-thirds is owneroccupied).

EUROPEAN INVESTMENT TRANSACTIONS & SALE AND LEASEBACKS
ALL DEALS (BILLIONS)
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Colliers has suggested that the high
levels of sale and leaseback activity
during the peak of the financial crisis
in Europe shows that this type of
transaction has tended to be contracyclical – i.e. more common in tougher
economic environments than other
property deals: This is logical given the
large injection of capital that cashstrapped companies stand to gain
from selling their premises and how
it may rescue some companies from
cash flow issues.
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There is significant evidence of a boom in this model during the recovery from the
2007-09 crisis. This may be linked to the growing interest of investors in commercial
buildings, as well as the realisation of firms that this kind of arrangement makes
financial and business sense – freeing up both money and management resources.
It is therefore not surprising that, the percentage of commercial real estate held
as an investment rose by 8% to reach £483 billion in 2015, beating its 2007 peak 20.

COMMERCIAL AND RESIDENTIAL GROWTH (2004-2014)
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Nevertheless, sale and leaseback
transactions are becoming
increasingly popular. Sale and
leaseback is where one party, often
a corporation, sells its corporate real
estate assets, such as its offices, to
another party, such as an institutional
investor, or a real estate investment
trust (REIT), and then leases the
property back through a long lease
arrangement.

14%
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In the decade to 2014, business
renting grew significantly, an
indication of an increasing reluctance
of firms to commit capital and
management time to the owneroccupation of their property and of
investors healthy appetite to own and
lease out commercial buildings18.
Demand for commercial property
peaked in 2014, with another strong
year in 2015, although UK prices and
volumes have been hit by market
uncertainty in 201619.
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SOURCE: PIA PROPERTY DATA REPORT 2015
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“The fortunes of the UK economy turn on a well-functioning CRE (“commercial real estate”) market.”
- Dr Savvas Savouri, Toscafund Asset Management

LONG LEASES
Many funds include an element of
commercial freeholds, leased to
third parties, within their portfolios.
However, the average commercial
lease term in the UK is now only 7
years, having reduced significantly
since 1990 when it stood at 23 years21.
However, lease lengths differ across
sectors, and sub-sectors22, with
some tenants, such as retail firms,
particularly smaller ones, looking
for greater flexibility to match the
fast changing dynamics of the retail
universe. Other occupiers, such
as those for whom the property is
essential for their line of income
prefer longer leases which give
security of tenure and offset high
fit out costs23: Their business model
often means that their premises are
of strategic importance and need to
be transformed, at considerable cost,
to meet their brand/reputational
and operational requirements. This
would be the case with hotel chains,
for example. The high initial outlay
associated with such a transformation,
which is directly linked to the
generation of income (as either profit
centres or the home to operational
businesses), makes the longer lease
length necessary in order to recoup
these costs and make ongoing profits.
It also makes it very unlikely that
the lessee would break the tenancy
agreement under any circumstances.
These are the types of leases and
lessees that funds and investors
seeking income security and inflation
protection over the long run target.
Such funds targeting leases over 15
years are Long Income Property funds,
maintaining average unexpired lease
lengths within their portfolios of over
15 years and targeting consistent long
term income. Other funds may also
have some assets of that nature but
their weighted average lease term
(WALT) will likely to be under 10 years:
Whilst the Q4 2015 AREF/IPD Property
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Fund Vision Handbook reported that
an average of 58% of the income of
the balanced funds* it monitored
came from leases with unexpired
terms of less than 5 years and 29%
from leases with unexpired terms of
less than 10 years, between 70% and
80% of Long Income Property Funds
income is from leases expiring after
20 years24, with some, such as the
TIME:Commercial Freehold Property
Authorised Investment Fund (PAIF), at
closer to 100%.
Long lease properties were historically
owned by insurance companies and
pension funds with long term liabilities
such as annuity books. They were
effectively in-house funds, holding
property to match their cash flow
demands. Around 10 years ago, the
first pooled vehicles were launched
for insurance companies and pension
funds in response to investors’
increasing risk awareness, directing
them towards liability-matching
products. This, combined with strong
performance during the global
financial crisis in 2007/8, has attracted
strong inflows to the sector25.
Another strong driver of interest in
long leases has been rental growth
due to the prevalence of regular,
inflation linked rent reviews. This
not only provides a level of inflation
mitigation, but it also helps secure real
rental growth as reviews are generally
upwards only. This kind of secure
and upward trending income is very
attractive to those seeking predictable
and stable income.
One of the reasons for the focus of
some funds on shorter leases is that
there tends to be greater availability
of them and a belief that they can
be actively managed successfully.
The shorter leases generally have
a higher yield because they have
more associated risk than long term
contractual income streams.
Until recently, there has not been

any availability for retail investors to
access Long Income Property via an
authorised fund, with the notable
exception of of Alpha Real Trust’s
Freehold Income Authorised Fund
which includes residential property.
*Balanced Property Unit Trusts
and other balanced funds generally
hold a wide mix of property assets,
diversified by type and location.

GROUND RENTS (COMMERCIAL)
Ground rent investments in the
United Kingdom originated from the
so-called “Landed Estates”. Owners
of land granted long term ‘Building
leases’ typically of 99 years plus, to
developers, allowing them to construct
buildings in return for a share of the
income the developer received from
the building. The obvious benefit was
that the owner could have their land
developed without paying for it, but
still receive a steady long term income
flow and importantly, regain control of
their land at the end of the lease with
a building on it. Hence the majority of
ground rent owners have traditionally
been very long established holders
of property such as the Crown Estate,
the Church Commissioners, and the
City of London Livery Companies. Well
known areas such as Regent Street in
London (the Crown Estate) and many
City of London office buildings (Livery
Companies) are subject to ground rent
leases. The post war period also saw the
increased use of ground rents by local
authorities and other public bodies, as
a way of rebuilding their cities26.
It is perhaps not surprising then
that CBRE has asserted that,
“Historically, the ground rent market
has been considered a relatively
discrete and closed marketplace,
the preserve of a limited number of
investors. The market has evolved
from the traditional landed estates
and family trusts through to debt
securitised vehicles and to the current
institutional landscape”27.

“Real estate benefits from a lower sensitivity to rising interest rates than long-dated government
bonds, and carries lower market risk than equities. In addition, long lease assets exhibit less
volatility than the broader property market.” - Geoffrey Shaw, BlackRock
Recently operational businesses
(such as hotels, healthcare facilities,
leisure businesses etc.) have seen the
benefits of ground rent structures
which allow them to retain control of
the asset for the very long term whilst
taking in significant capital. Further,
a ground rent lease still qualifies as
collateral against which to secure
traditional real estate lending. This
makes the deal even more attractive
to investors, who know that, for the
small proportion of the asset value that
constitutes the rent (the ground rent
is typically 5–20%, of the income from
the land and buildings), no mortgage
lender would allow the landlord to
exercise its reversionary right to cancel
the lease in the event of non-payment.
They would simply step in and pay it.
That constitutes a very secure income
stream over a very long period.
The length of ground rents, as well
as the significant collateral that they
bring, makes them a natural fit for
those looking to invest in long dated,
secure income streams.

RESIDENTIAL GROUND RENTS
Of course, many people, perhaps
particularly those who live in flats,
are aware of residential ground
rents. Some LIP Funds include
residential ground rents within
their portfolios, in fact in the last
five years, residential ground rents
have attracted the attention of large
property funds and institutions,
looking for reliable fixed income.
Over the last three or four decades,
housebuilders have become
increasingly aware of the ringfenced
income stream that can be created
for future freehold owners and
what an attractive investment this
represents. This is particularly the case
over the last twenty years as leases
have been optimised in terms of the
rent review clauses, notice fees and
other provisions, to maximise freehold
sales receipts for the developer28.

PROPERTY YIELDS AND 20 YEAR GILT YIELDS
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PROPERTY, GILTS, INTEREST
RATES AND INFLATION
Fixed interest gilts - a loan to the
UK government for a fixed period in
return for a fixed rate of interest - are
generally considered to be the safest
possible investment because it is so
unlikely that the government would
ever default. However, since the
financial crisis in 2008 and the advent
of quantitative easing, investors have
piled into gilts looking for safety. With
expectations that interest rates are
now set to be “lower for longer” the
demand for gilts doesn’t look likely
to change any time soon. This means
that prices have risen and yields have
been depressed, making the asset
class less attractive going forward.
Therefore, investors looking for low
risk assets and predictable income
are looking further afield. LIP is one
possible alternative. LIP has some
similar characteristics to gilts and offers
predicable and reliable income, capital
appreciation (which can be tax free if
the right investment structure is used)
and lower levels of risk than equities.
LIP can also offer a hedge against rising
inflation, which damages the value of
nominal (fixed interest) gilts; in the ‘70s
the rate of inflation was much higher

than we are used to today, reaching
over 25% at times. A £1,000 investment
in gilts in 1970 was worth only £682 in
real terms by the end of the decade,
even with all income reinvested
tax-free29. As a physical asset, with
upward only or inflation linked rent
reviews, LIP can be an alternative
hedge against inflation.
The demand for index linked gilts (ILGs)
has been so strong that yields on ILGs
have recently been negative. Just as
with conventional gilts, the asset class
is becoming less and less attractive
and alternatives such as LIP are being
sought out.
From a yield perspective when
comparing commercial property with
gilts, LIP looks very attractive and has
not been subject to the same level
of compression. But pressure on gilt
yields can create strong capital value
growth, meaning that, particularly in
the longer term (perhaps 15 years +),
gilts can still be the outperformer in
terms of total returns.
However, the graph above shows that
property has produced more stable
yields over the long term than gilts and
that, for the last fifteen years, those
yields have been higher than gilts (except
for 2007 during the financial crisis).
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“The demand for index linked gilts (ILGs) has been so strong that yields on ILGs have recently been
negative. Just as with conventional gilts, the asset class is becoming less and less attractive and
alternatives such as LIP are being sought out.”

THE RELATIONSHIP BETWEEN
DEMAND FOR GILTS AND THE YIELD
EXAMPLE SCENARIO

PROPERTY VS INDEX LINKED GILTS
UK INDEX LINKED 10 YEAR GILT YIELD
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10%

The government sells a 10 year, £1,000
bond at 5% interest. This means every
year the government will pay £50 to
the holder

8%
6%

AVERAGE GAP 4.5% OVER 30
YEARS HISTORY

4%

JUNE 2007: 2.4%

JUNE 2016: 6.5%

06

12

2%

If demand for gilts rises, the £1,000
bond would increase in price as
investors pushed up the market price

0%
-2%
88

90

92

94

96

98

00

02

04

YEAR

But the government still pay £50 a year
interest until maturity. If the market
price of the bond doubles to £2,000,
the yield will be 2.5% (50/2000)

08

10

14

16

SOURCE: CBRE GLOBAL INVESTORS

The graph above also shows that property can generate yields with a not
insubstantial advantage over gilts, even when considering ILGs: An average
spread of 4.5% over 30 years is certainly worth noting.
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COMMERCIAL MARKET
HISTORIC PERFORMANCE
This section is intended to give a
general overview of the commercial
property market, followed by a section
focused on the LIP market to give
some context to the LIP sector.

COMMERCIAL MARKET
PERFORMANCE
According to the IPD Property Fund
Index, established in 2000, the historic
overall average quarterly return in
commercial property is 2.0%30, and
it performs well against other assets
over the longer term.

EFFECTS OF THE GLOBAL
FINANCIAL CRISIS ON
COMMERCIAL PROPERTY
Commercial property prices fell by an
unprecedented 44% from mid 200731
to mid 2009, as the effects of the US
sub-prime mortgage crisis took hold
internationally32.
The market recovered, with the early
stages of the rebound being driven by
improving investor confidence and a
focus on central London, although it
was initially a slow process. Schroders
felt that “property looked expensively
priced in 2006 notwithstanding strong
rental growth, with average property
yields below long-dated gilts. Despite
the rapid re-pricing we saw in 2007
and 2008, the spread over gilts was
still not sufficient to tempt investors
back, largely because rents were
still falling by approximately 4% per
annum. Property prices started to
look attractive in 2011/12 when rents
started to stabilise and the spread
over gilts rose to over 4%, more than
twice the long-run average33.”

CUMMULATIVE TOTAL RETURNS FOR THE MAIN UK ASSET CLASSES (1996-2014)
VALUE AT END 2014 OF £1000 INVESTED AT END OF 1996
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The retail property fund sales figures demonstrate the effect of GDP growth, with the 2012 investment figure dropping
as GDP dropped from 2% in 2011 to 1.2% in 2012, recovering again to 2.2% and 2.9% in 2013 and 2014 respectively34. This
was accompanied by a slow drop in the rate of unemployment, with a blip in the second half of 2011 and first half of 2012,
which again, clearly affected investor confidence. (See GDP Graph on the next page)
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“The current external view of the industry often misses the significance of the CRE sector and
responsible property investment, its inextricable link to the physical fabric of our lives, and the
contribution that the industry makes to the wider environment and the creation of social capital.”
- British Property Federation, January 2016
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Flows of this size into property funds
had not been seen since 200636,
shortly before the last fall in the
property market and the slow down
which is now being experienced has
led some to conclude that commercial
property is fully valued and to move
out of the sector: In June 2016, UK
property funds withdrawals reached
£1.4 billion, although this is likely to
have been brought on largely by the
shock of the Brexit vote37. This led to
of a number of fund suspensions and
several others applying fair value

FIRST HALF

2011 Q1

We have seen that GDP recovery
had a positive impact on investor
confidence from 2011/12 and
performance of the overall commercial
property market followed suit with
the IPD UK Annual Property Index
showing 3.4% total return in 2012,
10.7% in 2013 and 17.8% in 2014. The
government’s quantitative easing
rounds, pumping billions of pounds
of extra money into the economy was
certainly in part responsible for the
improved conditions. Policies aimed
at encouraging banks to lend again
provided the impetus for more growth
and that filled the excess commercial
property and tipped the supply and
demand balance back in the favour of
investors. An increase in demand for
income may also have been a driver35,
and appetite in 2015 continued to be
strong. Although a decline did take
place in the second half of the year,
transactions still topped the total for
the first half of 2007, before the global
economic crisis took hold.

UK COMMERCIAL PROPERTY INVESTMENT TRANSACTIONS

£billions

This serves to further demonstrate that
general property investment levels are
the product of a complex mixture of
market sentiment, investor confidence
and economic conditions. These factors
are what lead to and affect property
market cycles as they influence supply
and demand which determines vacancy,
which in turn drives rents, and capital
flows which affects prices.

SOURCE: ONS
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“The market for Long Income has held strong throughout the recent Brexit turmoil…we believe the
market post Brexit is strong, with an increasing buyer pool and varied Fund mandates providing
a healthy market for Long Income Investment” - CBRE Q3 2016 MarketView
adjustments (reductions in the price of
the fund reflecting what is considered
to be a fair assessment of current
market conditions without a formal
valuation taking place), or dilution
levies (adjustments to the price applied
when a transaction is placed). None
of the funds which took these actions
were Long Income Property Funds and
within several weeks the funds were
starting to recommence trading and
the levels of fair value adjustments
were dropping.
This followed 2015’s performance
results with the IPD All Property total
return for 2015 at 13.1%, a fall of over
25% compared with the 2014 figure.
The primary factor driving this has
been falling capital growth rates - from
11.2% at the end of the first quarter
to 7.8% for the 2015 calendar year38.
Nevertheless, given the high growth
rates in previous years, it’s easy to
lose sight of the fact that the growth
enjoyed by commercial property in
2015 would be the envy of many other
UK business sectors.

