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Glossary of Terms Used 

Note: Some of the following terms cannot be accurately defined by a brief 
summary only; in these cases, a fuller description is given in the text. 

All risks yield The yield used to capitalise rent when valuing property by the 
Years Purchase method, being the rental income yield on rack-rented or fixed-
income freeholds and the equivalent yield on reversionary freeholds. 
Annuity An annual income received for life, or for some shorter period. 
Bear A speculator who acts on an expectation of falling share prices, or 
anyone who expects investment prices to fall. 
Bear market A market in which investment prices are falling. 
Beta (13) A measure of a share's market risk; its volatility to the market as a 
whole. 
Blue chips The equity shares of large reliable companies. 
Bond Interest-bearing debt stock. Also an investment unit backing a unit-
linked life assurance policy. 
Bull A speculator who acts on the expectation of rising share prices, or 
anyone who expects investment prices to rise. 
Bull market A market in which investment prices are rising. 
CAPM Capital asset pricing model. 
CBI Confederation of British Industry; an organisation of company 
employers. 
CCC Competition and credit control agreement. 
cm Capital gains tax - a tax levied when investment gains are realised. 
Collateral Assets which are pledged as security for a loan. 
Convertible A stock which gives the holder an option to convert into 
another stock, usually equity shares. 
Corporation tax A tax charged on company profits in the UK. 
Cost push inflation Inflation caused primarily by rising factor costs. 
Coupon The nominal rate of interest paid on a fixed-interest stock. 
Covenant The terms of a lease contract which help to determine the quality 
of a property investment. 
Cover The amount of assets or income available to pay the capital or 
income due to an investor. 

xi 



xii Glossary of Terms Used 

DCF Discounted cash flow. 
Debenture A corporate fixed-interest bond. 
Demand pull inflation Inflation caused primarily by excessive demand for 
goods and services. 
Discount rate The rate of return which reduces the sum of an investment's 
future income flow to its present value or price. 
Dividend The income periodically received by investors in shares. 
Dividend yield The annual dividend per share, grossed up for tax and 
expressed as a decimal (or percentage) of the share's price. 
DIY DO-it-yourself (home improvements). 
DLT Development land tax - a UK tax on the development value of land; 
discontinued. 
Earnings The net profits of a company available for distribution to ordinary 
shareholders. 
EC European Community. 
EEC European Economic Community. 
Efficient market A market in which prices fully reflect information affecting 
the worth of investments. 
EMT Efficient market theory. 
Equated yield The IRR - or total return per annum - from a property 
investment. 
Equity shares Ordinary shares issued by companies. 
Equivalent yield The total annual return ORR) to be received from a rever-
sionary investment over the period to reversion, assuming no change in the 
property's rental value or market yield. 
Freehold The highest form of land tenure under the Crown in England. 
FRt A lease under which the lessee is responsible for all repairs and 
insurance. 
GOP Gross domestic product. 
Gearing Financial leverage. The relationship of debt and possibly other fixed 
liabilities to total capital employed (but see Chapter 2 for distinction between 
capital and income gearing). 
Gilts Gilt-edged securities. Bonds issued by the British government. 
Gross fund An institution exempt from tax, e.g., pension funds and chari-
table trusts. 
Ground rent A rent paid under a lease of urban land, i.e. excluding build-
ings. 



Glossary ofTerms Used xiii 

Head rent The rent paid by a head tenant to his landlord. 
Head tenant The tenant under the head lease granted by the freeholder. 
Income yield An investment's annual income, expressed as a decimal (or 
percentage> of the investment's current market price. 
Index-linked gilts Government bonds on which the interest payments and 
redemption value are linked to the Retail Price Index (RPI). 
Investment dollar premium The percentage by which investment currency 
exceeded the spot price of foreign currency when the exchange control 
regulations were in force. 
IRR Internal rate of return - a true measure of total investment return. The 
discount rate at which an investment's NPV is zero. 
Lessee A tenant under a lease. 
Lessor A person who grants a lease, a landlord. 
UBOR london inter-bank offered rate. 
Liquid assets Assets which can be quickly converted into cash. 
LOB location of Offices Bureau. 
M3 A statistical measure of money supply which includes notes and coins, 
and bank current accounts and deposit accounts. 
Market risk Risk that results from trends in market prices and which cannot 
be avoided by diversification. 
Market yield The rental yield of a property if let at its rental value. The all-
risks yield. 
MLR Minimum lending rate. 
Money market The market in short-term deposits. 
Moratorium An agreed postponement of the payment of interest or repay-
ment of debt capital. 
Mortgage A loan secured on property. 
Mortgagee The party which lends money by mortgage. 
Mortgagor The party which borrows money by mortgaging his property. 
MPT Modern portfolio theory. 
Normal profit A minimum profit sufficient to induce a firm to undertake 
business activity. 
NPV Net present value - the discounted value of future cash inflows, less 
present and discounted costs. 
ODP Office development permit. 
OPEC Organisation of Petroleum Exporting Countries. 



xiv Glossary of Terms Used 

Opportunity cost of capital The expected return available from investments 
comparable with the one under consideration. A return foregone by making 
an investment 
Outgoings Recurrent annual expenses faced by a property investor, e.g., on 
repairs, insurance and management 
Par value The nominal value of a stock. 
PEP Personal equity plan. A scheme enabling private investors in Britain to 
avoid taxation on a limited portfolio of shares. 
Peppercorn rent A very small or negligible rent. 
PE ratio The ratio of price to earnings per share. 
Perfect market A market satisfying the notional concepts of perfect com-
petition. 
Prelet A property for which a lease is arranged before the development is 
completed. 
Profit rent The difference between the net rent received by a head tenant 
and the head rent paid to his landlord. 
Property bond An investment unit based on property, the performance of 
which determines the benefits paid out under a unit-linked life assurance 
scheme. 
PSBR Public sector borrowing requirement - the capital which the govern-
ment must borrow in order to finance the budget deficit. 
Rack rent A property's rental value. 
Rates A tax charged annually on the occupier of property in the UK, and 
based on the property's rental value. 
Real return Return after adjusting for inflation. 
Redemption yield The IRR to be received from a dated bond if held to 
maturity. 
Rental value The annual rent that would tend to be paid for the right to 
occupy a property if offered to let on the open market 
Rental yield The yield on property, as distinct from the dividend yield on 
shares and the interest yield on bonds. 
Retained earnings Equity earnings which are not distributed as dividends to 
shareholders. 
Reversion The date at which the rent received by a property investor is 
reviewed, normally to rental value. 
Reversionary property An investment in which the current rent received is 
significantly different from rental value and in which a rent review is due 
within a reasonable time. 



Glossary 01 Terms Used xv 

RICS Royal Institution of Chartered Surveyors. 
Rights issues An issue of new shares offered for sale to existing shareholders. 
RPI Retail price index. 
Sale and leaseback The sale of a freehold or long-leasehold investment, on 
condition that the vendor becomes the tenant. 
Scrip issue Bonus issue - an issue of new shares to existing shareholders at 
nil cost. 
Sensitivity analysis The analysis of the impact on the profitability of a 
development project of changes in the cost of determinant variables. 
Sinking fund A fund established to accumulate to the sum necessary at a 
future date to repay debt or replace loss suffered by depreciation, especially to 
replace the value of a leasehold investment at the termination of a lease. 
Specific risk Risk that can be avoided by diversification. 
Sub-rent The rent paid by a sub-tenant to a head tenant. 
Sub-tenant The lessee under a sub-lease granted by a head tenant. 
Systematic risk Another name for market risk. 
Target IRR The expected total return required by investors from an invest-
ment. 
Treasury bill A short-term non-interest-bearing security issued by the gov-
ernment. 
UBR Uniform business rate. A tax charged annually on the occupier of 
business property in England and Wales. 
Uplift The capital gain deriving purely from the passage of time to reversion. 
USM Unlisted Securities Market. 
Years purchase The multiple by which the capital value of a property 
investment exceeds the net rent, which on a rack-rented property is the 
reciprocal of the rental income yield. 
Yield to reversion An alternative name for the eqUivalent yield. 



Preface 

Aims of the book 

The essential purpose of this book is to explain the determination of the value 
of business property and its performance as an investment. It is a book about 
the economics of the commercial property investment market placed in the 
context of the loca~ regiona~ national and international economies. It identi-
fies relevant principles and concepts of economics, finance and investment, 
and uses them to explain property pricing and the operation of the property 
market. Although arguments are explained and developed in a practical 
market context, the book concentrates on principles and underlying forces 
determining value rather than on providing a comprehensive description of 
the market. The emphasis is on the immutable rather than the current, and on 
answering the question why? rather than what? 

The book explains how property values are determined by the market, not 
how values are assessed by the valuer, though it contains many implications 
for valuation practice. It explains the operation of the price mechanism in the 
property market, but makes few judgements on the market's efficiency or 
about the justification for planning or government intervention. The book 
provides no solution to the problems of the urban economy, nor does it set 
out to explain patterns of urban land use, though incidentally containing 
much of relevance to these subjects. 

