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PROpERTY PANEL

JOHNSTON: The Investment Property Databank (IPD) has 
suggested we should be cautious in using derivatives prices 
as a real-time guide to property values.  Do you think that, 
interpreted with the right degree of caution, they provide any 
useful information?

GRIGSON: To give clients a balanced view of  both 
sentiment and activity in the UK market over the past 18 
months, we have been making use of  a number of  different 
sources of  pricing information (valuation, forecasts, 
sentiment surveys, market reports et al). This means that 
clients have been able to see first hand the significant 
variation in pricing and opinion that has permeated the 
commercial property marketplace.

All measures are useful, but inevitably all of them have 
some limitations. While the market for commercial property 
derivatives is likely to overstate the peak to trough figure at 
some point, their price movement generates information that 
a prudent investor should not ignore, although as a relatively 
new market, the clients are wise to show caution in their use 
of that information.

YEOMANS: IPD is right to advise caution. Derivatives 
are not based on real market transactions, so they give no 
indication of  current property values. Rather, they are one of  
several useful indicators of  market sentiment about future 
performance prospects of  the asset class.

The IPD’s implied total returns from current derivative 
pricing are –20% for 2009, -0.5% for 2010 with recovery 
in 2011 at +10%. We believe this is moderately pessimistic 
because the IPD Monthly Index is now starting to show 
signs of modest improvement. But the other indicators also 
remain heavily weighted against property. The share prices 
of property companies remain extremely depressed and 
well-known real estate investment trusts (REITs) have had to 
discount their recent rights issues heavily.

ELLIS: We would echo IPD’s cautious approach to reading 
too much into derivatives pricing. While the derivatives 
market is a useful development for many real estate 
investors, it is important to note that it is a relatively new 
market whose investor base does not necessarily replicate 
that of  the direct property market and that liquidity can drop 
off  further out on the curve. For these reasons, among others, 
we think caution should be applied when reading across from 
the derivatives market to the direct market and, though the 
derivatives market has recently appeared a better forecaster 
than most others of  the extent of  decline in the direct market, 
it is untested over a full cycle as an unbiased estimate of  
direct market prospects. 

MARTIN: Despite the growth in notional value traded in 
recent years, the commercial property derivatives market 
still has some way to go before pricing can be interpreted 
as a pure expression of  market expectations of  returns; 
variations in supply and demand and concerns over liquidity 
still play a very significant role. That said, pricing does 

provide a barometer of  market sentiment and, alongside a 
number of  other indicators such as REIT pricing, investor 
surveys etc., does provide some useful insight into the 
evolution of  market sentiment and potential turning points.

JOHNSTON: It is usually right to be sceptical about walls of 
money from abroad, but do you see any evidence of increased 
interest in UK property from foreign investors as a result of 
sterling’s depreciation?
GRIGSON: One of  the reasons investors from overseas are 
attracted to the UK as an investment destination is its long 
term macroeconomic and political stability.  While the global 
downturn has dented this perception to a small extent, we do 
not believe that the impact will prevent the return of  overseas 
investors to the UK.

Recent contact with both existing and potential investors 
from overseas suggests that interest in the UK has been 
generated primarily because of the rapid price adjustment 
that has taken place over the past 18 months, with the 
currency shift being a bonus, rather than the catalyst.

YEOMANS: UK property is traditionally popular with 
overseas investors who like our longer leases. Lower values 
and generous yields mean UK property is attractive enough 
already but today’s currency exchange rates are making it 
well-nigh irresistible. A property that cost £100m in 2007 
might be valued at £75m today. Adding sterling’s decline to 
the equation means that a buyer paying with dollars or euros 
would spend the equivalent of  only around £50m.  

Research by CB Richard Ellis for Property Week magazine 
last month revealed that, despite the international economic 
crisis, there is still 180bn (£165bn) available to spend on 
real estate. The report identifies three principal sources. 
Sovereign wealth funds are now recovering from the sharp 
fall in oil prices. German open-ended funds, which suffered 
massive withdrawals when their government guaranteed 
bank deposits, are now enjoying net inflows of capital. Most 
significant, however are the institutional investors who are 
sitting on large war chests, which they will open when they 
judge the time is right. We believe that time is getting ever 
closer.

ELLIS: While at the margin the decline in sterling should add 
to the UK’s attractiveness, it is difficult to isolate its impact 
against a background of  generally declining investment 
activity by overseas investors – though several recent buyers 
have cited the decline in sterling as an added reason to look 
at the UK. Other factors – much improved value and the UK’s 
attractive leases primarily – will probably be more important 
in driving the stabilisation of  the commercial market than 
weaker sterling, as the income streams from UK property 
will also have declined in foreign currency terms. Where the 
decline in sterling may have greater impact is for buying 
strategies less focused on income generation; the high-end 
London residential market, for example, is a prime candidate.
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