BREXIT
During the research and writing
process of this report, the UK
population voted to leave the
European Union. This could have a
major impact on the UK, its economy
and financial markets, including the
commercial property sector. On the
other hand, bearing in mind the speed
at which markets calmed and the
economy settled after the vote, the
effects could be much more muted.
In this report, we look at the
commercial property market, focusing
on Long Income Property, before the
Brexit decision was taken by the British
public, to give an indication of how the
market behaves in the course of the
normal cycle. However, it is impossible
to predict exactly how the UK economy
and its sub-sectors will be affected
and the reality is that there is a wide
scope of both positive and negative
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connotations that could materialise as
a result of the UK leaving the EU.
There was a notable initial shock
period in the immediate aftermath of
the vote - a predictable consequence
of an unpredicted event, particularly
in light of the political turmoil it
created with the resignation of the
prime minister and the in-fighting
in the Labour party. The resultant
volatility wiped $2 trillion off world
stock markets39, the UK’s credit rating
was downgraded, sterling plummeted
to a 31-year low, and a number of large
property funds suspended trading
amidst a loss of investor confidence in
property valuations. But within weeks,
stock markets and sterling were on an
upward trend and the property funds
were starting to trade again.
Also, the installation of a new prime
minister rather quicker than first
envisaged, which steadied the UK
political ship, led most commentators
to believe that no repeat of 2007-9 is
in the offing. However, that’s not to
say that markets are not vulnerable to
more extreme reactions to whatever
the future holds in terms of the
negotiations to leave the EU and the
kind of access the UK retains to the
European single market.
It is these unknowns which have the
potential to be damaging: In the UK,
uncertainty affects hiring, investing
and spending, and this is likely to
lower growth. But John Hawksworth,
chief economist at PwC said, “We
don’t sense any great panic when
we’re talking to our clients. There was
an initial shock but most people are
adjusting to that and taking a sensible
approach of assessing how it will
affect their business, but it’s mostly a
long-term change 40.”
Overall, property funds are generally
better capitalised today, with healthier
balance sheets, and should be in
a stronger position to withstand
today’s selling pressure compared
with eight years ago41. This is likely to

reduce the possibility of any issues
spreading contagion to other parts of
the economy such as banking. Indeed,
the Bank of England reported in its July
2016 Financial Stability Report that,
“The banks have been stress tested
against a scenario where commercial
property falls by 30% and residential
by 35%, with a severe recession. The
banks have £600 billion in “high-quality
liquid assets” - such as shares in top
companies, government bonds and
cash. They could withstand losses twice
as large as those endured in the crisis of
2008 without running out of money”42.
For LIP, whatever the immediate
outlook, the long term view of the
funds and their investors and the
types of long term freehold properties
they acquire, usually of strategic
importance to their robust corporate
tenants, is hugely beneficial in times
of high volatility. This is because the
model is designed to ride out volatility,
with yields dependant very largely
on the secure and predictable real
estate rental incomes, rather than the
underlying capital values. So, unless a
LIP investor urgently needs to access
their capital, their current concerns are
likely to be minimal. After all, history
tells us that property is cyclical and that
markets invariably recover and flourish.

WHY IT IS RELEVANT AND TIMELY TO
LOOK AT THE ASSET CLASS NOW?
Whilst capital growth in the wider
commercial property sector was
slowing before the Brexit vote and
there was some loss of investor
confidence even before the Brexit
shock, the inflows to Long Income
Property were increasing, promising
predictable, above inflation and above
gilt returns with minimal volatility.
The continuing low interest rate
environment is encouraging investors
to look for better, low risk returns that
Long Income Property can provide.
These issues are discussed in more
detail in the Market Update and
Investment Case sections.”

OUTLOOK
CURRENT PERFORMANCE
OPINIONS OF PROPERTY PROFESSIONALS ON MARKET VALUATIONS
Q1 2016

Q2 2016
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“The UK
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2nd largest
commercial real
estate market
globally in Q1
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for 14% of all
transactions
world wide.”
- JLL, Q1 2016
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Pre Brexit UK GDP growth projections
were revised in August 2016, with
2016 remaining consistent at 2% , but
significant drops for the following
two years; the 2017 forecast fell to
0.8% from the Bank of England’s
May 2016 figure 43 of 2.2% and the
2018 forecast was 1.8%, a drop of
0.5% on the May figure which would
have been the lowest performance in
three years 44. Average capital growth
forecasts were also reduced across
the board in August, resulting in 2016
total projected returns declining with
the All Property average forecast of
-5.3% (from 7.9.% in February) 45. Post
Brexit vote predictions were that these
figures were likely to drop, but the
reversal of fair value adjustments and
funds reopening for business presents
a more positive view.
According to RICS Q2 2016 Survey of
property professionals, the majority
considered current market valuations
to be fair, but this dropped slightly
compared to the Q1 survey and
more saw them as expensive or very
expensive than in Q1 2016, suggesting

that commercial real estate was
moving towards the end of the cycle.
Taking into account the economic
outlook, combined with investor
sentiment and confidence which has
been impacted by the slowdown in
growth in commercial property, it
is hardly surprising that funds were
withdrawn from the sector in the first
few months of 2016 (The Investment
Association reported that £120
million was withdrawn from UK retail
property funds in February 2016 46, not
to mention the hundreds of millions
more after the EU referendum) and
this is indicative of a market with
volatility concerns. Those concerns
were unfortunately realised after
the UK vote to exit the EU when
the scramble to exit caused several
property funds to suspend trading,
although it didn’t take long for them to
start reopening.
Aviva Investors view in June 2016
was that, “The high levels of financial
market volatility seen at the beginning
of this year have eased, but with

economic growth having weakened, a
general ‘risk-off’ mood has continued
to prevail”47. It remains to be seen,
amidst the uncertainty surrounding
leaving the EU, how long the ‘risk-off’
mood will prevail for. That’s not to say
that investors won’t take advantage of
any drops in CRE prices in the wake of
the leave vote.
In the months leading up to the
referendum, overseas enquiries had
stalled and appetite among foreign
investors for UK commercial property
had been easing since the middle of
2015. However, there was evidence
of foreign investors taking advantage
of price drops and the pound’s weak
performance in the wake of the leave
vote. For example, it is reported
that Aberdeen Asset Management,
which temporarily suspended trading
because of a rush of redemption
requests, sold a central London
building on 15 July for nearly 20% less
than the price it was valued at before
the June 23 referendum, to Norway’s
sovereign wealth fund48.
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LONG INCOME PROPERTY
HISTORIC AND CURRENT PERFORMANCE
ANNUALISED 5 AND 10 YEAR TOTAL RETURNS FOR PROPERTY FUND TYPES AND INFLATION
ANNUALISED TOTAL RETURN % - 5 YEARS

ANNUALISED TOTAL RETURN % - 10 YEARS
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Long Income Property investing is designed to smooth out volatility to give a low
risk return over an extended duration and the only way to judge its success is
to examine long term performance. However, since funds with a focus solely on
LIP have only existed for little more than a decade, this is difficult to do with data
sets for even ten-year performance hard to come by. Nevertheless, the statistics
for the last ten years do make compelling reading, even if they are not backed by
decades of additional data to evidence the trends.

NET NEW INVESTMENT IN PROPERTY FUNDS BY FUND TYPE AS % OF NAV
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Over a ten-year timeframe, data for LIP performance is limited, but Standard Life
Investments Long Lease Property Fund (open to institutional investors) has an
annualised ten-year return of 5.7% to the end of December 2015. Since its 1, 5
and 3 year returns are close to the LIP averages, it is not unreasonable to suggest
that this is a plausible LIP sector figure. (This particular fund invests mainly in
long leases over ground rent assets. Long leases, with a WALT of 15 years plus,
are likely to gain a higher yield than ground rents with a WALT of 99 years plus,
perhaps ranging from 2% to 4% annually. However, this reflects the slightly higher
risk premium of long leases.)
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The CBRE Q2 Long Income Market
Update noted that the Index,
comprising around £7 billion in long
lease assets had contracted by -0.42%
due to changes in stamp duty, but
that this still represented a like for like
gain on the quarter of 0.66% 49. The
IPD Long Income Property Fund Index
reported a Q2 2016 return of 1.2%,
and a one year annualised return
of 5.9%. In comparison to the All
Property Fund Index, which reported
a Q2 2016 return of 0.4% and one
year annualised return of 7.1%50, this
is perhaps not impressive, until you
consider the lower risk profile of LIP
and that 5.9% is close to double the
targeted return of some LIP Funds.
In addition, consistent returns over a
rather longer term than one year are
the ultimate aim of LIP.
Long Income funds also have an
impressive record of raising funds
when compared to other property
fund types (relative to their size), a
phenomenon that has been evident for
some years. From December 2011 to
December 2015, LIP Funds tracked in
the AREF Property Vision Handbook
2015, showed the average investment
taken in each quarter as a percentage of
its NAV was 4.72%, whereas for APUTs it
was 3.25% and for all balanced funds it
stood at 1.96%.
This demonstrates the growing
popularity of LIP Funds over the last
decade, with investors such as pension
funds, looking for the security and
stability of contractual, long term,
asset backed returns (rents) which
assist schemes planning future cashflows to meet liability payments. In
2012 KPMG wrote, “We think the case
for long lease property is made and
we look forward to a shift in power
from balanced funds in future years51.”
By February 2016, pension funds
seemed to have got the message as
CBRE found that, “Pensions funds are
increasingly switching out of more
traditional return seeking property

“Long Income funds also have an impressive record of raising funds when compared to other
property fund types (relative to their size), a phenomenon that has been evident for some years.”

investments to the less volatile and
more predictable cash flows provided
by the Long Income lease structures.
More money has been re-directed
to this sector in recent months, with
a number of new funds successfully
raising significant real estate
investments52.”
Inflow figures support this statement
as, in 2015, the four Long Income
Property Funds which are part of
the AREF/IPD Property Fund Vision
enjoyed inflows of £313 million of the
total £1047.2 million taken in by all 56
constituents of the AREF/IPD Property
Fund Vision. This equates to almost
30% of investment being made into
just 7% of the funds and meant that
Long Income Property Funds recorded
a net inflow of 5.6% of their NAV in Q4
2015 which was the highest for this
quarter amongst other constituent
AREF/IPD fund indices53. This tends to
indicate the attraction of LIP to those
looking for a reduced risk strategy.
In addition, in the chaos of post
Brexit property fund redemption
fever, none of those funds which
felt it necessary to suspend trading
or introduce fair value pricing
adjustments were some LIP Funds,
such as TIME:Commercial Freehold
continued to report net inflows
several weeks after the vote.
This is hardly surprising considering
that CBRE’s Q3 2016 MarketView
found that, “The market for Long
Income has held strong throughout
the recent Brexit turmoil…we believe
the market post Brexit is strong, with
an increasing buyer pool and varied
Fund mandates providing a healthy
market for Long Income Investment.
The graphic shows how investors
are looking further afield than the
traditional mainstays of Office,
Industrial and Retail categories
and taking advantage of other
sectors such as student housing

LONG INCOME PROPERTY SECTOR WEIGHTINGS (Q4 2015)
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SUB SECTORS. The LIP market features various sub sectors which allow for
diversification of a portfolio across different market segments with slightly
different drivers of supply, demand, pricing and volatility. In the 10 years to
2015, UK allocations to non-traditional real estate (other than offices, retail or
industrial) increased from 4% to 11% of the IPD universe, which is logical given
the emerging opportunities.
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“Existing commercial ground rent properties do come into the market, but LIP Funds are now
becoming more proactive in sourcing deals by working with property owners to create new ground
rent structures.”
commercial ground rents, applying an
uplift in their valuation in the weeks
after the Brexit vote and stating that
they are not expected to devalue as a
result of Brexit.

CBRE LOND INCOME INDEX - Q4 CAPITAL RETURNS
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and healthcare. This is a sensible
progression as these are sectors in
which the premises are often assets
which are crucial for a specific income
stream as a result of the equipment
and apparel they are furbished with.
Sectors such as student housing
and healthcare are also driven by
powerful social and demographic
factors which provide good arguments
for the security of tenant demand in
the longer term: As an example, for
healthcare, the UK’s ageing population
and increased longevity (in the UK,
the average number of years lived
after the age of 65 increased by over
five years for men and four years
for women from 1980 to 201454),
combined with growing health
challenges that are largely associated
with later life, such as dementia (there
are 800,000 current dementia cases,
set to double in the next 25 years55),
are key considerations.
It is these ‘consumer defensives’
– areas that are likely to remain in
demand, despite high valuations56,
that are becoming more attractive to
LIP managers, particularly in uncertain
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economic environments.
The performance of these sectors
is subject to geographical location
and the type of property (prime,
secondary, tertiary) as well as the
economic and demographic conditions
within the particular sector.
Commercial ground rents are used
within LIP Funds like long leases,
as they are very long term and
significantly more collateralised than
long leases. And, because they are
continuing to be sought after, their
capital value is increasing. In fact, they
recorded the strongest performance
in Q4 2015 of all Long Lease sectors
with capital growth of 4.36%57.
Given the very defensive nature of
commercial ground rents, and that
these income streams generally
become more valuable when bond
rates fall or are low, as has been the
overall trend for some years, it is
entirely possible for their value to
have increased since June 23 2016:
at least one LIP Fund has confirmed
that their independent valuer has
reconfirmed the value of their

Sales of LIP assets by public bodies
normally occur through public auction,
while private vendors usually deal
‘off-market’ 58 or through agents. Since
the average commercial lease term
in the UK has dropped to 7 years
(from 23 years 25 years ago), it might
be pertinent to ask whether this has
affected the number of commercial
properties available that are suitable
for LIP.
Long lease properties tend to be more
readily available than commercial
ground rents (which often need to
be structured from a traditional
ownership setup), and certain
business sectors require the regular
creation of long leases to allow for the
securing of premises for an extended
period without the requirement to
purchase the property. The long
term nature of the lease allows the
company to show the real estate as an
asset, without having to pay out the
substantial purchase capital. These
properties will be essential for the
delivery of the relevant service and
the lessee could commit significant
funds to adapt the premises for that
purpose.
This model has also increasingly
led other entities, which own their
premises, to consider the benefits
of sale and leaseback. This gives a
secured investment for the purchaser
and releases capital from the asset for
the seller.
Existing commercial ground rent
properties do come into the market,
but LIP Funds are now becoming
more proactive in sourcing deals by
working with property owners to

“Another year of growth for the Long Income Funds driven in particular by commercial ground rent
investments and specialist asset classes.” - CBRE (2015)

create new ground rent structures,
again as a method to release capital
for various different reasons, whilst
retaining access to the property for a
very long period. An example of this
is the agreement made in February
2016 between Alpha Real Capital
and CareTech PLC whereby Alpha
Real Capital acquired a portfolio
of 41 care facilities, on a 150-year
term ground lease, predominantly
located across London and the South
East. This has been billed as the first
such arrangement in the care sector
although it has been used extensively
in the hotel and leisure industry59.
Deal flow is obviously affected by
the quality of the deals on offer and
one of the issues that can discourage
investors is unclear or poorly defined
rent review mechanisms as there is a
premium placed on the certainty of
knowing how the income will change
in future60.

RECENT LIP MARKET ACTIVITY
Three Long Income Property Funds
launched in Q1 2016:
Alpha Real Capital launched a new
Index Linked Fund in Q1 2016, raising
£355 million to target UK commercial
ground rents for institutional investors
Knight Frank Investment
Management launched a new open
ended fund, raising over £300 million
in its first closing in February 2016,
to target low risk, long term income
with strong underlying property
fundamentals. The structure is a
Jersey Expert Fund which only allows
its equivalent of high net worth and
sophisticated investors or those
making a minimum initial investment
of $100,000
In February 2016, M&G Investments
launched the first institutional fund
to invest in European Long Lease
Property.

These funds are not aimed at retail
investors and this serves to highlight
the institutionally dominated nature of
the sector.
Recent deals in the Long Income
Property market include:
Q4 2015: Standard Life Long Lease
Property Fund purchased the Z Hotel
in Shoreditch, London, for £20.6
million, which represented a 3.75%
yield. The hotel is let to Z Hotels on
a 34-year lease, which is subject
to annual RPI-linked rent reviews
floored and capped at 2% and 5%
respectively 61.
December 2015: M&G completed
£350 million sale and leaseback of 44
UK David Lloyd health clubs on a 125
year ground lease, with contracted
annual inflation-linked reviews. This is
the largest deal of its kind to date.
In the first quarter of 2016, Legal
& General completed two sale and
leaseback deals with Marston Pubs for
£34.6 million in total. One transaction
was for seven pubs on 40 year leases
at 4.15% net initial yield. The other
transaction was the purchase of
the Headquarters of Marstons in
Wolverhampton on a 40 year term.
Following the Brexit vote, deals
continued to complete, with Knight
Frank Investment Management
acquiring a 30 year hotel lease for £20
million, Alpha Real Capital spending
£85 million on the ground rents of 28
garden centres and reportedly, Legal
& General made two purchases – a
25 year Premier Inn lease for £84.5
million and a student block let to the
University of Winchester for 40 years
at £31 million62.