The book is written primarily as a student textbook, and is intended to 
bridge the gap between 'pure' economics and property market studies such 
as valuation, development, investment and management. It is particularly 
appropriate for degree courses in estate management and land economics 
which lead to membership of the Royal Institution of Chartered Surveyors. 
However, it is also intended for experienced property practitioners, and will 
provide students and practitioners of architecture and town planning with a 
detailed insight into the operation of the property market. The analysis is also 
relevant to urban economists and to investment analysts specialising in the 
property sector. 

While fulfilling the needs of students and practitioners, the book also 
extends the boundaries of existing property market theory. In many subject 
disciplines these functions might conflict, but the theory of property market 
behaviour is relatively underdeveloped, and there is scope for presenting 
advanced material alongside the elementary without confUSing the reader. 

Although it is assumed that the reader has some elementary knowledge of 
economics, algebra and discounted cash flow (DCF), the principal theories 
and concepts are explained from first principles. Mathematics and complex 
graphics have been restricted to the minimum as, too frequently, they tend to 

xvi 



Preface xvii 

obscure the argument rather than enlighten the reader. However, some 
passages may not be easy for those studying the subject for the first time, 
and when difficulty is encountered it is frequently best to read on and return 
later to the troublesome section. The reader should be prepared to read 
certain passages two or three times. The book follows a logical sequence and 
is intended to be read sequentially, however, most chapters and Parts should 
be comprehensible if read independently. 

Second edition 

The sequence and structure of the first edition have been retained, and the 
number of chapters and most of their titles are the same. However, the text 
has been reappraised, updated and amended to improve clarity and read-
ability. Development of the theory of the determination of yields and rental 
values has necessitated the rewriting of certain chapters in Parts II and III, 
'bullet point' summaries have been extended to all Parts, and the last chapter 
is new. 

The new edition has been written near the bottom of perhaps the worst-
ever property market slump in Britain. With a cyclical market, it is inevitable 
that fluctuating interest rates and yields can quickly outdate examples and 
illustrations. So, rather than adopting the unprecedently high yields current at 
the time of writing, examples have been based on yields in more stable times. 

The first edition evolved from my lectures and tutorials to the B5c in Land 
Economics students at Paisley College over 1972-83, and this second edition 
owes much to the stimulus gained from subsequent teaching at City Uni-
versity and the University of Paisley. I apologise for any errors or passages 
which are confusing or turgid, and invite criticism from the reader. 
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1 Introduction 

Property in the economy 

Theodore Roosevelt is reputed to have said that 'buying real estate is not only 
the best way, the quickest way and the safest way, but the only way to 
become wealthy'. Certainly land and property seem the very epitome of 
financial security. The value of property is much more stable than shares 
whose prices are subject to the regular antics of the stock market, and it has 
proved more enduring than government bonds, some of which have lost 
more than 98% of their real value in the post-war period. Arguably, property 
is the most secure of all marketable investments. Yet within the last twenty 
years the hub of the UK property market in central london has lurched into 
two monumental booms and crashes. Both cycles have featured deregulation 
of the financial markets, enormous surges in bank lending to property, relaxa-
tion of planning controls, unsustainable economic activity, escalation of 
interest rates, a plunge into recession, widespread company failures and the 
downfall of the two prime ministers responsible. 

The experience is not unique to Britain. like London, the property markets 
of New York and Tokyo have also recently experienced boomlbust cycles. It is 
not just a coincidence that these cycles have occurred simultaneously, nor 
that they have been located in the three main financial centres of the world. 
Rather, it is proof that in capitalist economies, property markets (like stock 
markets) are innately prone to cyclical fluctuation, and with the globalisation 
of the financial system, trends in the world's major economies tend to be 
synchronised. 

Property values can be influenced by events which may seem remote and 
irrelevant. The 1974 property crash was precipitated by the outbreak of the 
Arab-lsraeli war, and the recent property cycle had its origins in such diverse 
events as the abolition of exchange controls, the micro-electronic revolution, 
the third world debt crisis and deregulation of the stock market. Thus the 
cycle was founded upon political decisions, technological change and eco-
nomic events, none of which has any obvious link with the property market. 
Property values are affected by such events because property is an integral 
part of the nation's economy, and anything which has implications for the 
economy will have implications for property. 

What, then, is the relationship of property to the national economy, and 
how could the recent property cycle have originated from such remote and 
diverse events as the four listed above? This question is addressed throughout 
the book, but we can make a start here by identifying two of property's 
functions. Business property, e.g., shops, offices, factories and farms, is both a 
factor of production and an investment, and its value reflects both functions. 

1 



2 Principles of Property Investment and Pricing 

The capital value of a let property is some multiple of {perhaps ten or even 
twenty times} the annual rent paid by the tenant. The rent is determined by 
the property's value for business purposes and the multiple {years purchase} 
reflects the value of that rent to the investor. 

The level of rents is determined in the letting sector of the property market 
by demand from tenants to occupy property, and capital prices of let property 
are determined by demand from investors in the investment sector. The level 
of rents and capital prices are also determined by the supply of properties 
produced in the development sector of the market. Thus we have three 
principal market sectors, but we also have an infinite number of sub-sectors 
according to a property's use-type, location, size, quality, etc. The UK property 
market is merely the amalgam of an infinite number of sub-markets, e.g., the 
prime office-investment market in the City of London, or the secondary shop-
letting market in central Manchester. Both of these could be further sub-
divided according to precise location, building size and quality. Rental and 
capital values are fixed by the forces of demand and supply in each 
sub-market, these forces being determined by local economic conditions 
which, in turn, are influenced by the regional, national and international 
economies. 

We will now tentatively explain the relationship between the recent 
property cycle and the four events listed above. First, by changing the 
internal design and structure of office buildings best suited to the widespread 
use of computers, the micro-electronic revolution hastened the obsolescence 
of existing offices and created a need for modern buildings, thereby promot-
ing a huge increase in office redevelopment. Second, the value of modern 
offices and the development boom was reinforced by the impact of dereg-
ulation of the stock market (Big Bang), which resulted in an increase in both 
the unit size and amount of f100rspace demanded by firms in the financial 
services industry in the City of London. Third, the third world debt crisis in the 
early 1980s forced international banks to seek new outlets for their lending, 
which resulted in an enormous increase in lending to the property industry. 

The fourth cause of the recent property cycle listed above was the aboli-
tion of exchange controls. This meant that money could flow freely in and out 
of Britain {and most other major world economies}, thereby exacerbating the 
problems of monetary control. Together with the deregulation of building 
societies and banks, this led to a huge rise in borrowing by UK households, 
an unsustainable economic boom and a parallel boom in property values as 
the floors pace needs of businesses expanded. The abolition of exchange 
controls was also a factor leading to a decline in property investment by life 
assurance and pension funds in favour of overseas investments, so that 
property companies' development projects had to be financed by banks, 
and could not be sold on completion. This left many property companies 
inadequately financed, inherently unstable and highly vulnerable to bank-
ruptcy when the economy sank into recession and property values started. 
to tumble. The effect of forced sales and lack of investment demand has 
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resulted in the real value of property arguably falling to its lowest level in living 
memory. 

Thus, the four events crucially affected the letting, investment and devel-
opment sectors of the London office market, leading to a huge fluctuation in 
value. But does that matter? The answer must be yes, because the property 
market and the economy are interdependent. It is not just a matter of the 
property market being affected by the economy, but the health of the 
property market affects the economy and the wealth of the nation. 

First, the property market provides the accommodation in which business 
activity takes place, and the cost and quality of that accommodation will 
affect the efficiency and profitability of business. Second, commercial 
property as an investment is a medium by which all sections of the popula-
tion hold wealth, principally through life assurance and pension funds. The 
total value of property investments in the UK probably approaches 
£100 billion, compared with some £400 billion of UK equity shares and 
£150 billion worth of British government bonds. Additionally, property held 
purely for business purposes may be worth a further £135 billion.1 Third, 
property is the collateral on which a large proportion of corporate borrowing 
is secured. Borrowing is important for the creation of wealth, and a healthy 
economy needs a strong banking and financial system. However, by 'unco-
vering' much corporate debt, the slump in property values in 1974 caused the 
failure of many banks and threatened the foundations of the UK financial 
system, whose collapse would have had incalculable consequences for the 
economy as a whole. The property market and the national economy are 
intimately interdependent. 

Structure of the book 

The principal objectives of this book are to explain the nature and character-
istics of property investments, the determination of property values and its 
investment performance. As property values are determined in the invest-
ment, letting and development sectors of the market, each of these sectors 
requires a separate analysis. However, before we can analyse property as an 
investment, it is important to identify relevant principles and concepts of 
investment pricing. Thus Part I consists of a study of stock market invest-
ments because, (a) these share many of the same characteristics as property 
investments, and (b) with the stock market being much more 'perfect' than 
the property market, reliable evidence of prices and yields is available and 
fundamental principles can readily be identified. 

