
A Tale of Two Markets
“It was the best of times, it was the worst of times…”

— A Tale of Two Cities

David Skinner – Investment Strategy and Research Director, Real Estate
4th November 2009



The Best of Times - Investment Markets
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The yield cycle has turned 

Following two years of relentless increases, 
yield cycle turned over course of Q3

On much increased investor demand for 
real estate assets

Turnaround has been most pronounced for 
prime assets

UK Capital Value Profile from Oct-89 and Jun-07
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Yield Cycle Has Turned

IPD Monthly Index, Equivalent Yield, All Property, %  
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Investment market rally driven by………

Rapid adjustment of real estate pricing:
Relative to previous cycles
In an international context

In foreign currency terms 
Versus other markets

IPD Capital Values: % change in 2008

-40 -30 -20 -10 0 10

South Africa
NZ

Switzerland
Finland

Belgium
Germany

Austria
Netherlands

Denmark
Korea

Canada
Poland

Italy
Portugal
Australia

Japan
CEE

France
Spain

Sweden
Norway

US
UK

Ireland

% change in capital value 

Source: IPD 

'87 '89 '91 '93 '95 '97 '99 '01 '03 '05 '07 '09
80

100

120

140

160

180

200

220

240

260

Source: Factset, Sep-09

Capital Values have declined by well over 50% in Euro terms

IPD Monthly Index, All Property Capital Values (Indexed)  
IPD Monthly Index All Property Capital Values in Euros (Indexed)  
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Investment market rally driven by………

Declining attractiveness of low-risk 
alternatives:

Cash returns at close to record lows

Gilt yields being manipulated (lower) by BoE
Exit strategy implies upward pressure on 
gilt yields '80 '82 '84 '86 '88 '90 '92 '94 '96 '98 '00 '02 '04 '06 '08
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Base Rate and Libor Rate at Record Lows

Bank of England Base Rate %  
3-Month Sterling Interbank Rate % (Libor)  
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Gilt Yields at Post-War Lows
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Investment market rally driven by………

Declining attractiveness of higher-risk 
alternatives:

Strongest global equity rally in post-war period
All-Share up over 50% since March 
Driven by P/E expansion – not earnings

Credit spreads have moved in sharply

Corporate Bond Spreads Have Rallied
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Equity Rally Driven by P/E Expansion

FTSE All-Share Index, P/E Ratio  
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Investment market rally driven by………

Avoidance of Great Depression II:
Massive policy response
Growing confidence in (sluggish) 
recovery

And more liquid forms of real estate 
investment turned in March also:

REITs have rallied by almost 100% 
Derivative pricing has rallied gradually

IPD UK All Property Derivatives Contract Pricing
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REIT pricing bottomed in March

FTSE All-Share Real Estate Sector Price Index
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Best ever value?

Adds up to best-ever value in direct market?
Yield gap over gilts and cash widest on 
record

Real estate market rally is largely just catching 
up with rally in other risk and real estate assets?

Source: IPD; Aviva Investors  October 2009

Prime yield rally probably lagging other risk assets
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The best of times returning? 

Value changes (Aviva Investors managed monthly valued OEFs)
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Conclusion…..yields likely to rally further

Significant room for real estate yields to rally

Supportive conditions look set to remain in place well into next year
Monetary policy to be gradually tightened

Key risk – the response of banks to breaches of ICRs

And occupier markets…………



The Worst of Times - Occupier Markets
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Rental decline well under way

IPD ERVs have fallen c10% so far

But gauging level of ERV very difficult in this 
environment

Some very soft deals being done by landlords & 
developers:

Oversupply in some parts of market – e.g. 
City offices, distribution sheds, shopping 
centres
Empty rates a big driver

Incentives taking much of the strain currently

But plenty of time for ERVs to respond further 

Source: IPD Monthly Index September 2009

UK Rental Profile From Jan 1991 and May 2008
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Extended period of economic weakness expected

Recovery from this recession widely 
expected to be muted

Policy must be reversed at some point
Fiscal constraints probably most binding
Monetary policy to tighten gradually

IMF study found that synchronised & 
financial-crisis driven recessions tend:

To be unusually severe and long-lasting
To give way to weak recovery

Economic growth expected to average 2% 
over next 5 years, significantly below “trend”
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Rents still a long way from recovery phase

Economic weakness typically feeds through to 
occupier market with a lag:

In early ’90s, rents declined for three years 
after GDP turned

… and only now are we emerging from the 
deepest recession since WWII

We expect further c15% ERV decline over next 
1-2 years

Upward-only reviews provide protection to 
income

ERVs expected to fall 22% peak to trough, 
but income decline limited to 8%

Voids as % Income
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Conclusion…..rents likely to fall a lot further

Economic recovery does not yet mean 
rental recovery

Economic recovery likely to be weak

Oversupply and empty rates considerable 
issues

Further ERV declines likely

Some sectors more defensive

Source: IPD; Aviva Investors October 2009

Average IPD Sector Unexpired Lease Term (Years)
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Return Outlook



Yield cycle to dominate rental cycle in near term

Strong total returns driven by income componentStrong total returns driven by income component

All-Property Total Returns 2010-14 (% p.a.)
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Yield rally to drive strong returns in near term

Policy tightening and occupier weakness to 
take wind out of sails - returns to ease

Returns to pick up again with occupier 
market recovery in 2011/12

Attractive returns anticipated over the next 
five years, but 

Significant income risk in occupier 
markets
Response of banks to ICR breaches can 
still destabilise recovery



Focus on good quality assets, cautious on secondaryFocus on good quality assets, cautious on secondary

Aviva Investors strategic preferences…

Where we see value:
Good quality assets: 

location
building quality
covenant strength
lease length

Sector preferences:
Open A1 retail warehouses
High street shops in top locations
West End/Mid Town offices
Other e.g. Hotels, Healthcare, 
Leisure

Deal led opportunities

Where we are more cautious:
Secondary investments
Substantially over rented properties
Assets with high voids
Over-rented Central London offices
Shopping centres
Single occupier assets (except 
supermarkets)
Speculative development