LIP MARKET OUTLOOK
In its review of the property market
in 2015, CBRE stated that it had been,
“another year of growth for the Long
Income Funds driven in particular by
commercial ground rent investments

and specialist asset classes, notably
leisure and healthcare. Pricing across
all sectors appears to be stabilising
with the exception of commercial
ground rents... We expect to see a
similar pattern in the first half of
2016 with no shortage of capital
available for secure Long Income
investments63.”
The Brexit situation does not
necessarily change this, although
much will depend on investor
confidence and this will rely
heavily on their understanding the
differences between traditional
commercial property investments
and LIP focused offerings.
Looking into the longer term, some
managers are now considering the
idea of European long-lease property
funds. The managers feel that there is
demand generally for long-dated cash
flow and income security from pension
funds, so that would suggest that
there would be similar demand for
that type of profile on the continent64.
The only issue is that the UK’s longlease structure is not replicated in
continental Europe, although it is
available in hotels and more esoteric
sectors of the real estate market.
Another positive is that continental
Europe offers a lot more index-linked
leases65.
Standard Life Investments continues
to see commercial property as a
positive for investors in the longer
term and said in July 2016, “UK
commercial property continues to
provide better income prospects
compared to other asset classes
and commercial lending to the
sector is at a much lower level than
during the financial crisis of 2007/08.
Furthermore, existing vacancy levels
are below average in most sectors
and development remains relatively
constrained – all of which should help
stabilise the market over the longer
term66.”
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BENEFITS AND FEATURES
LONG INCOME PROPERTY

FEATURE

BENEFIT

ROBUST CASH-FLOWS, WALT

LOW VOLATILITY

INDEXATION

INFLATION MITIGATION, REAL RETURNS

REGULAR, UPWARD ONLY RENT REVIEWS

INCOME GROWTH

OVER-COLLATERALISATION

CAPITAL & INCOME PRESERVATION

SECURITY OF INCOME
ROBUST CASH-FLOWS
Low volatility is very much connected
to the property assets targeted by
LIP Funds: Those that can deliver
very stable cash flows which are
generated by tenants who are legally
obligated to pay contractually agreed
rents over the long term. This creates
highly predictable returns. The assets
are usually critical to the business of
the tenant, whose profile is a sturdy,
corporate entity which requires a long
term lease to make their business
model work, by allowing them the
time to make the income to repay
the high fit out costs which make
the premises into their operational
base or profit centre and to reap the
ongoing rewards. This could apply
to medical facilities, hotels, high end
retailers, among others, and these
tenants also look for prime properties
that are in first class physical condition
and in the best locations. These are
also the types of assets sought by LIP
Funds.
Where ground rent leases are the
asset, the yield targeted for investors
in LIP Funds is typically made up very
largely of this income, with little, if any
reliance on capital appreciation of the

underlying property, (unlike traditional
property funds which tend to bank
on a larger element of the return
being comprised of capital uplift).
Consequently, in times of dropping
capital values, there is no urgency
for LIP investors to cash out to cut
losses. Instead, they can be confident
in their stable income returns and less
concerned about fluctuations in the
fund’s property valuation.

WEIGHTED AVERAGE LEASE TERM
(WALT)
LIP is freehold properties with lease
terms of 15 years or more. It can
include long leases, with a duration of
more than 15 years, and ground rents,
which typically have a term of 99 years
or more. One of the main benefits
of the longer period is that it allows
access to the select group of tenants
from which very dependable cashflows can be derived.
As a result of the very long duration
of ground rent leases, one of the
attractions to the lessee is that,
although they do not hold outright
ownership of the freehold to the
property, they can still obtain a
mortgage against it. Nevertheless,
the freeholder retains security as its
interest in the asset ranks first on

the title of the property, ahead of
any mortgage lender. If the ground
rent is structured correctly, there is
limited impact on the mortgage cost
of a leasehold when compared to a
freehold.
Longer leases – both ground rent
leases and long leases - also mean
that they come to an end less often and
therefore that the requirement to look
for new tenants is less frequent. This in
turn, brings the benefit of less potential
for unrented periods, again enhancing
income stability. It also means that the
related costs of new leases, including
legal fees, and premiums sometimes
paid to new tenants are avoided. In fact,
in 2015, void rental periods for the Long
Income Property Funds monitored in
the AREF/IPD PROPERTY FUND VISION
HANDBOOK were between 0.2% and
0.9% of estimated rental value. For
authorised property unit trusts (APUTs)
the figure was close to 10% and for all
balanced funds, between 7% and 8%.
Considering that APUTs derived only
9.5% to 10% of their income from
leases expiring after 20+ years, all
balanced funds generated 5.8% to
7.3% from such leases and LIP Funds
took in 70% to 80%67 of their income
from them, this advantage appears to
be proven.
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“Pensions funds are increasingly switching out of more traditional return seeking property
investments to the less volatile and more predictable cash flows provided by the Long Income lease
structures” - CBRE, February 2016
Obviously, the inclusion of ground
rents within a portfolio can significantly
increase its WALT, but it may also lower
the average yield as ground rent yields
are generally lower than those of long
leases. That said, it will also lower the
risk profile because of the longer future
period over which the income stream is
secured and the over-collateralisation
of ground rent leases.

LONG LEASES (INC. GROUND RENTS) EFFECT ON VOID PERIODS
% OF INCOME DERIVED FROM LEASES WITH UNEXPIRED TERMS OF 20+ YEARS
VOID PERIODS AS % OF RENTAL VALUE

LIP
FUNDS
ALL BALANCE
PROPERTY FUND

This consistency and downside
protection substantially lessens the
potential impact of the difficult issue of
trying to time investment into and out
of the traditional UK property market
cycle. The robust cashflows and long
WALTs which apply to LIP also result
in much lower volatility than the
traditional UK property market cycle.

APUT

0

10%

20%

30%

LONG LEASES

LOW VOLATILITY
Commercial property is a large and
well-established asset class in the UK
and whilst Long Income Property is
a sub sector of the asset class, it has
features which can greatly mitigate
one of the less attractive elements of
property as a whole - volatility.
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INDEXATION AND INFLATION
MITIGATION

REGULAR, UPWARD ONLY RENT
REVIEWS

Rental growth can be protected by
indexation - where ground rent or
long lease rent reviews are based on
an index, such as RPI (rather than the
more traditional prevailing market
rate at the time). The use of indexation
is increasing and it provides inflation
hedging properties, which reduce
erosion of the real return by the rising
cost of living.

For long leases, a five yearly rent
review is common. However, a trend
towards more flexible leases has
seen rent reviews increasingly taking
place at three year intervals69 and
also annually. This is a matter for
negotiation between the landlord
and tenant. Whilst there may be
administration and legal costs
associated with rent reviews, the more
frequent the reviews, the greater
the opportunities to generate rental
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50%

PERFORMANCE OF SHORT VS. LONG LEASES
£140

Long lease assets and ground rents
exhibit a lower degree of volatility
than the broader property market68.
Due to the predictability over a long
time period and growth in income,
returns are less reliant on capital value
appreciation.

40%

SOURCE: AREF/IPD PROPERTY VISION HANDBOOK, Q4 2015

growth by raising the rent, and for
index-linked rents, the more closely
inflationary events can be mirrored.
It is also very much the norm for rents
to be reviewed on an upward only
basis, which eliminates the possibility
of any negative rental growth during
the term of the lease.
For ground rents, which are much
longer in duration than long leases,
review periods can vary, with the
range typically being every 5 years,
10 years, 15 years, 21 years, 25 years
or 33 years70. Nevertheless, as with

“We think the case for long lease property is made.” - KPMG, 2012

long leases, more recent commercial
ground rent investments have ground
rent increases every one to five years
based on UK RPI or CPI. Short review
patterns offer greater inflationary
protection and upward only changes
are typically imposed.

COLLATERALISATION AND CAPITAL &
INCOME PRESERVATION
Since the ground rent is typically
only around 5% to 20% of the market
value rent of the land and buildings,
this means that ground rents are
significantly over-collateralised, in
terms of both capital value and rental
value, making the likelihood of ground
rent non-payment very remote
because of how much there is to lose
versus the amount payable to retain it.
In the examples below, the security
which is provided by this overcollateralisation is explained.
Since the ground lease is such a small
portion of the market rent, there is
also a buffer in place which allows the

long leaseholder to absorb substantial
drops in the market value rent and still
be in a comfortable position to pay the
ground rent from that income.
Both commercial long leases, and
ground rent leases, benefit from the
asset-backed nature of long property
as the freeholder has a reversionary
right wherein the property reverts
back to them at the end of the lease
term or in the event of rental payment
default. However, since a long lease
rent is based on market rates, the long
leaseholder/occupier may not have
so much to lose for such a relatively
small amount. Nevertheless, bearing
in mind the types of occupier who
are likely to sign up to commercial
long leases, forfeiture is rare because
of the strategic importance of the
property to the occupier. An example
would be a hotel which may make
significant capital investment to
ensure that the property is fitted out
to meet the brand requirements. The
long term lease is needed as the hotel
operator will often require a long term

income stream to deliver the return on
investment and typically, the tenant will
generally be making substantially more
money from their occupancy of the
property than the rent they pay on it.
Another positive here is that, according
to 2014 figures, rents do not generally
represent a huge proportion of the
lessee’s business costs or income office rents, at £15 billion, are low (7%)
relative to staffing costs, and the rental
costs to retailers, of £18 billion, are
a third of the level of staff costs and
represent only a small fraction (about
5%) of retailer turnover71.
Meanwhile, industrial leases, which are
more often long leases, represent just
2% to 5% of overall costs, compared
with labour costs at 40% to 57%72.
Hence, not only do both long leases
and ground rent leases offer the
possibility of long term capital value
growth, but they provide structures
which are highly likely to protect long
term income streams.

GROUND RENTS
RENTAL VALUE

EXAMPLE 1

£15M

£800K

£400K

LONG LEASEHOLDER
RENTAL INCOME P.A
£900,000 PA

£200K
£0

FREEHOLDER RENTAL INCOME PA: £100.000

The Ground rent is just 10% of the total income
per annum received for the land and buildings
by the long leaseholder. This means that the long
leaseholders rental liability is covered by a factor
of nine by the annual rent from the occupier.

TOTAL CAPITAL VALUE OF FREEHOLD
AND LONGHOLD INTERESTS

TOTAL RENT FROM LAND AND BUILDINGS

£1M

£600K

CAPITAL VALUE

EXAMPLE 2

£12M
£9M

LONG LEASEHOLDER

£6M

£12.3M
£3M
£0

FREEHOLDER (GROUND LEASE OWNER): £2.7M

The capital value of the long ground lease is much
higher than the freeholders ground lease reflecting
the respective size of their income streams. If the long
leaseholder defaults on the ground rent, the ground lease
is forfeited to the freeholder, causing the freeholder’s
interest to increase in value by over five times.
SOURCE: PRAMERICA
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“Within a portfolio of mixed assets, balanced and Long Income Property can provide useful
diversification qualities and within a balanced property portfolio, Long Income Property can be a
diversifier from real estate investments with higher risk profiles.”
COMMERCIAL RENT AS A PROPORTION OF BUSINESS COSTS
BUSINESS RATES

RENT

EMPLOYMENT COSTS

Total costs, £billion (2014)
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SOURCE: A PROPERTY INDUSTRY ALLIANCE PROPERTY DATA REPORT 2015

PERFORMANCE
Long Income Property has enjoyed
stable market performance in the
decade or so since records are
available. Whilst it has not matched
the yields of more traditional
commercial property overall in
the short term, it has nonetheless
generated healthy returns, ultimately
surpassing other commercial
property, as the timeframe increases.
Over the long term, UK Long Income
commercial property income
can perform well and although
conventional government bonds may
be viewed as more secure than Long
Income Property because of their
government backing, they do not offer
the prospect of income growth (with
the exception of those that are index
linked. At the time of publishing, most,
if not all, UK Index-linked gilts had
negative yields – some over 2%.
Over a ten-year timeframe, data
for LIP performance is limited, but
Standard Life Investments Long Lease
Property Fund (open to institutional
investors) has an annualised ten-year
return of 5.7% to the end of December
2015. Since its 1, 5 and 3 year returns
are close to the LIP averages, it is not
unreasonable to suggest that this
is a plausible LIP sector figure. (This
particular fund invests mainly in long
leases over ground rent assets and
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has a WALT of 26 years. Long leases
are likely to gain a higher yield than
ground rents, possibly between
2% and 4% annually. However,
this reflects the slightly higher risk
premium of long leases.) Compared
to the ten year returns for the other
property fund sectors shown in the
table below, it is striking. When also
considering that this ten-year period
includes the crash of 2007-09 with its
sizeable corrections to commercial

property prices, we can surmise that
the volatility mitigation features of
Long Income Property were effective.
Government bond price movements
often go hand in hand with interest
rates and inflation rates; drops in
gilt prices tend to occur in better
economic environments as the
government attempts to restrict too
much growth by imposing higher
base rates to dampen spending
and remove excess funds from
the economy by promoting saving.
As gilt prices reduce, their yields
increase as, in order for lending to
the government to look attractive, it
must generate better yields to match
the rates available from other sources
such as banks and investments.
Rising government bond prices,
reflect an increase in demand from
investors seeking safe havens and
cause yields to drop.
There has been some trepidation in
the past concerning the connection
between property investment in

COMMERCIAL PROPERTY PERFORMANCE VS UK BONDS AND INFLATION
(ANNUALISED TOTAL RETURN %)

1 YEAR

3 YEARS

5 YEARS

10 YEARS

ALL (POOLED)
PROPERTY FUND

7.1%

12.0%

8.4%

1.7%

ALL BALANCED
PROPERTY FUND

7.2%

12.5%

8.5%

2.8%

LONG INCOME
PROPERTY FUND

5.9%

8.6%

8.2%

5.7%*

UK REITS

-7.6%

11.8%

13.1

N/A

NEWTON LONG GILT
FUND EXEMPT 2
ACCUMULATION

15.74%

12.89%

6.91%

7.28%

1.6%

1.6%

2.3%

3.0%

(WHICH INVESTS IN LONG
DATED UK GOVT GILTS)

UK RPI INFLATION

SOURCES: AREF/IPD QUARTERLY PROPERTY FUND INDEX (30 JUNE 2016), AREF FTSE EPRA/
NAREIT UK INDEX (31 AUGUST 2016), ONS, (SEPT 2016) AND MORNINGSTAR (3 JAN 17)

“Consistent and competitive, with relatively low risk yields compared with gilts, in various economic
climates.”

general and interest rates, but a
BlackRock study of data over a 26-year
period, found that “real estate has
performed better in periods of rising
interest rates than in falling ones,
particularly during times of economic
expansion, where real estate has been
able to produce strong fundamental
returns driven by earnings growth.
The result is somewhat comforting
as market participants have grown
increasingly anxious regarding the
potential negative effects of rising
interest rates on real estate returns73.”
Looking at the figures in the
Commercial Property Performance
table, bond rates can be impressive,
but it’s worth remembering that their
relationship with economic conditions
can make them rather more volatile
than might be expected; gilts tracked
by the FTSE Actuaries UK Conventional
Gilts over 15 Years Index recorded
volatility levels of 14.2% over one
year, 13.18% over three years and
11.74% over five years. This is because
prices rise considerably when there
is a race to safe havens and at these
times, a significant proportion of the
total return is made up of capital gain,
which is only realisable on sale of the
gilt, at which point, the secure return
is forfeited.
Taking into account the potential
for changing interest rates, inflation
rates and gilt yields in different fiscal
climates, LIP is well-placed: LIP’s
secure, low volatility characteristics
can make LIP attractive to investors
in difficult economic times. In the
meantime, fluctuations in underlying
property values have minimal
effect on LIP returns which are very
largely comprised of income returns.
However, when gilt yields are likely to
be on the rise, against an improving
economic backdrop, LIP is also a
beneficiary in that rising demand
for premises driven by new and
expanding businesses, pushes up
rents, rental growth and underlying

capital values. And at the same time,
any inflationary conditions can be
somewhat offset by frequent rent
review and indexation.
Generally, LIP Funds target much
lower returns than traditional real
estate funds such as 4% to 5% per
annum, given their low risk strategies.
But the figures show that yields are
exceeding targets and are well above
inflation, although LIP sectors do vary.
Although growth across the wider
property sector has slowed in 2016,
and whilst previous returns are not
an indicator of future performance,
the pre Brexit vote forecast that 2016
will be another strong year for Long
Income Property investment74 has the
fundamentals to remain on course.

REAL ASSET DIVERSIFICATION
Whether the stock market goes up
or down, the bricks and mortar of a
commercial property will continue
to exist. It is not a money market
instrument which could suddenly
lose its entire value, or its capacity
for utility which drives future value
recovery. Whilst there is some
correlation with the mainstream
financial markets, KPMG’s assertion
is that balanced property portfolios
continue to show some diversification
benefit from equities, with an historic
correlation of about +0.3, although it
did match equity’s fall of about 40%
from 2007 to 2009. (A correlation
of 1 implies perfect correlation (i.e.
two asset classes move up and down
exactly in line with each other),
whereas 0 means no discernible
relationship between them75.)