A study of stocks and shares is also important because they are the 
principal alternative investments to property for the investing institutions 
which dominate the UK investment market. Trends in property investment 
cannot be fully understood without an appreciation of the relative merits of 
these alternatives. Part I provides an understanding of the wider investment 
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market of which the property market is a part, it explains the interrelationship 
between the investment market and trends in the national economy, and 
provides a historical perspective. 

In Part II the characteristics of property investments and the property 
market are investigated, the principles of investment pricing identified in Part 
I are related to property, and a simple model of property pricing is developed. 
In Part III, the letting sector of the property market is investigated and the 
determination of rental values explained. In Part IV the determination of site 
values and development activity is analysed and methods of development 
finance explained. In Part V the functions and activities of property investors 
are analysed and the investment value of property explained. 

The property pricing theory is developed largely on the assumption that 
the market is free from government interference, so this assumption is 
dropped in Part VI, and the impact of public sector intervention is examined. 
Finally, in Part VII, the theory of property pricing is synthesised by examining 
the interrelationship of the property market and the UK economy during 
three of property's most turbulent periods since 1945. 

Price and value 

Except where the term 'value' is used to indicate the worth of an investment 
to an individual investor; the terms 'price' and 'value' as used in the book are 
deemed to be market determined and are interchangeable. 

The word 'price' is normally used when referring to stock market securities, 
whereas 'value' is traditionally used in the case of property. Price is the sum of 
money paid over when a good is sold, whereas value is an estimate of the 
price that would be paid if a sale had taken place. It is usual to talk about the 
changing price of stock market securities because there are usually millions of 
identical stocks issued by anyone company and, as sales take place daily, 
there is constant evidence of prices paid. But each property is unique and 
tends to be sold infrequently, and it is impossible to be precise about the price 
that it would achieve if sold on the market. It is therefore, traditional to talk 
about property values, being estimates of prices which would be obtained if 
the properties were sold. Nevertheless, the terms are interchangeable, and it is 
common to talk about house prices rather than house values. 
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2 Debt and Equity - Risks and 
Returns 

By way of introduction to the identity and characteristics of the principal 
investments we shall employ one or two examples, first in the context of 
housing then in business finance. 

Housing finance 

Example 2.1 

Assume that an investor with £100 000 to invest has the following three 
alternatives: 

(A) To deposit the money in a building society. 
(8) To purchase a house for £100 000. 
(0 To purchase a house for £400000, using his £100 000 plus £300 000 

borrowed from a building society. 

Taking account of changing house prices and interest receipts or payments, 
but ignoring the value of the occupation benefit in (b) and (d, which of these 
three investments is likely to prove the most profitable in the future? 

The answer depends, of course, on the level of interest rates and the 
movement of house prices, both of which can vary substantially under 
changing economic conditions. However, to predict the future we must 
examine the past, and we can gain a good insight into past experience by 
investigating the five-year period 1975-80. Over this period prices in general 
doubled (as measured by the Retail Price Index - RPO and average house 
prices also doubled. With the building SOCiety interest rate for deposits 
averaging, say 7.5% per annum (net) and the mortgage rate 7.75% per 
annum (net of tax relief at the standard rate), the crude returns from the 
three alternatives can be calculated as follows. (Note that the figures in the 
calculation below are one-tenth of those in the question above in order to 
make them more consistent with the level of house prices in the 1970s.) 

7 
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Investment A 

Value of investment in 1975 
Compound interest at 7.5% p.a over 5 years 

Value of investment in 1980 
(assuming income reinvested) 

(£) 

10000 
4356 

14356 

But as the purchasing power of money halved over the period 

Real value of investment in 1980 (1975 prices) 

So, total return in money (nominal) terms 
Total return in real (inflation adjusted) terms 

Investment B 

Value of house in 1975 

Value of house in 1980 
Real value of investment in 1980 (1975 prices) 

Total return in money terms 
Total return in real terms 

7178 

43.6% 
-28.2% 

(£) 

10000 

20000 

10000 

100% 
0% 

As house prices rose at the same rate as prices in general, the rise in the 
money value of the investment was exactly offset by the fall in the purchas-
ing power of money. 

Investment C 
(£) (£) (£) 

Value of house in 1975 40000 
Mortgage debt 30000 

Net value of investment (1975) 10000 

Value of house in 1980 80000 
Original mortgage debt 30000 
Compound interest at 7.75% p.a 13572 

Mortgage debt (1980) 43572 

Net value of investment (1980) 36428 

Real value of investment (1980) 
(at 1975 prices) 18214 

Total return in money terms 264.3% 
Total return in real terms 82.1% 
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Note: In the cause of simplicity, and in order to obtain comparability with in-
vestment A, it has been assumed that instead of regular interest payments, 
the borrower in C was provided with 'roll up' facilities, i.e. his debt was allowed 
to accumulate at the mortgage interest rate (compounded over the five years). 

The profitability of the three investments has proved dramatically different. In 
a relatively brief period one investment lost over a quarter of its real value, the 
second exactly maintained its real value, and the third gained over 80% in 
real terms. If we had ascribed some value to the occupation benefit received 
from the two house investments Band C, then the relative un profitability of A 
would have been even more pronounced. 

Essentially it was inflation which caused this outcome, by: 

(a) reducing the real value of debt and savings, and 
(b) raising the monetary value of houses. 

Inflation is simply the phenomenon of generally rising prices of goods and 
services, and conversely the fall in the purchasing power of money. So A 
performed badly because the investment was in money, B maintained its 
real value because the investment was in a durable asset whose money 
value rose with inflation, but C was even more successful because it gained 
from both (a) and (b) - the rise in the money value of the house and the fall in 
the real value of borrowed money. It was unprofitable to invest in money 
during these conditions, but profitable to borrow it. 

However, inflation alone is not enough to explain the relative profitability of 
the three investments. We must also consider the level of interest rates. If the 
interest rate offered to the investor in A and paid by the borrower in Chad 
exceeded the annual rate of inflation, then the relative profitability of A and C 
would have been reversed, despite the rise in the money value of the house 
and the fall in the real value of money. So the outcome derives from a 
combination of inflation and relatively low interest rates, or simply the phe-
nomenon of negative real interest rates, i.e. interest rates below the rate of 
inflation. If a depositor is receiving an interest rate of 7.5% over a year during 
which prices rise by 20%, then his return is approximately -12.5%. He gains 
7.5%, but loses 20%. His real return is negative. The real cost of borrowing 
under such conditions is also negative. 

Until 1981, negative real interest rates predominated in the UK economy in 
the post-war period, especially after taking account of taxation of interest 
received by investors or taxation relief on interest payments made by bor-
rowers. This phenomenon resulted in a massive transfer of wealth from savers 
to borrowers, particularly in the 1970s. The large real gains made by house 
buyers were made at the expense of the depositors who provided the 
mortgage capital. 

Clearly, the depositor suffered a raw deal in these circumstances. One 
might have expected that the level of cash deposits would have declined as 
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savers switched to spending on durable goods whose value could be 
expected to rise with inflation. To some extent they did, but (apart from the 
benefits of security and liquidity) the reason why many savers continued to 
deposit their money at negative real returns is probably because they were 
largely unaware of their losses; they suffered from 'money illusion'. Wealth is 
normally measured in money terms, and they saw their money wealth 
accumulating. Whilst they must have been aware of inflation, they did not 
appreciate the extent of its impact. 

The above example has illustrated the main way - in fact, for many people 
the only way - to the accumulation of significant personal wealth in the post-
war period in the UK. A realisation of the profitability of not just house 
ownership per se, but of maximising building society mortgage borrowing, 
has caused people to regard a house as an investment, rather than simply a 
place to live. However, housing's success as an investment has derived not 
only from its qualities as an inflation 'hedge' and the phenomenon of negative 
real interest rates, but from a number of other relatively unique characteristics 
which single it out from most other investments. House ownership avoids the 
payment of rent, no capital gains tax (CCn is payable on the rise in value, 
mortgage interest payments attract income tax relief, and values have nor-
mally been stable on a rising trend. 

These beneficial conditions have already been somewhat eroded by 
restrictions on the tax relief receivable on mortgage interest payments, but 
the fundamental change affecting the future profitability of borrowing for 
house purchase has been the decline in inflation and the transformation 
from negative to positive real interest rates. 

In addressing the question in Example 2.1, we shall again assume that the 
growth of house prices exactly matches inflation, but at a rate totalling 25% 
over a five-year period in the future (about 4.5% p.a.). In estimating the 
relative returns to investments A and C we will also assume a building society 
deposit rate of 7% (net) and an average borrowing rate of 10%. 

Clearly in this scenario of positive real interest rates the relative profitability 
of A and C is dramatically reversed. While the return from B again equals the 
rate of inflation, A now provides a positive return in both money and real 
terms but C proves to be highly unprofitable. Although C still benefits from 
the rise in the money value of the house and the fall in the real value of debt, 
the fact that the interest rate exceeds the growth of the house price means a 
substantial loss of wealth to the owner. 

The example opposite illustrates the potential losses to those who borrow 
for house purchase. The fact that interest on debt is normally paid out of the 
borrower's income rather than being rolled up, as shown in the example, in no 
way invalidates the illustration. On the other hand, the example contains a 
number of simplicities. Most importantly, by ignoring the occupation benefit 
of house ownership it would be quite wrong to conclude that borrowing for 
house purchase is unjustifiable. The alternative to paying interest on debt may 
be to pay rent as a tenant. 
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Investment C 

Value of house, Year 0 
Mortgage debt 
Net value of investment, Year 0 
Value of house, Year 5 

Mortgage debt 
Compound interest at 10% p.a. 
Mortgage debt, Year 5 
Net value of investment, Year 5 
Less 25% loss of purchasing power 

(£) 

300000 
183153 ---

Real value of investment, Year 5 (Year 0 prices) 

Total return in money terms 
Total return in real terms 

(£) 

400000 
300000 

500000 

483153 

(£) 

100000 

16847 
4212 

12635 

-83.2% 
-87.4% 

Another simplification is to assume that house prices are tied closely to 
inflation. In fact, house prices have a closer relationship with average wages 
than inflation, and are influenced by trends over the economic cycle. House 
prices grew dramatically in the boom of the late 1980s (despite positive real 
interest rates) but fell back in the recession of 199Q-2.Thus good timing of buy 
and sell decisions can result in good returns. 

The principal purpose of Example 2.1 has been to show the relative gains 
and losses from borrowing to buy property in times of negative and positive 
real interest rates. On the assumption that real interest rates are likely to 
remain positive in the foreseeable future, it is probable that borrowing for 
house purchase will incur a substantial real cost to the owner. This contrasts 
with the 1960s and 1970s, when it was profitable for a house buyer to raise the 
maximum debt which could be serviced out of his income in order to buy the 
most expensive house he could afford. 

The principal conclusions so far are as follows: 

• In times of negative real interest rates, ironically the best way to save may 
be to borrow money in order to purchase a durable asset such as 
property, whose value tends to rise in line with inflation. 

• But in times of positive real interest rates, such an exercise is likely to 
prove unprofitable. 

• Successful investment is choosing the best of a number of alternatives, 
although none of these might leave the investor better off in real terms. 

• Because returns and wealth are measured in money terms, there is a 
tendency in times of inflation to suffer from 'money illusion'. Although 
henceforth in this book returns are measured in money terms, it is 
essential not to lose sight of real value (purchasing power) changes. 
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Risk and volatility 

The reader was asked previously to consider which of the three investments-
A, B or C - would be likely to prove the most profitable, now he should ask 
himself in which of these investments is the £100 000 at greatest risk? In A the 
capital and income is guaranteed by the building society, and could be lost 
only if the society was unable to meet its commitments. Building societies 
rarely go bankrupt, and the main uncertainty involved in this investment 
derives from the variability in the interest rate paid by the society. 

In B, the capital is invested in the house, and thus the risk to the capital 
depends on the volatility of house prices (ignoring insurable risks such as fire 
and structural failure). Taking a medium- or long-term view, house prices have 
proved remarkably stable (on a rising trend). But in the short term house prices 
have occasionally fallen significantly, and if the owner was forced to sell a 
house during a market slump - say, as a result of a change in job - then he 
could well suffer loss. Investment B is therefore a less secure medium for the 
£100000 than A. 

The relatively low element of risk in B is dramatically magnified in invest-
ment C. If house prices fall by 10%, the investor in B will lose 10%, i.e. £10 000, 
but the investor in C will lose £40000, 40% of his capital. The house buyer 
must eventually repay his mortgage debt in full, so the full loss of a fall in the 
house price from £400000 to £360 000 must be suffered by the owner. If the 
house in C falls in value by 25% or more, the owner has lost all his £100 000 of 
capital. Conversely, if house prices rise by 25% the investor in C will double his 
net worth from £100000 to £200 000, while investor B's capital will rise by just 
25%. 

This brief analysis of the risk and returns to the three investments has 
shown that their characteristics are very dissimilar. In fact, we really have 
three categories of investment, which we shall call 'interest bearing', 'equity' 
and 'geared equity', corresponding to investments A, Band C. The term 
'interest bearing' is self explanatory; 'equity' is an investment which gains the 
residual profits (or suffers the losses) of an enterprise. 'Geared equity' indicates 
that the investment is subject to a prior charge - normally, as in Example 2.1, 
borrowed capital. 

We shall now complete our analysis of this example with a word or two 
about 'gearing' and its significance. The 'capital-gearing ratio' refers to the 
proportions of debt and equity capital employed in some venture. Debt 
capital is borrowed capital, and equity capital is capital belonging to the 
owner of the equity interest, the house buyer in C. We shall define the 
capital-gearing ratio as the proportion, debt capital:total capital employed. 
So in C the ratio is 75%. Investment B is ungeared - all capital is equity capital. 

A brief glance back to our original calculations (1970s context) will indicate 
the significance of the gearing ratio to risk and returns. If instead of borrowing 
£30000 to buy a £40000 house, our investor in C had borrowed £90000 to 
buy a £100000 house (90% gearing), his gains would have almost doubled, 



Debt and Equity - Risks and Returns 13 

but his risk would also have increased. A mere 10% fall in the value of the 
house would have wiped out all his equity capital and put the debt capital at 
risk. Conversel~ if he had borrowed £10000 to buy a £20 000 house, the 
capital gain and risk would have been much less, and if ungeared (as in 8), 
the gains and risk are lower still . 

• The risk and capital gain potential of an equity investment depend on its 
level of capital gearing. 

It should now be appreciated that investments are not physical but intangible 
'claims' or 'interests' over a medium which itself may be physica~ such as the 
house in Example 2.1. The house in C is not strictly the investment; there are 
two investment interests over the house - the interest of the owner and the 
interest of the building society whose loan is secured by mortgage deed on 
that house. 

Example 2.1 was introduced to illustrate certain concepts and principles of 
investment - a full discussion about the housing market and home ownership 
has not been attempted as it is beyond the scope of this book. The example 
has now outlived its usefulness, having illustrated returns only in broad capital 
change terms. Example 2.2 will now look at investment in cash flow terms. 

Business finance 

Example 2.2 

Let us examine the case of (the fictitious) Fred Dal~ who some time ago 
decided to set up in business as a newsagent. He had £50 000 of his own 
capital available but as he required a total of £100 000 to fit out his shop, buy 
in stock, etc. he borrowed a further £50000 from a bank at a variable interest 
rate of 15%. At commencement of business, he was thus employing £50000 
of equity capital and £50000 of debt capital, thereby having a capital-gearing 
ratio of 50%. 

In his first year of trading, Daly made profits of £20000 - being the 
difference between income from sales and all costs including rent, rates, 
wages, heating, lighting and his own salary, but excluding interest on his 
bank loan. After deduction of interest payments (and taxation, ignored here 
for simplicity) the residual is 'equity earnings' (see Table 2.1). Whereas interest is 
the return to debt capital, equity earnings is the return to equity capital. As Mr 
Daly is the sole owner of the equity, the £12500 belongs to him, being the 
reward for his enterprise and for putting his capital at risk. He could withdraw 
the money from the business for his personal use, or alternatively use it to 
improve his stock or equipment, or to repay part of his debt. 

In Year 2, trading profits rose by 50% to £30000, and with bank interest 
stable at 15%, equity earnings increased by 80%. Major problems, however, 
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arose in Year 3. The bank increased its interest rate to 20%, Mr Daly was forced 
to pay his staff higher wages, various strikes by print unions disrupted pub-
lication of a number of his most lucrative journals, and a general fall in 
demand reduced his turnover. At £10000, trading profits were just sufficient 
to cover the increased interest charges, resulting in nil equity earnings. 

Trading profit 
Interest on debt 

Equity earnings 

Table 2.1 Fred Da~ newsagent - trading record (£) 

Year 

1 2 

20000 30000 
7500 7500 

12500 22500 

3 

10000 
10000 

Nil 

This crude and simplistic example serves to illustrate the relative risk (and 
potential return) to debt and equity: 

• The return to debt capital (interest), being a contractual obligation which 
must be paid before any return can accrue to equity capital holders, is 
relatively stable and secure . 

• Conversely, because equity earnings is a residual profit after all business 
expenses and other legitimate claims have been met, the return to 
equity capital is relatively volatile and risky. 

As illustrated by the figures for Year 2 in Table 2.1, the growth potential of 
equity earnings in a geared business is considerable but, as illustrated by the 
Year 3 figures, these earnings are highly volatile and risky. This risk derives both 
from (a) falling trading profits and (b) rising interest rates. So by raising debt on 
a long-term fixed interest basis rather than the variable interest basis of a bank 
loan, the risk to equity earnings would be reduced. 

Volatility of equity earnings is common to all businesses and depends on 
many factors, particularly the type of business transacted. But whatever is the 
inherent volatility of a particular business, earnings volatility will be increased 
according to the level of the firm's income gearing. 