TRACKING PERFORMANCE
There is good availability of current
indices and data to allow for easy
monitoring of the performance of a
cross section of Long Income Property
Funds. These include Investment
Property Databank (IPD) – now part
of MSCI. IPD provides monthly,
quarterly and annual indices for the
UK and other established commercial
property markets. CBRE also produces
a monthly UK commercial property
index and the listed property market
tends to use the FTSE/NAREIT indices.
Historical data that goes back more
than around a decade is more
difficult to source because the Long
Income Property income sector as a
stand-alone investment is relatively
new. Nevertheless, some LIP Fund
managers are quite open in allowing
their performance information, from
the commencement of their fund, to
be published and accessed.

As a result, within a portfolio of
mixed assets, balanced and Long
Income Property can provide useful
diversification qualities and within
a balanced property portfolio, Long
Income Property can be a diversifier
from real estate investments with
higher risk profiles.
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CONCLUSIONS
INVESTMENT CASE
For those seeking long duration,
inflation mitigated, low volatility,
lower risk cash flows with the
potential for long term capital value
growth, Long Income Property
certainly has its attractions and
possible uses:
As part of a portfolio to underpin a
pension in drawdown
To provide additional portfolio
diversification through access to a
relatively low volatility sector
To fulfil part of a model portfolio
allocation to property or alternatives
As a potential replacement for
some of a client’s historical fixed
income exposure
To provide an element of inflation
linked investment
Large institutions are clearly
content that Long Income Property
Funds meet their due diligence
requirements and stable income
strategies as, in spite of the
increasing popularity of the sector,
creating more deal flow competition,
increasing amounts have been redirected to this sector recently76.
Time will tell if those looking for
safe havens will be attracted to LIP
investment in post Brexit Britain.
Some of the recent investment
originates from retail investors,
through the small number of REITs
focusing entirely on Long Income
Property and now also through
an authorised fund structure.
This is fortunate for those who
were previously locked out of LIP
investment via the authorised fund
route77.

INVESTMENT HORIZON
Commercial property is illiquid,
even in an open ended fund, so
investors should really expect to stay
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in for some time to benefit from the
relatively low risk, steady returns
and potential for some capital gains.
This suggests a medium to long
term investment horizon, although
investments made into a listed
property company such as a REIT that
has a market for its shares, may allow
for a shorter term view. Certainly, the
longer term view is beneficial when it
comes to market shocks; those with
a shorter term outlook (and a bigger
stake in underlying property values)
tend to be more easily panicked, as
was demonstrated with the rush
to exit many of the traditional UK
property funds after the referendum.
This is probably because they do not
have the time or inclination to wait
for the property cycle to rebound as
statistics show us it will inevitably do.
Another reason that Long Income
Property generally demands
investment for the medium to long
term is so that the high transaction
costs associated with real estate
assets can be recouped. For this
reason, constantly entering or exiting
a fund in the property arena would
be a drag on performance.

REGULATORY CONSIDERATIONS
There are numerous vehicles for
investing in commercial property,
and whilst direct acquisition is not
deemed to be a ‘specified investment’
under the Financial Services and
Markets Act 2000 (FSMA) and is
therefore not subject to it, holding
property within fund structures
is subject to various regulatory
frameworks. From the point of
view of simplicity and legalities and
consequently cost, this can make
direct purchase and ownership look
more attractive, but it does assume
a level of expertise and funding, as
well as deal channels generally not
available to retail investors.

This means that the fund route is the
most accessible to smaller investors
although it also places restrictions on
the types of vehicles they can legally
invest in and imposes suitability
requirements that normally require
the assessment of a financial adviser.
Property investment vehicles are
generally a ‘collective investment
scheme’ (CIS) and they do come under
the FSMA regime. Under FSMA, they
are either ‘regulated’ or ‘unregulated’.
Regulated CISs may be marketed
to the general public. Regulated (or
authorised) funds are monitored
by the FCA on an ongoing basis
and take two legal forms: an openended investment company (OEIC),
where the investor holds shares in
a company; or a unit trust, where
the investor holds units in a trust78.
Property authorised investment
funds (PAIFs) and authorised
property unit trusts (APUTs) fall into
this category. Unregulated CISs –
such as Limited Partnership (LPs)
– cannot be marketed to the public
(retail investors), and are only open
to particular qualifying investors such
as sophisticated and high net worth
investors.
Real estate investment trusts (REITs)
are open to retail investors, but they
are not FCA authorised. However,
they are subject to the Listing Rules a set of regulations applicable to any
company listed on a United Kingdom
stock exchange, subject to the
oversight of the UK Listing Authority
(UKLA), which is part of the FCA.
The UKLA reviews and approves the
Prospectus (or Listing Particulars) and
assesses the eligibility of companies
who are listing.

“Long Income – Resilient pricing and widening appeal” – CBRE Marketview, Q1 2016

MAIN RETAIL PROPERTY INVESTMENT VEHICLES, SIMPLE SUMMARY
FUND TYPE

CIS?

FCA AUTHORISED

PROPERTY AUTHORISED INVESTMENT
FUNDS (PAIF)

CLOSED/OPEN ENDED
OPEN-ENDED

LISTED VEHICLES. REAL ESTATE
INVESTMENT TRUST (REIT) AND OTHER
LISTED PROPERTY VEHICLES

x

OPEN-ENDED

AUTHORISED PROPERTY UNIT TRUST (APUT)

x

LIMITED PARTNERSHIP (LP)

CLOSED-ENDED

CLOSED-ENDED
SOURCE: INTELLIGENT PARTNERSHIP

In addition, many investment vehicles
for retail investors are regulated under
the EU Undertakings for Collective
Investment in Transferable Securities
(UCITS), allowing the funds to be sold
to any investor within the European
Union under a harmonised regulatory
regime. This may or may not change
with the UK’s departure from the
European Union, although, in order
to access the single European market,
UK companies could be required to
continue to comply with UCITs.
The same applies to the Alternative
Investment Fund Managers Directive
(AIFMD), an EU directive which
applies to managers of alternative
investment funds, such as real estate,
with responsibilities for portfolio
and/or risk management, operating
within the AIFMD scope. Managers
are required to be authorised under
AIFMD and meet capital adequacy
requirements, and – in relation to
their funds – engage a depository
(to protect investors’ interests) and
satisfy transparency, risk management
delegation, remuneration and other
compliance requirements.

TAX EFFICIENT INVESTMENT
Various different tax regulations apply
to the different types of property
funds that exist and these can be

utilised so that the most favourable is
chosen by the adviser to minimise tax
at the fund level and investor returns.
Some structures benefit from a capital
gains tax deferral under certain
circumstances, exemption to income
tax, or reductions when funds are
distributed to investors.
Outside of this, some structures can
take advantage of other tax breaks PAIFs, for example, qualify to be held
within an Individual Savings Account
(ISA) or are capable of being held in
a SIPP. The regime provides for UK
tax exemption of property rental
profits and other investment income,
provided income is fully distributed
to investors and no tax is charged on
capital gains generated. There should
be no taxation of property profits at
the fund level, but investors will be
taxed on the income generated as
if they had invested in real property
directly79. This means the structure
avoids the double taxation on
property income that occurs in many
property investment vehicles. For
example, UK companies are subject
to UK corporation tax (currently 20%
but reducing to 17% by April 1, 2020)
on the net profits arising from any
rental income they receive and on
any gains realised on the disposal of
their assets, including UK properties.

There is also UK withholding tax on
interest at the rate of 20%. Meanwhile,
the property investment business
of a PAIF is ring-fenced and the net
income received from this ring-fenced
business is not be subject to UK tax.
The PAIF is not be subject to UK tax
on any gains realised whether these
are from its ring-fenced business or
from its nonring- fenced business. The
property income distributions paid by a
PAIF are subject to a 20% withholding80,
but unlike the UK company vehicle,
they have not already been subject to
corporation tax.
It is also possible to invest in an
offshore bonds format. This is popular
with UK expats because, as well as
no tax being taken at source on the
growth of the investment, when
profits are taken by the investor, they
are taxed as income at whatever
tax rate applies to the investor in
the country they are residing in. This
may be at a lower level than the UK
equivalent and also allows the investor
to defer tax and to time the surrender
of the bond in order to control what tax
they pay and when they pay it81.
For more information on the tax
structures of various commercial
property investment fund types, see
Section 6 of this report - How to Invest.
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RISKS AND MITIGANTS
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RISKS AND MITIGANTS
WHAT ARE THE RISKS AND HOW CAN THEY BE MANAGED?
Like all investment sectors, there are
risks associated with placing money
into Long Income commercial property
and it is worth considering the
following, which have been identified
as the main threats to successful
navigation of this asset class.

VULNERABILITY TO GENERAL
MARKET CONDITIONS
In times of economic downturn
businesses are more vulnerable
to failure, creating rent payment
defaults, an oversupply of space or
a reduction in tenant demand for a
particular type of property in a given
market. This is an obvious menace
to freeholder’s income streams
by leading to void rental periods.
It can also make favourable terms
for the freeholder more difficult to
negotiate which could reduce yields.
Participants in this market should
also remember that it is not just
wider economic conditions that may
have an effect - problems in local
economies and specific business
sectors could lurk beneath the relative
success of the national outlook.
This demonstrates the importance
of choosing a property in the right
location with the right tenant. LIP’s
focus on strategic properties in
which robust corporate tenants
are extremely unlikely to endanger
their business model and forfeit
their future income streams and
reputations, provides much more
protection than direct property and
property funds in general.
In addition, there is the potential for
devaluation of the property itself,
but for a Long Income product, this is
not necessarily the biggest concern
as its remit is to ride out volatility
and this will often mean holding
onto assets during the bad times to
benefit from the gains during the
upswing. That said, a major concern
would be negative market sentiment
feeding investors’ concerns so that

high numbers seek to exit in order to
cut their perceived losses at a time
when funding their exit would be
difficult or potentially impossible. This
was unfortunately the result of the
extreme reaction to the Brexit vote,
leading to the suspension of trading
in up to £15 billion worth of property
funds. But again, it is important to note
that the funds involved were not LIP
Funds. They were generally balanced
funds with daily dealing facilities and
significantly shorter average lease
terms, which attract short term
investors.

LIQUIDITY
The UK legal process for selling
commercial freehold ground rents
and/or commercial freehold property
which benefit from long leases is very
time consuming. This is no different
to any direct property transaction
and makes the underlying assets
relatively illiquid in comparison with
other asset classes such as listed
equities or bonds, although, even
quoted investment companies have this
issue. As a result, it may be difficult to
sell assets to meet investors’ requests
to sell shares or units in Long Income
Property Funds over short time periods.
The requirement to do so, for example
by redemption requests, may lead
to under- priced sales and a negative
effect on a fund’s Net Asset Value (NAV).
This is known as redemption risk, and as
we know, it was very real in the volatile
conditions after June 23 2016.
However, whilst there are many
agents providing services for property
owners wishing to expand or reduce
their portfolio, avoidance of forced
asset sales is certainly preferable.
The Long Income play benefits from
some insulation from this issue, with
very long term leases with secure
future income more likely to retain
value and a lot less (if any) of the
targeted returns based on capital
appreciation. This means that there

is less propensity for panic amongst
LIP investors who are not faced with
significant losses on paper and in any
event, hone in on their predictable
returns, whilst underlying values can
rise and fall over an extended period.
Open ended funds also generally
make provision for liquidity, holding
minimum cash amounts or near cash
assets, (which are short term and
very liquid, but which may be earning
a small return) to accommodate
regular dealing when they will redeem
investors shares. The downside here is
that cash which is not deployed within
the fund will not work as hard and is
likely to have an impact on the total
returns achieved by it82. Of course,
holding cash and near cash may not
avert redemption risk if, as was the
case in July 2016, the reason for halting
redemptions is the prevention of a fire
sale of the real estate, placing remaining
investors at a substantial disadvantage.

VALUATION
The investment valuation method
typically used for retail, office and
industrial property is discounted
cash flow analysis, using either a
net present value or internal rate of
return and detailed appraisal can
be time-consuming and expensive.
Independent valuations are carried
out in accordance with the RICS
Valuation – Professional Standards,
yet, in the final analysis, commercial
property valuations still amount to
opinions (however well-informed),
produced by independent parties
using market evidence and, where
possible, comparable assets. This is
not an actual sale price, which may
differ significantly from the valuation.
Since property performance data
is based on valuations, rather than
transactional data, because of the
relative infrequency with which
sales take place in the market, the
valuations may lag behind a rapidly
rising or falling market to some degree
and skew the overall picture. And in
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“Thorough examination of the tenant’s ability to fulfil their rental obligation is imperative as default
risk is clearly a key concern, given that long lease income tends to be single-tenant based, amounting
to tenant concentration risk.”
spite of the long term income stream,
LIP and the funds investing in it, have
to be valued as a property investment
which means the value is “tainted” 83 by
general property market conditions in
the short term. Hence, shorter term
investors wishing to exit because
of what they perceive to be a loss,
which may also be viewed simply as
a fluctuation which will even out over
longer term market shifts.

DEBT
Borrowing money and using it to
invest by acquiring a property (or to
meet redemption requests) requires
interest and capital repayments to
the lender which will need to come
out of the investor’s cash-flow. If
investment income is irregular, this
can be problematic, possibly leading
to default and loss of investment. So,
whilst we know that returns within LIP
are generally stable and predictable,
any change to this within a geared fund
could have very negative repercussions.
Additionally, although the debt used
will magnify any upward movements
in the value of the assets acquired with
the borrowings, it can also magnify any
losses. A simple example would be:
PURCHASE PROPERTY

£100,000

INVESTOR’S STAKE (DEPOSIT)

£40,000

LOAN (INTEREST ONLY)

£60,000

After 1 year, the situation does not look
so rosy:
PROPERTY VALUE:
£100,000 – 10% LOSS = PROPERTY VALUE OF £90,000
INVESTOR’S STAKE (DEPOSIT):
£40,000 – LOSS OF £10,000 = £30,000
LOAN (INTEREST ONLY):
£60,000

The percentage loss of the investor’s
stake is multiplied by the gearing to 25%.
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It is worth remembering though, that
this only crystalises on the actual sale
of the property.
The fact that this type of loss, and far
worse, was a real scenario in the crash
of 2007-09 makes it understandable
that the debt funding that was readily
available for commercial property
transactions in the run up to that
period fell significantly in its aftermath.
However, property markets have
recovered and vehicles now exist again
to cater for all risk appetites: from
traditional UK funds using no leverage
through to opportunistic private equity
funds borrowing as much as 80%
against the value of the property 84.
This makes it important that investors
are aware of and comfortable with the
level of gearing within the vehicle they
use to access LIP.

POOR COVENANT STRENGTH/
CREDIT RISK
This is the perceived robustness of
a tenant and it can affect the rental
price achieved by the property and
what a property with a sitting tenant
might sell for because it can directly
impact the security of the future
income stream derived from that
property. This is why two tenants
in the same building, with the same
office may pay different prices - e.g,
Sainsbury’s are likely to pay less than
a small private company, because of
the perceived lower chance of default.
Consequently, thorough examination
of the tenant’s ability to fulfil their
rental obligation is imperative as
default risk is clearly a key concern,
given that long lease income tends to
be single-tenant based, amounting to
tenant concentration risk. Generally,
managers have been careful about
analysing and protecting against
tenant risk. In addition, with a very
Long Income, it is important that
the occupier or leaseholder asset
is maintained to keep it fresh and
relevant for when the day comes that

the lease is terminated, surrendered
or renegotiated85.

INCREASE IN INTEREST RATES
As we have discussed earlier in the
report, interest rates and bond rates
can move in similar ways. As a result,
when interest rates increase, increasing
yields from bonds or banks (which
may be deemed to be lower risk) may
prompt investors to liquidate their
shares in property funds. This may
force fund managers to sell property
prematurely and possibly below full
market value, in order to raise enough
cash to meet their redemption requests.
However, LIP Funds are designed for the
long term and to ride out the ups and
downs of interest rate adjustments.
Still, as the low interest rate
environment continues, demand for
yielding property investments has
pushed up valuations and compressed
yields: According to CBRE, gross yields
on ground rents, where payments
increase in line with RPI every five
years, have fallen from 3.8% to 3.2%.
As yields have fallen across the asset
class so has their potential future
attractiveness in a period of higher
interest rates. But the interest rate
environment remains low and is
expected to do so for at least another
several years; The bank base rate
projected by the Bank of England in
May 2016 was revised downwards
in August 2016 and the referendum
decision to leave the EU created the
economic uncertainty that led to the
reduction of the base rate to a new
record low of 0.25% in August 2016,
fuelling expectations of further cuts.
The markets had expected no rate
increase until at least 2018 for much
of the first half of 2016, whilst the
referendum outcome means that they
do not expect rates to even return to
0.5%, after the expected cuts, until
202086.