Impact of gearing on the volatility of returns 

Gearing (termed 'leverage' in the USA) in one form or another is an ever-
present force in investment, finance and property, and it is essential to an 
understanding of market pricing that its presence should be recognised and 
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Table 2.2 Income gearing 

Year 

1 2 3 4 5 6 7 

(a) Variable cash flow 100 110 121 133 120 108 97 
Fixed deduction 20 20 20 20 20 20 20 
Residual cash flow 80 90 101 113 100 88 77 

Growth % of residual +12.5 +12.2 +12.0 -11.8 -12.0 -12.3 

(b) Variable cash flow 100 110 121 133 120 108 97 
Fixed deduction 50 50 50 50 50 50 50 
Residual cash flow 50 60 71 83 70 58 47 

Growth % of residual +20.0 +18.3 +17.0 -16.0 -17.2 -18.6 

its significance appreciated. The concept of income gearing is illustrated in 
Table 2.2 where a fixed amount per annum is deducted from a variable 
income flow to leave a residual cash flow which must vary by a greater 
amount than the original income. In sections (a) and (b) of Table 2.2, the 
original income flow grows at 10% per annum until Year 4, after which it 
declines at the same rate. But the volatility of the residual is greater in (b) 
than in (a) because the fixed deduction is a higher proportion of the income 
flow - i.e. its 'income-gearing ratio' is higher. The income gearing ratio is 
normally defined as the proportion that the deduction bears to the variable 
income. In Year 1, it is 20% in (a) and 50% in (b) . 

• If a fixed sum is deducted from a variable cash flow, the residual cash flow 
must vary by a greater amount, and this extra variability is proportional to 
the income-gearing ratio. 

Note that the income-gearing ratio varies from year to year, and that if an 
income continues to grow while the deduction remains fixed, the ratio 
gradually declines. 

If the variable cash flow is considered as gross trading profit, and the fixed 
deduction as interest on debt, then (ignoring taxation) the residual cash flow 
represents equity earnings. Example 2.2 illustrates why the risk and growth 
potential of equity earnings in a geared company depend on the income-
gearing ratio. If a firm is ungeared, i.e. has no debt and no interest payments, 
then equity earnings will vary at the same rate as trading profits. 

The impact of gearing on the risk and growth potential of equity earnings 
can be illustrated by considering the returns to debt and equity as vertical 
slices of trading profit (see Figure 2.1). 
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Figure 2.1 Returns to debt and equity as vertical slices of trading profit 

fxample2.3 

Three companies A, 8 and C, identical in all respects except in gearing, have 
all just announced a trading profit of £80. Company A is ungeared, so all 
trading profit is equity earnings. Company 8 has an income-gearing ratio of 
50% (i.e., interest on debt shown as the bottom slice of profit in Figure 2.1 
amounts to half of trading profit). Company C has an income-gearing ratio of 
75% (Le. the bottom £60 of profit is used to pay interest on debt). So if trading 
profit rises from £80 to £100, then for company A equity earnings increase by 
25%, for company 8 by 50% and for company C by 100%. But if trading profit 
falls from £80 to £60, then company A's equity earnings will fall by 25%, 
company 8's by 50% and company C's by 100%. 

Interest on debt is the secure bottom slice, and equity earnings is the 
relatively risky top slice portion of trading profit. If the interest rate is variable 
(as in the case of Fred Daly's debt) then equity earnings is potentially even 
more volatile as interest payments, the bottom slice, can vary upwards (or 
downwards). Note also that the level of gearing affects the risk of the return to 
debt as well as the return to equity. If company C has no reserves, then a fall in 
trading profit below £60 would result in an inability to pay the interest due. So, 

• The level of a firm's income gearing affects the risk of the return to the 
debt capital as well as the risk and growth potential of equity earnings. 

Risk to capital 

Let us now return to Fred Daly. The principle of gearing explains why, although 
trading profits increased by 50% between Year 1 and 2, his equity earnings 
rose by a much greater proportion, and also why a 67% slump in profits the 
following year resulted in his equity earnings being wiped out. However, so far 
in Example 2.2 we have examined only the returns to the debt and equity 
capital. We must also consider the risk to the debt and equity capital itself. 
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Just as equity earnings is the residual after deducting interest payments 
from trading profit, equity capital is the residual after deducting debt from the 
value of assets. Similarly, just as the risk to equity earnings and interest on debt 
is a function of the income-gearing ratio, the risk to equity and debt capital 
depends on the capital-gearing ratio. This has already been illustrated in 
Example 2.1. 

The risk to the equity and debt capital employed by Fred Daly thus derives 
from a fall in the value of his assets as well as through losses in his trading 
activities. Let us assume that after revaluation at the end of Year 3 of trading, 
Fred Daly discovered that his assets had fallen to £75000, perhaps due to a 
fall in the value of his stock. With £50000 still owed to the bank, this meant 
that his equity capital had fallen to £25 000 from the original £50000. 

Additionally, if losses in Year 4 exceeded £25000, after allowing for interest 
due, then Fred Daly's business would be insolvent. Not only would Daly have 
lost all his equity capital, but assets would be inadequate to repay the £50 000 
bank loan as well as interest due. The bank might therefore suffer loss, 
although as Mr Daly was in business as a 'sole trader' rather than as a limited 
company, the bank may be able to recover their loss from Daly's personal 
assets. 

This extension to Example 2.2 has illustrated the following: 

• Risk to capital (equity or debt) is a further consideration over risk to 
income, and factors that create risk to income will also tend to create 
risk to capital. 

• Initially all losses are borne by the equity capital, as the repayment of debt 
is a legal obligation and a prior charge on the assets (that is why equity 
capital is often described as risk capital). 

• Although debt capital is relatively secure compared with equity, it is not 
completely secure, as in cases of insolvency or fraud. 

• The level of risk to debt capital, as well as the risk to equity capital, 
depends on the level of capital gearing. 

At the end of Example.2.1 three categories of investment were identified. In 
Example 2.2, Mr Daly's interest is dearly a 'geared equity', but virtually all such 
ownership interests in business are geared in some respect, and it would be 
unusual to speCify the equity interest as geared. The interest of the bank is 
similar to that of the building society in Example 2.1 - they own the debt and 
hold an 'interest bearing' investment. 

By concentrating on the growth potential and risk of income-earning 
investments rather than considering capital value change in isolation, Exam-
ple 2.2 has brought us closer to an understanding of investment prices, 
because the most important investments are income-earning investments, 
and it is the risk and the growth potential of income which largely determine 
investment prices. 
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Fred Daly 'goes public 

Fortunately, Fred Daly's setback and decline as reported in Chapter 2 was 
entirely mythical. In fact his early success was the start of a long-term trend 
of continually rising profits, deriving largely from an expansion in the number 
of his shop outlets and diversification into records, toys, games and miscella-
neous goods. 

Although originally commencing business in his own name as a 'sole 
trader', Mr Daly's accountants soon advised him to form a private limited 
company, F. D. Newsagents Ltd, in which he and his wife became sole share-
holders. The act of 'incorporation' has the effect of legally separating a busi-
ness from its owners, and usually has favourable taxation implications. The 
limited liability status also means that, in the event of insolvency, Fred and 
Doris Daly could lose only their equity capital in the company, not their 
personal wealth, unless they had provided personal guarantees on loans 
made to the company. 

As tends to happen with rapidly growing businesses, the expansion of F. D. 
Newsagents Ltd created requirements for new capital substantially in excess 
of the equity earnings which the two shareholders ploughed back into the 
company. Bank borrowing increased substantially, leading to an unhealthy rise 
in the firm's short-term debt, and thereby subjecting the business to increas-
ing risk in the event of a trading downturn and rising interest rates. Further-
more Fred Daly's ambitions now included the opening of a number of major 
High Street retail outlets, an expansion requiring many million pounds, and 
even if the company's bankers had been prepared to lend such extra capital 
the new level of gearing would have been prohibitive. 

Substantial equity capital was therefore needed. F. D. Newsagents Ltd, 
remaining as a private company, might have raised this finance from a 
merchant bank or a venture-capital fund in exchange for shares in the 
company. However, the main source of new equity capital is the stock 
market. By becoming a public company with a Stock Exchange quotation, 
substantial amounts of new capital can be raised by selling shareholdings to 
financial institutions and the investing public at large. 

The process of 'going public' and obtaining a 'full listing' on the Stock 
Exchange involves satisfying the strict requirements of the Companies Acts 
and the Stock Exchange Council. A prospectus must be drawn up detailing, 
inter alia, the type of business undertaken, the history of the firm, its assets, 
past record and future prospects. With the involvement of accountants, 

18 



Marketable Securities and the Stock Market 19 

lawyers, stockbrokers and merchant bankers, together with the expense of 
underwriting and advertising, the cost of a full listing might exceed £500000. 
Clearly, this is not appropriate for firms with relatively small capital require-
ments. An alternative to a full listing for companies wishing to market their 
shares is the Unlisted Securities Market (USM), where the expense would be 
reduced substantially. 

The twin requirements of F. D. Newsagents ltd - namely, to raise substantial 
new capital and to 'degear' - are two of the principal reasons causing 
companies to 'go public'. Other advantages are the higher status of a quoted 
company, and the improved marketability of its shares which enables the 
owners to realise part of the value of their investment. On the other hand, 
by selling part of the equity (a minimum of 25% must be sold to the public 
under Stock Exchange regulations), the original shareholders are surrendering 
absolute sovereignty of their firm, although effective control is retained by a 
51 % share holding. The arguments for and against 'going public' are complex, 
with the correct decision being very personal to the needs of the individual 
company: but, as it suits our purpose, we shall assume that F. D. Newsagents 
Ltd goes public with a full Stock Exchange listing. 

Let us assume that Mr and Mrs Daly decided to raise £100 million, and 
although the greatest need was for equity capital, they felt that some fixed-
interest debt capital should also be raised in order to maintain a sensible level 
of gearing without the risks of short-term recall and rising interest rates 
inherent in bank borrowing. It was therefore agreed to raise £80 million of 
equity capital and £20 million of debt capital by the sale of ordinary shares 
and loan stock respectively. 

It makes little difference to either the buyer or seller as to whether the 
£80 million of equity is raised by the issue of: 

80 million ordinary shares at £1 each, or 
800 million ordinary shares at 10p each, or 
320 million ordinary shares at 25p each, or 
any other combination totalling to £80 million. 

However, we shall assume that 320 million shares were offered for sale at 25p 
per share, representing 40% of the equity and thus valuing the company's 
total equity at £200 million. 

The figure of 25p per share is the price which, in the judgement of the 
merchant bankers in charge of the issue, the investing public will be willing to 
pay. Investors will be willing to buy only if they believe that their value, when 
traded on the stock market immediately after the issue, will equal or exceed 
the offer price of 25p. The price set by the market depends, in turn, on 
investors' view of the risk and future profitability of the company. In this 
case, 25p is also the 'nominal value' of the shares (the offer price and nominal 
value may be substantially different) and their formal title is 2Sp ordinary 
shares, F. D. Newsagents PLC. 
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The £20 million of debt capital could be raised by the sale of say: 

12% debentures 1999-2005, or 
13% unsecured loan stock 2020. 

These are both fixed-interest bonds or loan stock which create a legal obliga-
tion on the company to pay interest (whether profit is being earned or not), 
and to repay the debt at the specified time. However, whereas the capital 
attributable to the debenture stock is secured against specific assets of the 
company (often property), holders of unsecured loan stock do not have such 
security. Debentures are often called 'mortgage debentures' because (as in 
the case of a house mortgage) the debt can be repaid from the sale of the 
assets in the event of default by the borrower. 

The resultant risk differential partly explains the lower 'nominal rate of 
interest' in the title of the debentures compared with the unsecured loan 
stock but, as we shall see later, the duration of the loan is also important in 
determining interest rates. The 'nominal interest rate' or 'coupon' quoted in the 
title of the stock is the rate of interest paid per annum on each £100 of the 
stock, and would tend to be the rate of interest that was just sufficient to 
ensure the sale of the stock to the public, taking the repayment date and risk 
into account. 

The year quoted in the title of the stock is the year in which the debt must 
be repaid, normally called the 'redemption date'. Where there is a range, as in 
the debenture stock, the borrower has the right to select the most suitable 
repayment date within the period quoted. 

The story of Fred Daly, newsagent, has been extended into this chapter in 
order to illustrate the principal types of financial securities issued by public 
companies, and to explain the essential purpose and circumstances under 
which these stocks and shares are issued. However, it should be appreciated 
that this illustration has been simplified in many ways. Before arriving at the 
situation where 'going public' becomes a sensible option, the corporate 
structure of a firm is likely to be much more complicated than in the case of 
F. D. Newsagents. There would usually be more shareholders than simply the 
firm's founder and his wife, the parent company might have created a number 
of subsidiaries responsible for different aspects of the business, and the firm's 
debt would probably have been raised from a variety of sources on a variety 
of terms and conditions. Again, a full explanation of the arguments for and 
against 'going public' and the mechanisms by which new issues are offered to 
the public has not been attempted as it is peripheral to the theme of this 
book, but the reader is recommended to read one or more of the specialist 
stock-market texts listed in Further Reading. 

The purpose of this chapter is to introduce the principal financial securities 
and the market in which they are traded. The analysis of these securities is left 
to subsequent chapters. At this stage, it should be appreciated that the 
characteristics of the debt and equity interests which we identified in 
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Chapter 2 are common to the debt and equity securities illustrated so far in 
this chapter - the difference being that the investments introduced in this 
chapter are marketable in the Stock Exchange, whilst those in Chapter 2 are 
not. 

The essential differences between ordinary shares and loan stock will now 
be summarised. 

Loan stock and ordinary shares compared 

Both ordinary shares (colloquially referred to as 'equities') and loan stock are 
examples of financial securities, being legal claims to the profits that a 
company earns. As we have seen, they are sold by companies in order to 
raise capital to finance their business activities, and they are purchased by 
investors looking for income and, possibly, capital gain. Subsequent to their 
issue, both types of investments can be sold and purchased by investors in 
the stock market, indeed the large majority of financial securities will at any 
time be held by investors other than the original buyers. At this point, 
however, the similarities between the two investment types end. They repre-
sent different interests and display fundamentally different investment char-
acteristics under varying economic conditions. 

• A share is an ownership interest in a company and the shareholders 
collectively own a company. Loan stock is the interest of the holders of 
debt capital who are merely creditors of the company. 

As the company's owners, shareholders have the power to decide on policy 
by voting on resolutions at shareholders' meetings. Shareholders appoint 
directors to run the company, who may be 'executive' (i.e. involved in the 
day-to-day running of the company), or 'non-executive' (i.e. fulfilling a part-
time advisory role). Loan stockholders cannot influence company policy, 
except that under certain circumstances their consent must be obtained 
before further borrowing is undertaken. 

• Shares are regarded as perpetual investments whereas the overwhelming 
majority of loan stocks have a date (or dates) specified for redemption 
and therefore exist for a limited duration. 

The life of shares may, of course, be ended by the company's liquidation or 
merger with another company. 

• Shareholders receive dividends, the amount of which can vary annually. 
loan stockholders receive interest which is normally fixed for the life of 
the stock. 

• The return from shares is potentially high but risky, while the return from 
loan stock is normally lower but much more secure. 
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The high risk and return from shares arise primarily because equity earnings 
are a residual after all expenses, prior interests and taxation have been met. In 
the event of insolvency shareholders may lose all the value of their invest-
ment. On the other hand, the interest and capital repayment made to loan 
stockholders is limited to the contractually agreed amount, and has priority 
over payments made to shareholders. In the event of default, the stockholders 
can institute proceedings for the compulsory liquidation of the company's 
assets to enable any outstanding payment to be made . 

• Shares are quantified in numbers but loan stock is quantified in amounts 
nominal. 

For example, Mr X owns 5000 25p ordinary shares as well as £2500 nominal 
of 12% Debentures 1995 - 2005 in F. D. Newsagents PLC.The amount nominal 
is normally the capital repayable at redemption. 

It is important to note that whereas the term 'stock' can be used to 
encompass all marketable securities including shares (Americans call ordin-
ary shares 'common stock'), the word 'share' is specific to ordinary shares or 
preference shares (see page 71). 

Rights issues 

Existing public companies frequently wish to raise extra capital by the issue of 
new stock. In the UK the usual process by which new shares are sold is by 
'rights issue', whereby existing shareholders are given the right to buy a 
certain number of the new shares in proportion to their existing sharehold-
ings, at a price usually significantly below the market price of existing shares. 
Say the market price of ordinary shares in F. D. Newsagents PLC is standing at 
43p and the company announces a 1 for 4 rights issue at 35p per share, then a 
shareholder holding 4000 existing shares has the right to buy 1000 new shares 
at the discounted price of 35p. Shareholders who do not have the financial 
resources available, or who do not wish to take up the offer, are protected 
from an effective loss by their ability to sell their rights allotment, as this itself 
will tend to have value so long as the price of the new shares is at a discount 
to the (identical) existing shares. 

Raising new capital for existing quoted companies is generally a more 
important function of the stock market than raising capital for companies 
'going public'. Equity capital raised by rights issue can vary from a few million 
pounds to several hundred million pounds. 

British government bonds 

Up till now, all the stock which have been introduced have been 'corporate' 
securities (i.e. financial securities issued by companies), but one of the most 
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important categories of stock traded on the stock market is that sold by the 
government to help finance the government's borrowing requirement. These 
stocks are variously known as government bonds, British funds, 'gilt edged 
securities', or simply 'gilts'. Prior to the Second World War, most British 
governments aimed to balance the annual budget, but to finance any 
abnormally large expenditure, particularly in times of war, by the issue of 
these bonds. However, since the Keynesian revolution the public sector has 
usually spent much more per annum than has been raised in taxation, and 
although some of this deficit has been financed by various forms of national 
savings, overseas borrowing and short-term borrowing by the sale ofTreasury 
bills, the large majority of the deficit has been funded by the issue of gilts. 
Consequently gilts collectively make up the majority of the national debt. Not 
only does the issue of gilts help to finance the central government's excess 
expenditure, but also a large part of the excess expenditure of nationalised 
industries and local authorities. The combined annual deficit of all three public 
sectors makes up the Public Sector Borrowing Requirement (PSBR), and it is 
fluctuations in this aggregate - including the need to refinance previous gilts 
at redemption - which largely dictates the amount of new gilt issues. 