“Over the medium term, the assumption is that commercial real estate continues to post competitive
returns versus other asset classes.”

BANK OF ENGLAND BASE RATE PROJECTIONS
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Any eventual increase in interest rates
could also jeopardise funds available
to finance real estate investing, as
investors become less able to pay rising
rates, although there does appear to
be some time to prepare for this87.
Nevertheless, LIP can work in a
rising interest rate environment:
higher interest rates could pose a
threat to listed and direct real estate
valuations in the short term because
of the increased uncertainty that
may accompany policy shifts, less
cash around for investment and
questions about how yields will
be affected. Sharply rising rates
suggest a growing economy, which
is likely to increase inflation and the
movement of property prices with
inflation provides higher valuations
for underlying property assets and
rental growth for inflation linked
leases. It’s perhaps not surprising
then, that, over the medium term, the
assumption is that commercial real
estate continues to post competitive
returns versus other asset classes.
Asset values should be resilient under
gradually increasing rates as rents
maintain their improvement as the
economy expands, inflation rises and
there is more demand for space. The
rise in capital values also provides a
boost to yields. In addition, since LIP
is concerned with the longer term, the
effects of interest rate increases is

less of a concern as the rises and falls
may well offset each other over the
investment period.

INCREASE IN BOND YIELDS
Rising yields available from
government bonds (gilts) which are
seen as more secure than the income
streams within LIP, could also cause
real estate to appear over-priced when
comparing the risk premiums. But
bond yields and property yields are far
from perfectly correlated and the gap
is greater than 4 or 5 years ago88.

In addition, the linkage to base
rates, already forecast for continued
medium term lows before the
Brexit referendum, look set to
remain depressed in the post vote
uncertainty, and the recent statistics
suggest that this is not currently
a likely issue: In July 2016, again
influenced by the Brexit vote, but
already at historically deflated levels,
the yield on ten-year UK government
bonds fell to a record low of 0.743%89
- the lowest level since Bloomberg
began collecting data in 198990.

UK TEN YEAR GOVERNMENT BOND RATES
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SOURCE: TRADINGECONOMICS.COM
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“The increasing trend over the last decade for pension funds to de-risk by matching the maturing of
their assets to the maturity of their liabilities has increased demand for Long Income.”

PRESSURE ON YIELDS
Both downward and upward pressure
on LIP yields is created by market
conditions and risks: We have
already discussed upward yield
pressure in relation to increases in
bond yields and interest rates to
discourage investors from returning
to traditional, safe-haven income
sources, such as gilts and bank
deposits. However, other factors
in the last several years have acted
to lower comparative returns; the
increasing trend over the last decade
for pension funds to de-risk by
matching the maturing of their assets
to the maturity of their liabilities has
increased demand for Long Income
stock, creating a shortage of such
assets 91. This has applied upward
pressure on pricing and continuing
popularity could reduce yields as a
percentage of the initial asset value
(acquisition price). The ongoing fall
in bond yields may also encourage
more institutional investment into LIP
and additional deal competition. This
obviously depends on the demand for
the particular type, location, sector
of the property and the capability of

the fund or investor to access the best
value deals.

SUPPLY AND DEMAND FACTORS
Acceleration of commercial property
building would present an oversupply issue, but in 2015, growth
of commercial building activity was
the slowest for nearly three years92.
And there was already a shortfall
to make up - in the decade to 2014
the commercial property industry,
on average added about 54 million
square feet of new space every year,
i.e. about 0.7% of the total stock of
commercial property. However,
in the second half of that decade,
building actually ran at half the rate of
the previous five years. In 2015, the
Property Industry Alliance reported
that the new building is barely covering
the loss of stock through demolition
and change in use to residential. Were
economic conditions to worsen, the
potential for tightening property
development finance and nervousness
of developers suggests an even greater
slow-down in commercial property
building. However, at the same
time, the demise of less prosperous/

sizeable tenants, less able to withstand
economic uncertainties could result in
a drop in demand.
As with all property, supply and
demand varies from location to
location, but in general terms, there
does not seem to be a substantial
threat to the supply and demand
curve with supply outpacing demand,
although the gap is slowly closing.

ACQUISITION COSTS
The cost of buying and selling
commercial property is significantly
higher than for a comparable volume
of equities and gilts because of much
higher levels of stamp duty, together
with the costs of lawyers, chartered
surveyors, environmental surveys
and the Land Registry. And the cost
is rising as the government targets
those purchasing the most expensive
non-residential properties, by raising
Stamp Duty Land Tax (although its
Scottish equivalent, Land and Buildings
Transaction Tax (LBTT), has not changed
since its introduction in April 2015) to
make what it describes as an important
contribution to tackling the deficit93:

2016/17 SDLT (UK, APART FROM SCOTLAND) FREEHOLD AND LEASEHOLD NON – RESIDENTIAL AND MIXED USE PURCHASES AND TRANSFERS
BAND, MARKET PRICE (LEASE PREMIUM)

NON-RESIDENTIAL POST MARCH 2016

NON-RESIDENTAL PRE MARCH 2016

£0-£150,000

0%

0%

THE NEXT £100,000 TO £250,000

2%

1%

OVER £250,000

5%

3%

OVER £500,000

5%

4%

RATES POST 17 MARCH 2016

RATES PRE 17 MARCH 2016

£0-£150,000

0%

0%

£150,001-£5,000,000

1%

1%

OVER £5,000,000

2%

1%

NET PRESENT VALUE OF RENT (ANNUAL)

SOURCE: GOV.UK
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“Allowing businesses three months to consider what steps they take next effectively means that
commercial landlords will face uncertainty over expected income whilst being unable to mitigate
potential losses.” - Melanie Leech, the British Property Federation, May 2016
2016/17 LAND AND BUILDINGS TRANSACTION TAX (LBTT) (SCOTLAND)
NON-RESIDENTIAL LEASE PREMIUM

RATES SINCE APRIL 2015

VALUE UP TO £150,000

0%

OVER £150,000 - £350,000

3%

OVER £350,000

NON-RESIDENTIAL NET PRESENT VALUE OF RENT

4.5%
RATES SINCE APRIL 2015

£0-£150,000

0%

£150,000+

1%
SOURCE: REVENUE SCOTLAND

The abandonment of the Conservative
government’s pledge of tackling
the deficit by 2020, may mean that
these fees are frozen or even cut to
assist the market in the potentially
difficult times ahead. Alternatively,
the possibility of tax increases to fund
losses to treasury income should not
be discounted.
Acquisition costs also include the
costs of deals which are never
concluded, but for which expense is
incurred through items such as legal
advice, valuation or due diligence.
This amounts to transaction and
completion risk.

CONCENTRATION RISK
LIP is currently a niche asset class
with few funds on offer, particularly
to retail investors for whom only a
couple of authorised fund routes
and a handful of REIT routes are
currently available. This suggests a
concentration risk not only at the LIP
sector level, but also at the fund level,
where there is a lack of competition
and opportunities to diversify across
LIP Funds. Diversification within a

fund by ground rent, long leases and
geography helps to reduce this risk.
Of course, many balanced property
funds and large institutional
investors use LIP to diversify against
concentration risk within their
portfolios and suitable retail investors
would be well advised to use LIP in the
same way by investing a small portion
of a well balanced portfolio.

LEGISLATIVE CHANGES
Amendments to current legislation or
the introduction of new regulations
could have negative consequences
for those holding commercial
property freeholds. A recent example
is the increase in SDLT payable on
commercial property transactions.
In March 2016, Melanie Leech, chief
executive of the British Property
Federation, said: “Commercial
property investment can often act
as the catalyst for regional growth
and as the economy has recovered
investment has been spreading out
from London to the UK’s regions,
but will now undoubtedly slow 94.”
Ezra Nahome, CEO at Lambert Smith

Hampton, said: “The immediate
impact of the rise in stamp duty for
commercial property above £1.05
million will be a cut of as much as 1%
in deal prices to offset the greater
amount of tax payable. Sellers are
likely to have to swallow a reduction
in receipts in order to get their
transactions over the line95.” Whilst the
real effects are not yet clear, this could
obviously reduce fund liquidity, but is
likely to be less of an issue for long hold
strategies in which the requirement for
buying and selling is reduced.
Another change which may be in the
pipeline, is the government’s plan to
create a three month moratorium free
from enforcement and legal action
by creditors for insolvent businesses.
The measures, which were introduced
in a consultation document issued
by the Department of Business,
Innovation and Skills in May 2016,
could leave landlords open to abuse,
as, unlike other suppliers, they will not
have the ability to terminate contracts
during the three month moratorium
period. This is a potential issue for
small commercial landlords with direct
ownership of leases and ground rents,
without the size and diversification to
absorb these sort of costs, and, who
are more reliant on rental income than
large landlords96.

PORTFOLIO SCALING AND COST OF
MANAGEMENT
Large portfolios are necessary
to create the economies of scale
which can generate optimal returns.
Creating a real estate portfolio of scale
is both costly and can take a significant
amount of time97. But a decent size
portfolio then brings additional
costs in the specialist administration
required to produce and track the
large volume of low value invoices
involved in the management of ground
rents/leases: The process of rent
collection has served to deter many
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“28% of institutionally owned CRE was owned by foreign institutions in 2015”

smaller investors from participating in
ground rents in particular 98.

FOREIGN OWNERSHIP OF
COMMERCIAL REAL ESTATE
The British Property Federation
(BPF) sees potential issues being
created by the growing overseas
ownership of British commercial real
estate, and whilst this has pushed
up prices in certain sectors - most
notably in London - making higher
yielding deals much more difficult
to come by, the BPF’s concern is
with currency fluctuations; When an
asset is valued in one currency but
the debt secured against the asset
is valued in a different currency, a
sharp unanticipated movement in
exchange rates could quite easily
trigger covenant breaches and
the forced selling of property not
distressed in the conventional sense.
Whilst it is quite typical for investors
to engage in foreign exchange hedging
strategies in order to mitigate these
risks, monetary shocks elsewhere
will increasingly have a very direct
bearing within Britain, even on real
estate occupied by business sectors
insulated from macro-economic
events overseas99 . For UK investors,
trading in sterling, this could have the
effect of providing opportunities to
acquire under-priced properties in
sectors which are actually thriving in
the UK. The referendum reality is that
sterling is sensitive to political and
economic shocks, hitting a 31-year low
after the vote, meaning that UK assets
bought in other currencies suddenly
became much cheaper. Whether this
creates a host of new interest in UK
commercial property will be seen in
the longer term.

TAX RISKS
Tax regimes, like any other regulatory
framework, are subject to change
and the adverse revision of these
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in relation to commercial property
assets and/or to any vehicle involved
in acquiring, holding and selling
them, could create unexpected
financial liabilities, regulatory
sanction or reputational damage in an
environment of increasing scrutiny.

PHYSICAL RISK TO BUILDINGS
As a tangible asset, the possibility
exists of damage to commercial
property, from things such as floods
or land contamination. This could
damage the asset and ultimately
remove its income generating
characteristics by making it unlettable.
However, the underlying leaseholder
has a responsibility to insure against
this type of risk and the freeholder
should verify that a sufficient policy is
in place.

INEXPERIENCED MANAGERS
As is clear, there are a number of
important items to be considered
in order to make a success of
an investment in LIP. There are
legislative, tax, property selection,
administrative and market issues
to take into account, requiring
commercial and professional
expertise. Without these and
experience in identifying the right,
long term assets to acquire, how
to manage them and the methods
to maximise returns and minimise
volatility, there is a real danger of
underperformance or worse. Good
investment managers can help
to mitigate these risks through
knowledge and a previous grounding
in relevant sectors, usually evidenced
by a strong track record.

DUE DILIGENCE
When choosing an investment, it
is essential that a comprehensive
appraisal is undertaken to establish
that the investment manager
possesses the necessary skills and

insights to single out, examine
and take advantage of the best
opportunities. As the asset class has
grown in popularity and prices have
risen, investors are having to work
harder to achieve the yields that were
available in the past. Strong in-house
capability to research developing
business trends, new sectors and
tenants will provide an advantage100.
A key question to ask is; How are
investment managers assessing the
investments they make - what is their
expertise to assess whether a lease
or ground rent is a good bet or not?
Charles Crowe, Managing Director
and Head of UK investment at global
commercial property manager for
institutional investors, Pramerica
Real Estate Investors: “We think
going forward it is important that
investors have access to a very large
pool of capital, an established and
experienced legal team, an ability to
hit strict deadlines and a willingness to
be flexible and innovative.”
Sources of more information can
be found in Appendix 1, Useful
Resources, on page 54 of this report.

HOW TO INVEST
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RETAIL ROUTES
COMMERCIAL PROPERTY INVESTMENT OPTIONS
COMMERCIAL PROPERTY INVESTOR TYPES

END 2015 £BILLION

END 2015 SHARE

% CHANGE SINCE 2014

UK INSURANCE COMPANY FUNDS

£46

9%

3%

UK SEGREGATED PENSION FUNDS

£39

8%

5%

UK & CHANNEL ISLAND DOMICILED
COLLECTIVE INVESTMENT SCHEMES

£79

16%

9%

UK RETIs & LISTED PROPERTY COMPANIES

£71

15%

8%

UK PRIVATE PROPERTY COMPANIES

£59

12%

-1%

UK TRADITIONAL ESTATES & CHARITIES

£23

5%

17%

UK PRIVATE INVESTORS

£13

3%

14%

UK OTHER

£20

4%

1%

UK SUB TOTAL

£348

72%

6%

OVERSEAS

£135

28%

19%

TOTAL

£483

100%

9%

SOURCE: IPF. THE SIZE AND STRUCTURE OF THE UK PROPERTY MARKET

LIP investment, like all commercial
property investment, is largely
populated by institutions and
large bodies and funds which
are restricted to those with the
significant capital required to meet
the high entry levels. A number of
those routes which are available to
retail investors feature risks and
disadvantages which can reduce
their attractiveness to smaller
participants.
Those contemplating direct
investment into LIP should consider
the protections/regulations that
are in place to assist/protect them
in case things go wrong, their need
for liquidity, the prudent amount
to invest, and costs and other
requirements of management. The
main options available to noninstitutional commercial property
investors are set out in this section.
However, whilst many give some
exposure to LIP, it is not the main
focus, unless otherwise stated.
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NON FUND OPTIONS
DIRECT INVESTMENT. Direct investment in commercial property is generally not a
practical option for the private investor because of the resources required to build and
manage a reasonably diversified portfolio. Even with this capability, and the benefit
of not having to pay fund management costs, direct control over the investment
decisions is not necessarily an advantage without the expertise of a specialist. In
addition, there is no regulatory framework which applies to protect investors.

PROPERTY SYNDICATES. These vehicles are available to retail investors and they
offer access to a larger and broader range of property investment opportunities
than is typically available for individual investments because of the pooling of
funds that they allow. However, as they are managed by the investors rather than
any professional asset manager, they fall outside of the UK collective investment
regulations. Consequently, they are not directly regulated by the FCA and can
encounter problems if they do not have connections to expert property investment
knowledge. In terms of tax efficiency, there is little benefit as income tax is paid
by the investor on the net rental income, and capital gains tax is paid on any gain
made when the property is sold101. Property syndicates are established by way of
legal contracts between the parties making the investment. However, if real assets
are purchased by the company, no regulatory protections apply.

CROWDFUNDING. Crowdfunding is the practice of funding a project or venture
by raising monetary contributions from a large number of people, today often
performed via internet-mediated registries. It can take the form of debt or
equity. In the case of real estate crowdfunding, it usually refers to either loaning a
developer funds to develop land or property, with returns in the form of interest on
the loan, or the establishment of a vehicle in which shares are given to investors in
lieu of their investment. The popularity of property crowdfunding is growing quickly,
although it is a very new sector and regulation is currently fairly light-touch.