There are two principal categories of gilts, namely conventional fixed 
interest bonds and index-linked stock in which the investor's return is linked 
to the rate of inflation. Conventional gilts are similar to corporate loan stock, 
and as the issuing authority is the UK government rather than a company, the 
guaranteed interest and capital repayment are very secure. 

Stock issued many years ago sometimes bear a title which indicates the 
reason for issue, e.g., 31/2 % War loan But the name of the stock is irrelevant 
to the investor, except to enable it to be distinguished from another stock of 
the same coupon or redemption date. Nowadays, new issues are usually given 
one of three titles - Treasury, Exchequer or Fundin& 

As in the case of corporate bonds, the nominal rate of interest (coupon) and 
redemption date is quoted in the title of the stock, but there are a small 
number of gilts which have no specific redemption date at all, the govern-
ment having the right to postpone their redemption indefinitely. In fact these 
'irredeemables' or 'undated' stock are unlikely to be redeemed until the cost 
of long-term borrowing drops below the rate paid to holders of the stock. The 
government is unlikely to redeem 31/2 % War loan, for instance, until the cost 
of borrowing new money to repay the existing debt is less than 3.5%. 

Conventional gilts are normally categorised according to the period that 
must elapse until redemption. The principal groups are short-dated stock (up 
to five years to redemption), medium-dated (5-15 years to redemption), long-
dated (over 15 years to redemption), and irredeemables or undated stock. It is 
the period from the present until redemption that is relevant, not the life of 
the stock from its original issue; a short-dated stock may have been issued last 
month or 30 years ago. New issues may be shorts, mediums or longs accord-
ing to the needs of the Treasury and the relative cost in interest payments, but 
no major issue of undated stock has been made since the 1930s. 
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The introduction of index-linked gilts in 1981 has been the principal 
innovation in the funding of the PSBR. The essential feature of these stocks is 
that both the interest paid and the redemption value are adjusted in line with 
changes in the RPI, thus providing investors with a return in real terms. 

Stock-market investors 

Investors in stock-market securities include charitable trusts, industrial and 
commercial companies, overseas investors and even some public sector 
bodies, but the two largest categories are the personal sector (individuals, 
executors and trustees) and the non-bank financial institutions (particularly 
insurance companies, pension funds, investment trusts and unit trusts). With-
out doubt one of the most important post-war trends in the UK investment 
market has been the growth of these institutions, particularly the growth of 
life assurance and pension funds, due to the huge expansion in contractual 
saving and occupational pension schemes. The increasing influence of these 
institutions in the investment market has followed from their need to find 
investment outlets for their enormous inflow of funds. Acquisition of invest-
ments by insurance companies and pension funds amounted to £38 billion in 
1992, which is about £150 million for each working day. 

The expansion in institutional investment has been coupled with a sub-
stantial decline in direct investment in stock-market securities by individuals. 
This has been due to a variety of factors, including the expansion of contrac-
tual investment schemes (e.g., life assurance), the growth of the unit-trust 
movement (enabling indirect investment in the stock market), the increasing 
relative attraction of house ownership as an investment, and the high levels of 
taxation imposed on the wealthy. The combination of institutional expansion 
and the decline in direct personal stock-market investment has resulted in a 
dramatic change in the relative influence of these two groups of investors. In 
the case of equity shares this is illustrated in Table 3.1. 

The relative decline in share ownership by private individuals continued in 
the 1980s, despite the Thatcher government's policies of wider share owner-
ship, lower personal taxation and the privatisation of government-owned 
companies and utilities. Although the number of shareholders in the UK rose 
from about 2.5 million in 1984 to over 11 million in 1991, over 75% of those 
hold shares in only one or two privatised companies. This is despite the 
introduction of schemes such as the Personal Equity Plan (PEP) which encou-
rage equity investment by the provision of tax relief. Although private share 
ownership is greater in the USA and Japan, a similar trend towards declining 
personal share ownership was experienced in the 1980s. 

The domination of the stock market by financial institutions and the 
enormous wealth controlled by a relatively small number of investment 
managers means that they tend to be 'price makers' rather than 'price 
takers'. With investment managers tending to make similar buy/sell decisions 
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Table 3.1 Ownership of UK listed equities 

1963 1975 1989 
(%) (%) (%) 

Individuals, executors, etc. 54.0 37.5 21.3 
Public sector 1.5 3.6 2.0 
Industrial and commercial companies 5.1 3.0 3.6 
Overseas 7.0 5.6 12.4 
Insurance companies 10.0 15.9 18.4 
Pension funds 6.4 16.8 30.4 
Unit trusts and investment trusts 12.6 14.6 9.1 
Banks 1.3 0.7 0.9 
Non profit-making bodies 2.1 2.3 2.0 

Total 100.0 100.0 100.0 

Sources: eso; Stock Exchange. 

in response to economic news, and to an extent subject to the 'herd instinct', 
substantial fluctuations in the level of stock prices tend to reflect the con-
sensus views and actions of these fund managers. The larger the fund under 
management, the larger will share holdings in any company tend to be, and 
the larger the share holding the more difficult it is to trade without influencing 
the price. Selling shares in Company A to buy those of Company 8 will tend to 
cause a fall in the price of shares in Company A and a rise in those of 
Company B. This problem of marketability inhibits active management and 
discourages institutions from investing in small companies. 

Political concern about the influence of the institutions results from their 
power to direct the flow of the nation's scarce capital resources, their ability to 
influence the management of industry, the lack of accountability of their 
trustees and managers, and the ability of a future government effectively to 
nationalise and control the bulk of UK industry by the relatively simple act of 
nationalising the financial institutions themselves. 

The dealing mechanism 

The system for trading stocks and shares in the UK was radically altered by 'Big 
Bang' in 1986. As the public was not permitted access to the floor of the Stock 
Exchange, the investor dealt through a stockbroker, acting as a professional 
agent. The broker would negotiate the best possible deal with 'jobbers', who 
were the dealers or 'market makers' in stocks and shares, buying shares 
through brokers acting for sellers, and selling shares through brokers acting 
for buyers. This 'single capacity' system meant strict demarcation between the 
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functions and ownership of brokers and jobbers. The broker is a professional 
agent who charges a fee for his services, whereas the jobber was a dealer 
whose livelihood depended on making profits on his transactions. Conse-
quently, at any point in time the price at which he offered to sell stock would 
be higher than the price he would bid to buy stock, the difference being the 
'jobbers turn'. 

Big Bang had many facets, but essentially it involved the Stock Exchange 
abandoning 'single capacity' in favour of 'dual capacity', i.e. allowing the same 
firm to undertake both broking and dealing business. It arose through the 
government's insistence that stockbrokers must abolish mandatory scale fees, 
and the assumption that unfettered competition between brokers would 
require them to be allowed to make deals in order to generate sufficient 
profit to survive. The outcome was a complete restructuring of the securities 
industry and the abandonment of face-to-face dealing on the floor of the 
Stock Exchange in favour of a system using computer screens and telephones. 
Instead of many relatively small firms of brokers and jobbers, the securities 
industry is now dominated by financial conglomerates, many owned by banks 
and overseas institutions, which typically undertake not only broking and 
dealing, but also retail banking, merchant banking, fund management and, 
in a few cases, property investment services. 

From the perspective of the private investor, the process of buying and 
selling shares has changed little. The investor will use a broker to act on his 
behalf to negotiate the best price with market-makers (one of which may be 
an arm of the broker's own firm). However, major institutional investors who 
can afford SEAQ (the Stock Exchange Automated Quotation system, which 
lists stocks and their quoted prices) can deal directly with market-makers and 
thereby avoid the broker's fee. 

The system for the settlement of share transactions remains unchanged. 
This involves the division of the year into 24 'accounts', i.e., periods normally 
of two weeks, but including four three-week periods when public holidays 
intervene. The exchange of share certificates and payment between the 
buyer's and seller's brokers normally takes place on 'settlement day' - usually 
the Monday ten days after the last day of the account (Friday). This system, 
which means that all deals made within an account are settled on the same 
day, provides scope for certain purely speculative transactions. Speculators 
nicknamed 'bulls' contract to buy stock which they do not intend to pay for, in 
the knowledge that before the end of the account they can 'cover' their 
position by contracting to sell the same stock, hopefully at a profit - hence 
the term 'bull market' when prices generally are rising. Conversely, 'bears' 
speculate on a fall in price by contracting to sell stock which they do not 
own, in the expectation that they will be able to buy back the same amount 
of stock before the end of the account at a cheaper price - hence the term 
'bear market', when stock prices are generally falling and, unbelievably, 'bear 
covering' and 'bear squeeze' when rising prices force such speculators to 
cover their previous sales at a loss. 
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If the speculator has guessed correctly, then all he has to do is to collect his 
hard-earned loot on settlement day, but needless to say large losses can be 
made as well as profits. Although detracting from the stock market's image, 
such activity is tolerated in the belief that rather than creating instability, it has 
the effect of dampening down short-term share-price movements. 