“UK commercial property continues to provide better income prospects compared to other asset
classes and commercial lending to the sector is at a much lower level than during the financial
crisis of 2007/08.” - Standard Life Investments, July 2016
FUND OPTIONS
The choice of fund structure should
take into account vehicle management
costs, tax leakage, movement in pricing
basis, the impact of any leverage/
borrowing within the vehicle, the
liquidity requirements of that vehicle
(and therefore the non-direct property
assets or cash it might hold), secondary
market pricing of units/shares (i.e.
whether they are trading at a premium
or discount to the net asset value of
the underlying assets), and whether
the vehicle’s price is a reflection of the
net asset value of actual assets or the
value of derivative contracts/synthetic
investments102. The potential investor
should also be suitably sophisticated
to understand the complexities of the
structure on offer.
The typical owners of commercial
freehold long leases and ground rents
in the past used to be the Crown,
central and local governments, wealthy
individuals and the Church. But in the
last forty years this has changed so that
more often, it is institutional investors,
pension funds, private equity funds,
sovereign wealth funds, family trusts,
private property entities and other
international investors through various
fund structures.
In terms of LIP focused funds, the
route for non-institutional investment
is limited, with the majority of vehicles
targeting large inflows from institutions
which make fund raising quicker and
management of investors easier than
multiple small investments from private
individuals. As a result, although some
fund structures could be open to retail
investors, it is not unusual for fund
managers to tend to set entry levels
much higher than retail investors can
reach. This means that the already small
universe of Long Income Property Funds
is difficult for smaller investors to enter.
Both private equity firms and large,
unlisted corporate entities are
substantial investors in UK commercial
property. It fits into the alternative

assets basket, provides diversification
from mainstream markets and has
an impressive performance record
over the long term, albeit with some
volatility issues. But, whilst the Long
Income Property play is attractive,
evidence of the level of subscription by
these parties is hard to verify.
Long Income Property focused funds
can take the form of virtually any of the
legal formats discussed in the following
sections:

REAL ESTATE INVESTMENT TRUSTS (REITS)
A REIT is a tax-efficient form of UK
property investment company which
takes the form of a PLC. It must be
listed and closed-ended in that the fund
issues a fixed number of shares which
are not redeemable by the fund and the
shares can be purchased and sold only
in the market. However, as REITs are all
listed property companies, investments
in them are generally very liquid. REITs
normally pay no tax on their rental
income or capital gains. Instead the
liability is passed on to the investor.
Thus, in comparison with the traditional
property company, the REIT structure
results in less tax being paid. Dividends
from REITs are taxed as income to the
investor, and distributions are subject
to a withholding tax at basic rate
income tax, except for certain classes
of investors who can register to receive
gross rather than net payments. These
include charities, UK companies, and
pension funds. REITs can also be held

in ISAs and Child Trust Funds (CTFs),
and the managers of these can receive
gross distributions, making them very
tax efficient103. The transfer of shares is
subject to either stamp duty or stamp
duty reserve tax at 0.5% if it is a UK
company. Listing Rules (including the
requirement for the UKLA to approve
the prospectus), Prospectus Rules
and Disclosure and Transparency
Rules apply. Volatility can be an
issue within REITs as shares in listed
property companies are significantly
more volatile than direct property
investments or unit trusts, and perform
more like equities than property.
However, in the long-term, their
performance is more closely correlated
with property than equities104. Pre
referendum performance against
funds investing directly into property
shows UK REITS total return for the 12
months to 31 May 2016 at -6.0%105. By
30 June 2016 the 12 month performance
was -10.1%106 , while all property direct
investment property funds recorded
10.2%107 total return in the 12-month
period to 31 March 2016. By 30 June
2016 the 12 month performance
was 7.1%108 and Long Income direct
investment property funds recorded
7.4%109 total return in the 12 months to
31 March 2016, which was at 5.9%110 by
30 June 2016 . Historic performance of
REITs against funds investing directly
into commercial property as a whole is
not impressive and demonstrates the
more marked fluctuations of REITs.
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“PAIFs are tax efficient OEICs - a hybrid between an OEIC and a UK REIT, combining the tax advantages
of REITs with open-ended structures.”

AUTHORISED PROPERTY UNIT TRUSTS
AND OPEN ENDED INVESTMENT
COMPANIES (APUTS AND OEICS)
Some of these invest directly in
commercial property, while others
invest indirectly, e.g. through propertyrelated securities such as REITs. These
are open-ended vehicles, where the
number of units increases or decreases
depending on whether additional
money is invested or withdrawn by
investors as the scheme can issue and
redeem shares at any time. The shares
of OEICs are listed on the London Stock
Exchange. One attractive factor is that
the units or shares of these funds can
be held within ISAs, but the main risk
is pressure to acquire property quickly,
regardless of market conditions,
according to inflows, and liquidity
when there are outflows. Unit trusts
and OEICs do not pay any tax on their
capital gains – all the liability is passed
on to the investor. However, many of
the funds pay 20% tax on the income
they receive, and for such funds,
this tax is not reclaimable by nontaxpayers (including ISA and pension
managers). This has encouraged
investment managers to start adopting
the property authorised investment
fund (PAIF) structure, which avoids this
tax penalty for ISAs and pensions111.
Transfers of units are subject to stamp
duty at 0.5% and these structures
are regulated by the FCA. Pre Brexit
performance against funds investing
directly into UK property shows UK
APUTs and property focused OEICs
total return for the 12 months to 31
December 2015 at 5.5%112 and 8.5% for
the 12 months to 18 July 2016113.

PROPERTY AUTHORISED INVESTMENT
FUND (PAIF)
PAIFs are tax efficient OEICs - a hybrid
between an OEIC and a UK REIT,
combining the tax advantages of
REITs with open-ended structures.
To qualify for PAIF status, an OEIC’s
investment objective and activity
must be investing in direct property
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and/or UK REITs and/or their foreign
equivalents114 with at least 60% of its
Net Asset Value and income consisting
of these assets. A depositary must
be appointed to be responsible for
the safekeeping of all the fund’s
property and its debt exposure is
limited to 10% of LTV. A limit of 10%
is also imposed on the portion of the
Net Asset Value of the fund that any
body corporate can own. This should
ensure that one large investor does not
have greater influence in the running
of the fund. PAIFs are authorised by
the Financial Conduct Authority, and
were introduced in 2008, which means
that they do not have a great deal of
track record. They may be available
either to all investors (including small
private investors) or structured as
Qualified Investor Schemes and
authorised for investment only by
institutional investors115. Provided
certain conditions are met, PAIFs are
exempted from tax on the income
arising from their property related
assets. This makes them a more
tax efficient investment to non-taxpaying investors (such as pension
funds and charities) than Authorised
Property Unit Trusts which are subject
to corporation tax on their income.
The capital gains within the fund
are exempt from tax, with investors
generally being liable to pay tax on
any chargeable gains they realise on
the disposal of their PAIF shares116.
Investors can invest (and disinvest)
cash in a PAIF without a stamp tax
liability arising. Like REITs, dividends
from PAIFs are treated as property
income of the investor and are taxed
accordingly. Distributions are subject
to a withholding tax at basic rate
income tax, except for certain classes
of investors who can register to receive
gross rather than net payments. These
include charities, UK companies, and
pension funds. PAIFs can also be held
in ISAs and the managers of these can
receive gross distributions, making
them highly tax efficient.

PROPERTY COMPANY SHARES
The choice of property companies on
the UK stock markets has decreased
over recent years because the vast
majority have converted to real
estate investment trusts (REITs), but
there is still a choice of companies
offering exposure to some specialist
sectors. Shares in these companies
are generally not a tax-efficient route
into commercial property because
their profits and income are taxed
twice - once at the company level
and secondly when the returns
are received by the shareholders.
Historically, because of the particular
character of the stock markets, where
unexpected news can send share
prices plummeting or soaring, returns
on property company shares have
been much more volatile than the
underlying property. These shares are
also more likely to have a correlation
to equities in the short term and yields
on property shares also tend to be
modest117. Since shares constitute
securities, their purchase and sale is
subject to FCA regulation.

INVESTMENT TRUST COMPANIES
Approved by HMRC, these are closedended, listed on the London Stock
Exchange, and primarily invest in UK
and global property shares. They are
tax efficient in that they are exempt
from capital gains tax, although gains
derived from the disposal of shares
in the investment trust are usually
subject to capital gains tax. As there
is no requirement to actually go
through the property buying or selling
process, they do not suffer from the
cash management issues and cost /
time constraints that unit trusts incur
through investing directly in property.
As listed entities, Investment Trust
Companies are likely to offer good
liquidity and may be able to enter
and exit markets much more quickly
than investors in direct property in
unit trusts. However, they suffer the
volatility of the underlying property

“The UK now has an active market (approximately £1.5 billion per annum) for the sale of interests
in open and closed ended funds.”

company shares and may be affected
by correlation of returns to equities
over the short-term.

OPEN ENDED VS. CLOSE ENDED
OPEN ENDED FUND

CLOSED ENDED FUND

UK LIFE COMPANY FUNDS (UNIT LINKED
LIFE AND PENSION FUNDS)
Most life assurance companies have
property funds available as links within
their life and pensions products. Many
life funds have long track records, and
they benefit from the favourable tax
treatment of pensions contributions.
They offer low cost access to longterm investment in property, with the
intention of increasing the value of the
pension pot at retirement, rather than
to produce income118.

NUMBER OF UNITS
Can increase/decrease when investors
buy or redeem fund units on any
trading day of the fund

LIFE OF FUND
Unlimited

Normally limited and specified in the
prospectus
TRADING

Units are traded with the fund itself,
via fund managers and distributors

LIMITED PARTNERSHIP
Limited Partnerships (LPs) used to be
a popular UK property investment
vehicle, but changes to Stamp Duty
Land Tax (SDLT) applying to property
investment partnerships in 2004,
reduced their attractiveness. Each
partner subscribes capital to the
partnership and receives a share of
the returns. It is a flexible structure,
but relatively complex, and as a result,
tends to be used for single property
joint venture projects, where liquidity is
not an issue and aimed at sophisticated

Shares are traded on a secondary
market, e.g. via HOSE

TRADING PRICE

LIFE BONDS
These are life insurance policies
usually purchased as a single premium
product and invested in a with-profits
or unit-linked life fund. They allow the
bond holder to withdraw 5% of the
bond each year without an immediate
tax charge, although this tax liability
on withdrawals is only deferred,
not avoided. Any profit received on
disposal of the bond is taxable at the
investor’s marginal rate of income
tax. These profits will include any
withdrawals made under the 5% rule
during the life of the investment. Also,
stamp duty is payable when the bond
is surrendered or issued for cash (and
can arise in other cases)119. As bonds
constitute securities, their purchase
and sale is subject to FCA regulation.

Rarely increase/decrease (limited
issuance)

Net Asset Value (NAV) of the fund’s
assets +/- fees

Shares may trade at a premium (share
price higher than NAV) or at discount
(share price less than NAV) to the actual
NAV, depending on market conditions

UNDERLYING ASSETS
Need to be liquid
(listed bonds, listed stocks)

investors and the institutional market.
LPs are closed-ended and there is
no general market for shares in the
partnership and in many cases they
are designed as relatively high risk
and high return investments. The
managers of Limited Partnerships (the
General Partner) are normally required
to be regulated by the FCA as they
often qualify as Collective Investment
Schemes. As a tax transparent vehicle,
an LP has no tax liabilities of its own
and each investor pays tax on their
own share of income or gains. There
is potential for SDLT to be payable on
entry and disposal of assets120.

OFFSHORE INVESTMENT FUNDS
These funds are generally free of any
internal taxation, but may be subject
to withholding tax on rental income.
Unlike their UK counterparts, many of
these funds use borrowing to expand

May or may not be liquid, and can
include over-the-counter shares,
private equity investment if allowed in
investment strategy

their portfolios and increase returns,
although this is certainly not without
potentially significant risk.

OPEN ENDED VS. CLOSED ENDED
Closed-ended funds have a fixed asset
pool. This can grow (or shrink) due to
good (or bad) investment performance,
but normally no extra capital is added
from investors or paid out. An existing
investor who wants to exit must sell on
the open market to another investor
who wants to put money in. In contrast,
the assets in open-ended funds can
change because of shifts in market
prices as well as due to net inflows
or outflows of capital from investors.
When net new money comes in, the
manager invests in extra underlying
assets, while exiting investors sell
units back to the fund manager, who
disposes of underlying investments to
meet net redemptions.
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“Interestingly, among its other funds, Standard Life Investments (SLI), which gated its UK Real
Estate Fund (a balanced property fund), also has an LIP Fund, which did not suspend redemptions,
despite holding only around a quarter of the cash assets (up to 5.5%) that the gated SLI fund held
at the end of June 2016.”
When markets become stressed, with
an open-end fund, the first investors to
exit will tend to receive cash obtained
by the manager from sales of the more
liquid assets. However, this leaves the
remaining investors with units in an
unbalanced fund that holds mainly
illiquid assets that cannot be readily
sold and for which the theoretical
valuation may fall further during the
stress period. Real estate funds were a
prime example of this during the credit
crunch and immediately after the Brexit
vote. To avoid this, fund managers may
gate or even close withdrawals, which
may leave those still invested trapped
with a pool of illiquid underlying assets,
with the only hope of fast renewed
liquidity to sell those assets, which
unfortunately is likely to be near the
bottom of the market.
Another alternative is to operate
some kind of policy that helps protect
ongoing investors from the dilutive
effects of investors entering and exiting
and not contributing to purchase/
sale costs. This is usually referred to
as swing pricing, and is when a fund
experiences large inflows or outflows
and a manager is forced to buy or sell
the underlying investments in the fund.
Fair Value adjustments to pricing can be
put in place if a fund manager believes
the prices of the fund’s assets obtained
are unreliable, or no recent price exists,
or does not reflect the manager’s best
estimate of the value of the fund’s
assets. If this occurs, the manager may
substitute a value which, it believes,
is fair and reasonable. In practice,
this is more likely to be a downward
movement and has the same effect
as swing pricing in that it discourages
investors from exiting and means that
any property the fund manager is
forced to sell to accommodate exits
does not disadvantage remaining
investors by allowing those who are
leaving to benefit from a higher share
price which is not underpinned by the
value of the underlying assets. More
information on property fund pricing
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can be found on page 48.
Of course, if the fund and its investors
are in a position to take a long term
view and there is considerably less
panic to offload undervalued stock,
much of this can be avoided.
In the exceptional conditions
engendered by the historic vote of the
UK population to leave the European
Union, the immediate shock created
stock market volatility which led to a
stampede of panic from those in open
ended property funds keen on what
they perceived as ‘cutting their losses.’
In fact, many will have made years of
gains and were simply trying to judge
the market fall. But, as we have noted
in this report, in relatively illiquid asset
classes, such as direct property, which
requires time to sell, at whatever
price market sentiment allows, to
generate cash quickly enough to meet
redemption requests can be difficult.
As a result, at least 6 large property
funds suspended trading, or applied
a hefty dilution levy, leaving a large
amount of funds effectively trapped.
Nevertheless, funds were starting
to trade again within a few weeks,
and dilution levies were reducing in
the same timeframe. However, the
manager’s lack of liquidity provisions
was not the main culprit for gating
exits, as the managers cited the
potential damage to the remaining
investors who could see perfectly good
income generating assets sacrificed
cheaply for the sake of instant access.
Interestingly, among its other funds,
Standard Life Investments (SLI),
which gated its UK Real Estate Fund
(a balanced property fund), also has
an LIP Fund, which did not suspend
redemptions, despite holding only
around a quarter of the cash assets (up
to 5.5%) that the gated SLI fund held at
the end of June 2016. This is a reflection
of the LIP strategy and its targeting of
a long hold of secure assets to dampen
short term volatility and supply steady
and predictable income based on

robust rental clients contractually tied
in for periods of fifteen years or more.
This allows investors to ride out any
valuation issues with the underlying
property. Indeed, many commentators
viewed the gatings as an issue with
traditional property funds, offering
daily dealing encouraging investors
belief in instant liquidity under any
circumstances, rather than an issue
with property as an asset class.
In a closed-ended fund, although
this cannot happen, because the
fund manager is not forced into
selling the underlying assets to meet
withdrawals121, it is by no means totally
insulated from situations of market
anxiety. Assets sold at discount mean
valuers will use new comparatives,
therefore reducing valuations of all
similar assets – including assets sold by
those trying to exit open ended funds
who have accepted a low price in order
to do so. Consequently, that fund
price and the price of similar funds, are
forced down to a substantial discount
to the apparent net asset value. In
the middle of the financial crisis in
late 2008, the average discount of the
largest UK-listed closed-ended funds
rose as high as 24%122 .

LISTED AND UNLISTED
A share listing can provide much
needed liquidity to a fund, although
it’s important to remember that share
prices can move to a discount on
the original price very quickly as the
environment changes and the volatility
of equity is well documented. According
to the Investment Property Forum,
“Some unlisted vehicles are completely
closed-ended. Liquidity in their units
is therefore entirely dependent on
the depth of the secondary market...
The UK now has an active market
(approximately £1.5 billion per annum)
for the sale of interests in open and
closed ended funds. Investors can buy
positions in existing funds. In closedended funds this provides liquidity that
would not otherwise exist123.”

“We supervise all UK authorised funds through robust monitoring and judgment-based oversight
to deliver high levels of investor protection and maintain a competitive market environment. We
aim to identify risks early so investors are better protected and market integrity maintained,
ensuring the UK remains an attractive fund market.” – Financial Conduct Authority, May 2015
Nevertheless, unlisted, closed-ended
funds are probably not the place
for short term investors to place
their money, while open-ended
unlisted vehicles may not seem like
the place for direct property assets
which cannot boast easily accessible
liquidity. Yet, in general, some of the
most popular investment formats,
including APUTs, property focused
OEICs and the increasingly popular
PAIF, do seem to manage under
normal market conditions.
It appears that the key here is striking a
balance, in terms of how often dealing is
offered to investors, the amount of cash
and near cash assets that are held, the
fund strategy and return targets, as well
as investor expectations. Those offering
daily pricing are likely to hold significant
amounts of cash or liquid securities,
which will dilute/alter the effect of the
direct property portfolio performance
on the vehicle-level performance124.
In unlisted vehicles, liquidity is
dependent on the requirements
embedded within each fund.

AUTHORISED VS. UNAUTHORISED
UK authorised funds are authorised
by the Financial Conduct Authority
(FCA) and are subject to its regulations.
Authorised funds are regulated in the
interest of the investor and for retail
consumers, there are two possible legal
structures for UK authorised funds unit trusts and Open-Ended Investment
Companies (OEICs)125, both of which
are collective investment schemes.
Funds of this type are regulated
collective investment schemes and the
authorisation process includes FCA
review of the fund’s documentation,
including the prospectus and key
investor information, as well as ongoing
monitoring.
Changes to regulations in the last few
years mean that, in general, access
to Unregulated Collective Investment
Schemes for retail investors is strictly
controlled and restricted.

Unauthorised funds, or unregulated
funds, are not regulated or authorised
by the FCA, although the fund
manager itself will often be authorised
and governed by regulations. Common
unregulated fund structures include
unauthorised unit trusts (UUTs),
limited partnerships (as used by
private equity fund managers) and
investment trusts126.
Therefore, Unit Trusts can be authorised
or unauthorised which is an important
distinction as an investment in a unit
trust can only be promoted to the UK
general public if the unit trust has been
authorised under FSMA 2000. However,
in order to obtain authorisation under
FSMA 2000, a unit trust must comply
with a number of different regulatory
provisions, including restrictions on
its investment powers. Since UUTs do
not have to comply with these more
restrictive regulations, they have
increased flexibility when investing,
but at the cost that they can only be
marketed to a more limited class of
investors, mainly institutional (i.e
experienced) investors127. Again, the
fund manager as well as other service
providers within the structure are likely
to be required to be FCA authorised
and governed by regulations.
As a consequence of the of the greater
investment freedoms, larger and more
experienced investors with their own
knowledgeable staff to monitor fund
performance and activities may choose
unauthorised because of the possibility
of such funds being in a position to
tap into opportunities that authorised
funds cannot.
The Financial Services Compensation
Scheme (FSCS), the compensation
scheme for customers of UK authorised
financial services firms, can compensate
customers if a firm has stopped trading
or does not have enough assets to pay
claims made against it. The FSCS was set
up mainly to assist private individuals,
although large businesses, small local
authorities (such as parish councils) and
smaller charities are also covered128.

REITs and property companies that
are listed on a UK stock market are
subject to the Listing Rules for quoted
companies. However, they are not
subject to direct FCA supervision. Direct
investors in REITs cannot complain to the
Financial Ombudsman (FOS) about the
way individual REITs operate, or claim
against the compensation scheme if a
REIT fails129. However, REIT investors
would still be in a position to claim if they
were given faulty advice from a qualified
financial adviser to invest in the REIT.
In contrast, PAIFs are directly FCA
authorised and as a result of being
what the FOS terms, “businesses
that are regulated by the Financial
Conduct Authority (FCA) to provide
retail financial services”130, investors
can complain to the FOS regarding the
investment manager. This does not
preclude them from contacting the
FOS in relation to a qualified financial
adviser if the advice provided by him/
her to invest in a PAIF was deficient.
Private property vehicles, limited
partnerships, private corporate vehicles
and offshore company structures are
not FCA regulated property investments
and in general, unregulated schemes
may not be marketed to retail investors.

SPECIFIC FUNDS WITH LONG
INCOME PROPERTY EXPOSURE
Property Funds and listed property
companies with exposure to and/or a
focus on LIP present transaction and
performance data which is easier to
source and to track, so in the following
section, we focus on examples of
these offerings in the current market,
identifying recent performance, the type
of structure, whether that structure
could accommodate retail investment
and whether it actually does.
The focus here is on a random
selection of UK assets and investment
vehicles131, but many funds also invest
in non UK assets. These funds require
extra consideration of currency
volatility and tax treatments.
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“Of course, if the fund and its investors are in a position to take a long term view, there is considerably
less panic to offload undervalued stock.”

AUTHORISED PROPERTY UNIT
TRUSTS
As they are authorised, in theory, they
are available to a retail audience, but
none of the APUTs referred to in this
section are specifically focused on
Long Income Property.

M&G PROPERTY PORTFOLIO: The
fund aims to maximise long term
performance mainly through investing
in a diversified portfolio of UK
commercial property. It may also
invest in other collective investment
schemes that invest primarily in
commercial property and in securities
and debt instruments issued by
property companies. Three year
performance at December 2015
stood at 9.1% p.a, and the five year
figure was 6.2% p.a. The minimum
investment is £500 and the fund is
open to retail investors. Initial charge
is 2% to 5%, plus an annual charge of
0.6% to 1.5%.

HENDERSON UK PROPERTY OEIC: The
investment strategy of the Trust is
to achieve a high income together
with some growth of both income
and capital through investment in
commercial property, property-related
assets, government and other public
securities. Three year performance
at December 2015 stood at 8.6% p.a,
and the five year figure was 6.3% p.a.
The minimum investment is £250,000
and the main fund focus is on Pension
funds, charities, insurance companies,
other corporate and institutional
investors, with the fund manager
having discretion to lower the minimum
investment to £25,000 for private
individuals who have had sufficient
financial advice. There is no initial fee and
an annual charge of up to 2% of the net
asset value of the fund but it is currently
1% p.a and at least three months’ notice
of any increase will be given.

AVIVA INVESTORS PROPERTY TRUST:
The Trust’s investment objective is to
obtain optimum returns compatible
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with security through income and
capital appreciation from investment
in real property assets, propertyrelated assets, government/public
securities and property collective
investment schemes. Three year
performance at December 2015 stood
at 7.5% p.a, and the five year figure
was 4% p.a. The Trust is open to
investment by insurance companies,
other corporate and institutional
investors, and private individuals
having had sufficient financial advice.
The offer price of the units includes
an initial charge of 5%, in addition to
which there is an annual management
charge equivalent to 1.25% of the net
asset value of the fund.

STANDARD LIFE UK PROPERTY FUND:
The fund aims to provide long term
growth from a combination of income
and capital growth by investing
primarily in a diversified portfolio of
UK commercial property, selected
from across the retail, office, industrial
and other sectors. The fund is actively
managed and will typically invest
in a mix of freehold and leasehold
properties. The fund may also
invest in European properties and in
property development opportunities.
As well as direct investments, the fund
may also invest indirectly in property
through investment vehicles such
as quoted and unquoted property
companies or collective investment
schemes. Three year performance at
December 2015 stood at 8.8% p.a, and
the five year figure was 6% p.a. The
minimum investment is: Retail £50,000,
Institutional £5 million, Platform £2
million.

OTHER BALANCED FUNDS
Balanced funds are a traditional
property vehicle for pension fund
investments comprising a mixture of
office, retail and industrial property132.
Each of the following is an open-ended
fund which is authorised. None of
them has a particular focus only on
Long Income Property.

BLACKROCK UK PROPERTY FUND:
(Authorised Property Unit Trust)
The aim of the fund is to enable
eligible investors to allocate a
suitable proportion of their assets
to investment in property, without
acquiring a directly held portfolio.
The long-term objective of the fund is
to outperform the average of similar
institutional pooled vehicles through
a diversified range of property
throughout the UK. Three year
performance at December 2015 stood
at 11.7% p.a, and the five year figure
was 8.5% p.a. The Trust is open to
investment by insurance companies,
other corporate and institutional
investors, and private individuals
with sufficient financial advice. There
is no initial fee and an annual charge
of up to 2% of the net asset value of
the fund but it is currently 1% pa and
at least three months’ notice of any
increase will be given.

L & G UK PROPERTY FUND: (Authorised
Property Unit Trust) The Trust’s
investment objective is to achieve
income and capital growth through
investment predominantly in
commercial property throughout
the UK (mainly in the retail, office
and industrial sectors, but possibly
including smaller sectors such as
leisure property). It may also invest
in other property-related assets
(including property shares and
property-related collective investment
schemes) and in cash and other shortterm investments, but commercial
property will comprise not less than
70%, and generally over 80%, of its
portfolio. Three year performance at
December 2015 stood at 10.6% p.a,
and the five year figure was 7.4% p.a.

SCHRODER UK REAL ESTATE FUND:
(Property Authorised Investment
Fund) The fund seeks to provide
investors with a blend of income and
capital growth through investment
in UK property. The fund is available
to a broad range of domestic and

“We think going forward it is important that investors have access to a very large pool of capital,
an established and experienced legal team, an ability to hit strict deadlines and a willingness to
be flexible and innovative.” - Charles Crowe, Pramerica Real Estate Investors
international professional investors
seeking to benefit from Schroders’
expertise. Three year performance at
December 2015 stood at 11.7% p.a, and
the five year figure was 8.5% p.a. The
minimum investment is £250,000 with
the fund manager having discretion
to lower the minimum investment to
£25,000 for private individuals having
had sufficient financial advice. The
minimum investment is £100,000,
there is no initial charge and the annual
management charge is 0.3% of NAV
and 0.4% of the Gross Asset Value
of directly held property and Capital
Monies133.

LONG INCOME FUNDS
Also known as Long Lease Funds or
High Lease to Value (HLV) property
funds, these structures only target
Long Income Property assets.

TIME:COMMERCIAL FREEHOLD PAIF:
(Property Authorised Investment
Fund) The aim of the fund is to provide
a secure and stable investment
return primarily through acquiring
commercial freehold ground rents
and commercial freehold property
which benefit from long leases, with
an overall WALT of around 100 years.
The fund’s goal is to provide investors
with an income return of 4% per
annum and some capital growth in
the long term. This is a new fund with
a total annualised return for the eight
months to 31 March 2016 of 5.11%. The
fund is open to retail and institutional
investment and has a minimum
investment of £5000. The typical initial
fees are 0.5% to 1%, although the upper
limits are 3% (retail investors) to 7%
(institutional investors) and there is an
annual management charge of up to 1%
for the retail share class (with varying
fees per share class). The performance
fee is 20% above a total return hurdle
of 8%.

M&G SECURED PROPERTY INCOME FUND:
(Guernsey Property Unit Trust) An
open-ended fund with the objective

of delivering secure medium to long
term returns with a rising income
stream from a diversified portfolio of
properties let to high quality tenants
in strong locations across the UK.
It typically maintains a weighted
average unexpired lease term of
approximately 25 years. The majority
of leases provide regular contracted
increases in rental income linked to
the Retail Price Index (usually with
a cap and floor) and the remainder
have regular fixed uplifts. Three year
performance at March 2016 stood at
9.7% p.a, and the five year figure was
9.5% p.a. It is open to large institutional
investors such as defined benefits
pension schemes and has a minimum
investment of £10 million. There is
no initial charge, but the manager is
entitled to an annual management fee
payable out of income.

STANDARD LIFE INVESTMENTS LONG
LEASE PROPERTY FUND: (Managed
Property Fund - these operate
effectively free of tax, are unitised
and open-ended. They are managed
mainly by insurance companies as
vehicles for investment by their
occupational pension fund clients).
The fund invests in a diversified
portfolio of UK assets let to strong
financial covenants, and maintaining a
minimum average unexpired property
lease length of 15 years. The fund
aims to outperform the FT All Gilt
Index by 2% per annum over rolling 5
year periods. Three year performance
at March 2016 stood at 9.1% p.a,
and the five year figure was 8.3%
p.a. It is open to large institutions
such as pensions and the minimum
investment is £3 million. There is no
initial fee and the annual management
charge is 0.5% of the NAV.

PRAMERICA UK GROUND LEASE
FUND: (Open ended PUT (Jersey)
- unauthorised) The fund aims to
provide (post fund running cost)
a yield 200bps above the real flat
yield for a benchmark of long dated

index linked gilts (before inflation)
on a rolling 10 year basis. Three year
performance at March 2016 stood at
10% p.a, and the five year figure was
8.3% p.a. The minimum investment
is £250,000, with the fund manager
having discretion to lower the minimum
investment to £25,000 for private
individuals who have taken sufficient
financial advice. It is open to UK taxable
and UK tax exempt investors including
pension schemes, corporates, charities
and certified sophisticated investors.
There is no initial fee and an annual
charge of up to 2% of the net asset
value of the fund but it is currently 1%
p.a and at least three months’ notice of
any increase will be given.

SECURE INCOME REIT PLC: (UK REIT)
The investment strategy is designed
to satisfy investors’ growing
requirements for high quality, safe,
inflation protected income returns.
The fund’s intention is to further grow
its balanced portfolio of long term,
secure income streams, from real
estate investments by investing across
a range of property sectors, further
diversifying risks across a wider range
of property sectors, assets and tenant
credits. The average weighted lease
term is over 23 years. This is a new
fund with a total annualised return for
the year to 23 June 2016 of 4.3%. The
REIT is open to certain institutional
and professional investors. An annual
performance fee applies: 20% of the
excess of shareholder returns over
a 10% annual return with the hurdle
automatically resetting each year to
10% over the previous year’s EPRA
NAV plus cumulative distributions paid
since listing134.
Other Long Income Property Funds
include the Standard Life Long
Lease Property Managed Pension
Fund, which is a Managed fund for
professional investors with three year
performance at March 2016 at 12.5%
p.a, and 8.4% p.a five year returns. It
raised a record £260 million in Q2 2015.
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“Taking into account the risk mitigation that the low volatility returns Long Income Property can
provide, it is perhaps not a shock that some managers report that a typical weighting across a
balanced and diversified portfolio is between 5% and 15%.”
Additionally, the LPI Income Property
Fund, a Pooled Direct Real Estate
Fund with three year returns to 31
March 2016 of 8.5% p.a and five year
figures of 8.2% p.a. The policy of the
fund is to provide pension investors
with a secure inflation-hedged return
using property as an alternative to
traditional index-linked gilts and
bonds and its minimum investment is
£1 million.

PRICING
Most funds created in the last decade
operate some kind of policy that
helps protect investors from the
dilutive effects of investors entering
and exiting and not contributing to
purchase/sale costs.
Some funds operate a single swinging
pricing policy. This is likely when a
fund experiences large inflows or
outflows and a manager is forced to
buy or sell the underlying investments
in the fund, incurring transaction
costs in the process. Under a single
swinging price regime, when the
fund experiences net redemptions
or subscriptions, the price may swing
to negate the impact of the expected
transaction costs incurred, if deemed
significant. In practice, net outflows
mean the price swings down while net
inflows mean it swings up. The scale
of the swing is determined by the total
of the transaction costs. The swinging
price is designed to ensure that ‘longterm’ investors are not materially
disadvantaged by the negative impact
from redemptions and subscriptions
(‘dilution’). Managers such as Standard
Life and BlackRock, use this across
their range of UK funds.
One of the disadvantages of swing
pricing is that it can cause net asset
value volatility and June 2016 saw
substantial swing pricing activity and
subsequent vehicle revaluations:
Investment Week reported, “Outflows
from the property sector have led
many open-ended property funds
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BUYING A PROPERTY
AGENTS FEES (FOR ADVISING ON THE PROPERTY)

1.00%

LEGAL FEES

0.75%

STAMP DUTY LAND TAX

5%

SELLING A PROPERTY
AGENTS FEES (FOR FINDING A BUYER)

1.00%

LEGAL FEES

0.75%

Ultimately, investors would have to bear these costs themselves if they were
dealing in the underlying property direct, but understanding the pricing basis
is an important factor to take into account when making an investment into a
property fund. This is because it can give an indication of the level of property
transaction costs and cause unexpected fluctuations in the NAV, which might
be helpful or unhelpful if they coincide with the investor’s exit.
to switch their pricing basis in
recent weeks, with M&G, Aberdeen
Asset Management, Standard Life
Investments, Henderson and Columbia
Threadneedle all moving ...pricing
on their funds to protect existing
investors. However, subsequently,
M&G switched the pricing basis of its
£4.7 billion property portfolio back ...,
just two weeks after the original move,
resulting in a 6.4% downward pricing
swing for the vehicle135.”
Other property funds, such as the
Legal & General UK Property Fund, are
dual priced and do not use the swing
price mechanism. Dual pricing (having
a bid and offer price) reduces daily
volatility, and therefore movement of
the fund valuation because the price
of the fund does not unexpectedly
swing from a bid basis to an offer
basis and back again. This means daily
performance is driven by the success or
failure of the underlying investments,
not unexpected price swings136.
Funds investing in asset classes with
high transaction charges, such as real

estate, will have a larger difference
between the bid (the price to be paid
by incoming investors) and offer (the
price paid to outgoing investors) basis
(the ‘spread’). For instance, while the
typical spread for an equity fund will
be between 0.2 and 1.2% (depending
on its geographical jurisdiction), the
spread for a real estate fund can be as
high as 7% or more137.

PORTFOLIO ALLOCATION
The latest survey of financial advisers
carried out by The Association of Real
Estate Funds revealed that over three
quarters of advisers ,77%, feel that
10% or less should be the proportion
of an investor’s portfolio that is
invested in property. That said, whilst
there is certainly concentration risk
investing in one sector like this, taking
into account the risk mitigation that the
low volatility returns that Long Income
Property can provide, it is perhaps
not a shock that some managers
report that a typical weighting across
a balanced and diversified portfolio is
between 5% and 15%.

PRODUCT DEVELOPMENTS
SIGNS OF THINGS TO COME
The structuring of investment products
which are focused entirely on Long
Income Property is a relatively new
development and, although the market
is based on acquiring assets that
are defensive over long durations, it
does not mean that the market is not
dynamic.
There has certainly been a rise in
interest in ground rent structures from
asset backed operational businesses
which see the value in selling their
commercial property on a leaseback
basis, allowing them to retain control
of the asset whilst taking in significant
capital. This does not affect the ability
to raise traditional real estate debt
against the lease (usually 99 to 250
years), as this is still treated as real
estate lending. 2015 saw a record year
with over £450 million of transactions
created from and sold by asset backed
operational businesses.
In addition, the evolving retail
environment is leading to new
opportunities as the large supermarket
chains shift their focus to opening
smaller, more conveniently-located
stores, rather than the large out-oftown mega markets138. There has also
been a shift from traditional assets
such as government-let buildings,
supermarkets and budget hotels,
towards other alternatives such as
student housing and leisure in line
with an increasing weight of money
targeting core assets139. And other
emerging sectors include private
hospitals in healthcare and car parks in
infrastructure.
The gating of several open ended
property funds in the aftermath of the
Brexit vote has led to much discussion
about the suitability of the current
redemption rules for open ended
property funds and the possibility of
changing them. Andrew Bailey, the
chief executive of the FCA and the
Bank of England expressed concerns
in July 2016 with the potential changes

under consideration being, “enforced
notice periods from 30 days before
redemptions, slashing the price for
investors who rush to the door, or
additional liquidity requirements for
funds“140.
Ben Blackett-Ord at Bovill, chief
executive of regulatory consultancy
Bovill, said the FCA should ensure
investment in such funds operates
in the most fair and transparent way
possible and ensures that access to this
type of product is not restricted141.
Another recent sector phenomenon
is the availability of Long Income
Property Funds to retail investors: In
2014, TIME Investments launched
it’s TIME:Commercial Freehold PAIF,
which is the first authorised retail
fund giving smaller investors, with its
£5000 minimum investment threshold,
access to a fund focused specifically
on Long Income commercial property:
TIME Investments has combined its
skills in property investing, honed in
its residential lease and ground rents
fund which has a 23 year track record
providing 5%+ annualised returns, and
its experience in developing tax efficient
products. The result is a fund that is
available to individual investors allowing
them to access a relatively new sector
to help diversify their portfolios and
provide stable ongoing income.
The fund has various share classes
designed for a range of investors
including overseas, institutional and
retail. However, TIME Investments
stipulate that retail investors can only
enter the fund with advice; “We feel
the secure cash flow characteristics,
along with the asset backed nature
of the fund puts it in a lower risk
category than many other property
funds which makes it suitable for many
retail investors. But it is crucial that
any party which enters the fund fully
understands the structure and that the
strategy matches their appetite for risk
and returns.” said Nigel Ashfield, fund
manager.

Benefits to investors include the tax
advantages of the PAIF structure which
allow access to the TIME:Commercial
Freehold Fund through ISAs, SIPPs,
SSASs and offshore bonds. There
are also liquidity considerations with
monthly dealing, increased to twice
monthly for ISA share classes.
The aim is to provide a secure and
stable investment primarily through
acquiring LIP that offers a consistent
income stream and capital growth
prospects. The fund targets a gross
distribution of 4% per annum and has
already reported an annualised total
return of 5.3% (based on the Share
Class A Gross Accumulation), including
4%+ of income, since being available
to the retail market, with a Net Asset
Value of over £50 million. Moreover,
the fund has a current weighted
average lease length of around 100
years, over 95% of which have fixed
rental increases or inflation protection
through RPI linked rental uplifts.
The fund intends to target long term
freehold acquisitions at £1m to £10m,
stating that most institutional LIP
Funds look at much larger deals,
(the weighted average deal size for
balanced property funds in 2015 was
£8.1 million and for Long Income
Property Funds, not including the
TIME:Commercial Freehold fund, it
was £16.2 million142) providing some
deal flow security to the TIME fund;
whilst there is a very limited number
of Long Income Property Funds, there
are increasing numbers of balanced
property funds which have realised
the benefits of long leases and ground
rents. Consequently, looking for deals
where there is currently little or no
competition and therefore less chance
of yield compression is sensible,
although some smaller deals will
result in acquisition costs equating
to a slightly higher percentage of the
overall purchase. Acquisitions already
made total 36 properties (at July 31
2016) including a 175 year ground rent

49

“We feel the secure cash flow characteristics, along with the asset backed nature of the fund puts
it in a lower risk category than many other property funds which makes it suitable for many retail
investors. But it is crucial that any party which enters the fund fully understands the structure and
that the strategy matches their appetite for risk and returns.” - Nigel Ashfield, TIME Investments
lease of the Double Tree by Hilton
hotel in Sheffield, with annual rental
uplifts linked to RPI with a floor of 1%
and a cap of 5%, and a 25 year lease of
Peterborough Virgin Active health club
with five yearly rent review periods
with uplifts compounded at 3% per
annum.
Fund manager, Nigel Ashfield said, “We
have a strong pipeline of long lease
property deals and turn away a large
number. There are existing commercial
ground rent properties but we now
create new ground rent structures
with property owners who are looking
to release capital for various different
reasons but are looking to have access
to the property for a very long period.
As ground rents are a relatively low
percentage of market rent, having
a ground rent can help improve the
profitability of a company.”
The TIME:Commercial Freehold
fund focuses primarily on income
by selecting carefully researched
properties and tenants with strong
covenants, which is not only a sound,
long term strategy, but timely in
current market conditions: In February
2016, The Investment Property Forum
said in its UK Consensus Forecasts
that, “Following three years of double
digit total returns, the UK property
market is now likely to demonstrate
comparatively modest performance,
almost wholly reliant upon rental
income to deliver these returns.”143
For longer term investors who are not
relying on high capital growth and
have leases which were well priced at
acquisition and are therefore giving
robust yields from dependable tenants,
this should not be too alarming.
The robustness of the fund was also
evident in the turbulent property
fund environment of the post Brexit
vote when excessive outflows forced
the suspension of trading of UK
property funds with a total value of
around £15 billion. In this period,
the TIME:Commercial Freehold
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fund reported, in its ‘Note Following
Brexit’, continued inflows and stable
underlying property values. TIME
attributed these to the fund’s defensive
Long Income qualities and the fact
that, given their Long Incomestreams,
according to independent valuers,
the underlying assets remained very
attractive. In fact, on 30 June 2016 the
fund received an uplift in value from its
independent valuers.
There is a fairly wide variation in the
amount and the structure of charges
made within property funds and
the TIME:Commercial Freehold fund
charges a typical initial fee of between
0.5% and 1%. There is also an ongoing
management charge, which includes
most other charges, of between 0.8%
and 1.25% annually, depending on the
share class. A performance fee of 20%
is also applicable when an 8% hurdle
is met.
Whilst these fees are largely in line
with the larger PAIFs, they may
be higher than the standard UK
REIT alternative. Research has not
unearthed another authorised vehicle
targeting commercial LIP which is open
to the retail sector; so the question is
whether smaller investors decide that
it is worth paying the fees for the lower
risk potential of outperformance over
the longer term.

FINAL CONCLUSIONS
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SECTOR SWOT
STRENGTHS, WEAKNESSES, OPPORTUNITIES AND THREATS

STRENGTHS

SW
O T

Commercial property is an important sector to the UK
economy
LIP is a real asset that is a diversifier to mainstream
financial markets

Long Income Property exhibits lower volatility over the
longer term than other property fund investments
Very reliable returns, secured by contractual rents and
upward only rent reviews linked to inflation or fixed

Income forms large proportion of return so less reliant
on capital value movements.
Long leases and ground rents are asset-backed and
ground rents in particular are over-collateralised
Strong recent historical performance figures

WEAKNESSES

Time consuming process to purchase new property
assets can slow down deployment of funds and thereby
weaken returns
High acquisition cost of property immediately erodes
capital compared to equities
Commercial property valuations are opinions, not reality
and can lag behind real market trends
Lack of long term historical performance data beyond
ten years
Sensitivity to property cycle and wider market/economic
conditions in terms of underlying valuations
Requires specific sector knowledge and professional
management
Liquidity and time required to sell assets

OPPORTUNITIES

THREATS

Investors exiting more volatile property investment
at a time of slowing growth and increased volatility in
the commercial property sector looking for more stable
returns

If investors exiting more volatile property investments
and entering LIP Funds are not in it for the long term, they
could create liquidity issues as soon as other investments
start to look more attractive again

Retail investors have had little opportunity until recently
to invest in Long Income Property through a specifically LIP
focused UK authorised vehicle

Swing pricing protects existing investors, but risks
increasing fund NAV volatility

Increasing popularity with businesses of sale and
leaseback

Continuing UK shortfall of commercial property supply

Continuing low interest rate environment and gilt yields
make risk/return profile of LIP appear very favourable
Growth of new commercial property sectors such as
student property and healthcare, driven by powerful
demographic and socio-economic trends
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Inexperienced managers selecting the wrong assets and/
or tenants for success - the wrong area/sector/standard/
weak covenant
Use of debt multiplying the effect of small losses and
damaging the low volatility story (although non-UCITS retail
schemes (NURS) such as PAIFs have a 10% LTV borrowing
restriction which limits this issue)
Legislative changes that increase costs, or reduce the
landlord’s control over the property/tenants

FINDINGS
ASSET CLASS ANALYSIS
Long lease commercial freeholds
reflect the UK economy, albeit to
a lesser extent than the general
property market. The long term
nature and contractually fixed
returns of long leases that cannot
be revised downwards during lease
periods remove much of the potential
downside. And ground rents’ very
long predictable income, with
significant over collateralisation, make
them very secure for a very long time.
Additionally, both of these lease types
benefit from rental growth which is
typically linked to RPI or CPI at fixed
minimum levels giving a guaranteed
rental growth and mitigation against
inflation movements.

For retail investors, those
opportunities have now expanded
to include authorised funds, with the
main goal of acquiring and exploiting
Long Income Property.
Although there are inevitably risks
such as low liquidity, skilful fund
management can go a long way to
mitigate these issues. So much so
that, those looking for reliable, long
term income, with inflation hedging
and diversification characteristics,
using a small allocation of their
balanced portfolio, may find that Long
Income Property Funds tick the right
boxes.

Together, long leases and ground
rents, provide the assets of LIP Funds
which have produced impressive
returns, comfortably outperforming
inflation and other investment and
commercial property sectors over
the longer term, with lower volatility.
Considering that the last ten-year
period includes the world economic
recession of 2007 to 2009 and its
aftermath, which was a disaster
for property values in general, this
is no small feat and bodes well for
the post Brexit vote period. The
increasing institutional take up of
funds based entirely on Long Income
Property, particularly pensions, gives
a strong indication of the low risk and
consistent returns that this strategy
has been delivering.
LIP can be a reliable income generator
with the added potential for growth,
but like any asset class, it is important
to select the right opportunities in
the right sectors and favourable
geographies, at the right time. So,
although those with sufficient financial
reach can access direct investment,
it is sensible to carefully consider
the opportunities with the help and
expertise of experienced managers.
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APPENDIX I
USEFUL RESOURCES
Association of Real Estate Funds
(AREF)

Independent Property Databank
(IPD)

A body that represents the real estate
funds industry. It reports that its full
members have a collective NAV of circa
£66 billion under management.

Producer of indexes for privatelyheld real estate portfolios, as well as
publicly-listed organisations.

WWW.AREF.ORG.UK

WWW.MSCI.COM/REAL-ESTATE

The Investment Property Forum
(IPF)

Property Industry Alliance
(PIA)

Members organisation for those
operating in the UK property
investment market, including
investment agents, fund managers,
bankers, lawyers and researchers.

Body formed of nine leading
UK property bodies giving the
commercial property sector a
stronger voice on issues such as
policy, research and best practice.

WWW.IPF.ORG.UK

WWW.PROPERTYINDUSTRYALLIANCE.ORG

CBRE

MSCI
The world’s largest commercial real
estate services and investment firm.

Independent provider of researchdriven insights and tools for
institutional investors.

WWW.CBRE.CO.UK

WWW.MSCI.COM

Royal Institute of Chartered Surveyors
(RICS)

Savills
Global real estate services provider
offering a broad range of specialist
advisory, management and
transactional services.

Professional body that accredits
professionals within the land,
property and construction sectors
worldwide.

WWW.RICS.ORG/UK
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WWW.SAVILLS.CO.UK
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CPD AND FEEDBACK
NEXT STEPS AFTER READING

CLAIM
YOUR CPD
Intelligent Partnership has
achieved accredited status for
AiR from the CISI, CII and PFS.
Members of these professional
organisations represent the majority of the insurance, investment
and financial services industry.
Readers of the industry report
can claim one CPD hour towards
their CISI, CII or PFS member CPD
scheme for each hour spent on
the report. The CPD hours claimed
should reflect the length of time
spent studying the material.
The review process included an
assessment of the technical accuracy
and quality of the material against
CPD Accreditation standards. Achieving the recognised industry standard
afforded by these organisations for
this report, and our training, demonstrates our commitment to delivering only balanced, informative and
high quality content to the financial
services and investment community.
In order to obtain CPD and meet
accreditation standards, readers must
complete a short questionnaire and
provide feedback on the report. This
includes 12 multiple choice questions
to demonstrate learning and a feedback form to assist in the compilation
and improvement of future reports.

PROVIDE
FEEDBACK
Intelligent Partnership actively
welcomes feedback, thoughts
and comments to help shape
the development of this industry
report, with a particular interest
in the topics readers would like
to be covered in more detail in
interim and future annual reports.
This report is produced on an annual
basis and is compiled through the
conducting of research and surveys
with providers, promoters and
practitioners within the alternative
investment industry. Greater
participation, transparency and
fuller disclosure from industry
participants should help foster best
practice and drive out poor practice.
Feedback can be given on the website
or via email:
Intelligent-partnership.com/feedback
Reports@intelligent-partnership.com
Participation and feedback are
gratefully received.

To claim CPD please visit:
Intelligent-partnership.com/cpd

www.intelligent-partnership.com
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DISCLAIMER

PUBLICATION

This report is provided for general
information purposes and for use
only by investment professionals
and not by retail investors.

The information has been compiled
from credible sources believed
to be reliable, however it has not
been verified and its accuracy and
completeness are not guaranteed.

Reliance should not be placed on the
information, forecasts and opinions set
out herein for any investment purposes
and Intelligent Partnership will not accept
any liability arising from such use.
Intelligent Partnership is not authorised
and regulated by the Financial Conduct
Authority and does not give advice,
information or promote itself to
individual retail investors.

The opinions expressed are those of
Intelligent Partnership at the date of
publication and are subject to change
without notice.
No part of this publication may
be reproduced in whole or in part
without the written permission
of Intelligent Partnership.

“Large institutions are clearly content that Long Income
Property Funds meet their due diligence requirements
and stable income strategies as, in spite of the increasing
popularity of the sector, creating more deal flow competition,
increasing amounts have been re-directed to this sector
recently.” – Guy Tolhurst, Intelligent Partnership

Intelligent Partnership
Halford Chambers
1-3 Halford Road
Richmond
TW10 6AW
Company Registration No. 06442114
Company Registered in England & Wales