Here, it seems appropriate to introduce a third specimen of City fauna -
the 'stag'. He applies to purchase part of a new issue of shares on public offer, 
in the expectation that when subsequently traded on the Stock Exchange he 
will be able to sell at a profit. In order to attract investors, a new issue will 
normally be priced somewhat below the price expected after the start of 
trading. That was particularly true of many privatisation issues of the 1980s, 
due to the size of the issues and the government's policy of attracting the 
public into share ownership. Stagging profits gave rise to accusations that 
state assets were being sold off too cheaply. 

Functions of the stock market 

Contrary to the impression that might be created above, the purpose of 
issuing shares is not to provide gambling chips for the indolent wealthy, nor 
is the Stock Exchange run as a casino to provide speculators with enormous 
unearned profits at the expense of the working man. That is not to deny that 
speculation exists, nor that enormous profits can occasionally be made, but it 
is more likely to be at the expense of some less fortunate speculator or 
investor, rather than the working man. In fact, the Stock Exchange Counci~ 
the regulating body of the Stock Exchange, is very sensitive about the 
market's image, and strict regulations are laid down in order to encourage 
market stability, outlaw dishonest practices and protect the serious investor. 

The stock market is both a 'primary' market (i.e. a market in which new 
goods are sold for the first time), and a 'secondary' market (in which second-
hand goods are traded). In its role as a market in new issues of stocks and 
shares, the stock market brings together those who require finance and those 
who wish to provide it. It performs a similar function to that of banks, except 
that the finance raised is long term rather than short term. 

• By providing large amounts of long-term capital finance for British indus-
try and the government, the stock market fulfils an important role in the 
economy. 

The Stock Exchange's role as a secondary market is by far its most active with 
daily turnover averaging several billion pounds. The market fulfils the functions 
of providing a wide range of securities to investors, and enabling existing 
investors to liquidate cash tied up in stock. This secondary role is useful to 
the national economy in the following respects: 
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• The cost of capital finance to industry is reduced. 

For example, in the knowledge that they can liquidate their investment, new 
investors in loan stock accept a lower interest rate than they would require if 
forced to hold the stock until redemption. 

• It encourages the retention of earnings by firms, thereby providing 
further new capital for industry. 

As we shall see, one of the main motives for investment in shares is the hope 
of capital gain. But if investors were unable to sell their stock, they would be 
unable to capitalise on a rise in value, and would tend to require maximisation 
of dividend payments. The capital gain that tends to result from the reinvest-
ment of equity earnings encourages earnings retention, and retained earnings 
is a much larger source of corporate finance than issuing new stock. 

• It encourages optimal allocation of capital resources. 

A rising share price is an indication of a company's health and success, and 
should both facilitate and reduce the cost of raising further loan finance from 
both bank and market sources. 



4 Analysis of Stock-Market 
Securities 

Aims of investment analysis 

The essential objective of investment is to maximise returns while minimising 
risk. However, investments giving high returns will tend to incur high risk, 
whilst low-risk investments will tend to give relatively low returns. Thus the 
investor must compromise. Investors with a high level of 'risk aversion' will 
seek low-risk investments and will be forced to accept a relatively low return, 
whereas those with less aversion to risk will tend to seek the higher returns 
available from higher-risk investments. 

The basic aim of investment analysis is to assess the value of investments 
and to compare these with market prices, to enable sensible buy and sell 
decisions to be made. Investors will tend to buy those investments whose 
assessed value exceeds the market price by the greatest amount (i.e. those 
with the highest Net Present Value - NPV), and sell investments with a value 
less than the market price - negative NPV. The value of an investment 
depends essentially on its risk and expected return, and thus the principal 
problems of investment analysis are the estimation of risk and future return. 

It is a relatively simple task to put a value on a gold nugget. AnalYSis would 
merely involve measuring the weight of the nugget and the purity of the gold. 
But the analysis of stock market securities, especially ordinary shares, is much 
more difficult because the two main considerations - risk and future return -
are very difficult to assess. The fixed income nature of fixed interest bonds 
simplifies their analysis to an assessment of risk, but the variability of dividend 
income from equity shares, and the volatility of corporate profitability on 
which dividend payments ultimately depend, makes share analysiS a com-
plex process. 

The objective of investment analysis is not to find the 'best' investment in 
terms of highest future income and lowest risk, it is to find the investment 
providing the best value for money. An assessment of expected return is of 
little use until related to the price of the investment. At the time of writing 
(1992) a share in Glaxo is priced at 679p while shares in British Steel are 
standing at 60p. The shares in Glaxo are highly priced as they are paying a 
dividend which is expected to rise steadily in the future. It is a well-managed 
company in a fashionable growth industry (pharmaceuticals) and has an 
excellent record of profits growth. On the other hand, British Steel is in a 
recession-prone industry, has recently reported losses and has halved its 

29 



30 Principles of Investment and Asset Pricing 

dividend. There is no doubt which is currently the more successful company, 
but it is a lot less obvious which of the shares will provide investors with the 
higher future return if purchased at their present price. That is the job of the 
investment analyst. 

Analysis of ordinary shares 

In the Financial Times share information service, the reader can find a number 
of figures, yields and ratios against each share, but no single unit which 
purports to measure either risk or future return. This is because the uncer-
tainty of future return and the multifaceted nature of risk make precise 
calculation impossible, and different analysts would arrive at substantially 
different figures. The evaluation of risk and return relies ultimately on judge-
ment - but judgement based on a comprehenSive range of financial ratios, 
records and other information, none sufficient in itself but each illustrating a 
certain aspect of the company, such that an overall assessment can be made. 

Detailed share analysis is beyond the scope of this book, but there are a 
small number of simple ratios which are sufficiently important to investment 
analysis in general, and whose concepts are so relevant to property analysis 
that their investigation is required here. In fact, we have already introduced 
one such ratio - the gearing ratio, an important indicator of both risk and 
growth potential. The others will be illustrated by Example 4.1 . 

Example 4. 1 

Amalgamated Marmalade PLC and Consolidated Jams PLC are trading in an 
identical industry, serve an identical market, are blessed with identical man-
agement skills and, in fact, are identical in virtually all respects except in size 
and capital structure. Analyse the figures on the opposite page, taken from 
their recently announced annual results, and explain which company's shares 
appear the more attractive investment at their current price level. 

First, a word or two about these figures. Following from the assumption 
made about equal performance, both companies would be making equal use 
of their capital, so in each case trading profit is 20% of capital employed (debt 
plus equity). Interest is the interest paid to the loan stockholders (e.g., 8% of 
£10 million is £800000), and dividends is the proposed total distribution to 
shareholders for the year, leaving in each case a significant sum to be retained 
by both companies. 

The question is, which shares are the better buy? Given that investors are 
principally concerned with risk and return, any worthwhile analysis must tell 
us something about the risks and the return of the two shares. We already 
know that the gearing ratio affects both risk and potential return so we shall 
start with that. 
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Total assets 
Current liabilities 
Debt capital 

Equity capital 

Trading profit 
Interest paid 

Pre-tax profit 
Corporation tax, 

say, 35% 

Equity earnings 
Dividends (to be 

paid shortly) 

Retained profit 

Current share price 

Amalgamated Marmalade 

£33 million 
£3 million 
£10 million 
8% loan stock 2020 
£10 million: 
40 million x 25p ord. shares 
£10 million reserves 

(£) 
6000000 

800000 

5200000 

1820000 

3380000 

1500000 

1880000 

98p 
Current price of loan 

stock (£100 nom.) £78.00 

Gearing ratio 

As previously defined 

Consolidated Jams 

£13 million 
£1.75 million 
£2.5 million 
12% loan stock 1998 
£5 million: 
50 million x 10p ord. shares 
£3.75 million reserves 

(£) 

2250000 
300000 

1950000 

682500 

1267500 

525000 

742500 

32p 

£102.50 

Debt capital 
Capital gearing = X 100 

Capital employed 

Amalgamated Marmalade: 

£ -- x 100 = 33.3% ( 10m) 
30m 

Consolidated Jams: 

£ x 100 = 22.2% ( 2.5m ) 
11.25 m 
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With Amalgamated Marmalade having the higher ratio, its equity capital is at 
greater risk to a fall in asset values. It might also lead one to expect that its 
earnings would be the more volatile. In fact, that is not the case because the 
lower interest rate payable on Amalgamated Marmalade's loan stock as 
compared with those of Consolidated Jams' compensates for the greater 
capital gearing of the former company. It is the income-gearing ratio which 
determines the risk and potential return to equity earnings: 

Interest paid 
Income gearing = d. f. x 100 T ra Ing pro It 

Amalgamated Marmalade: 

800000 
-~,--- x 100 = 13.3% 
6000000 

Consolidated Jams 

300000 
--- x 100 = 13.3% 
2250000 

As with several of the following ratios, it should be appreciated that there is no 
single 'correct' definition of gearing. In fact, capital gearing is frequently 
defined as the ratio of debt capital:equity capital, and a more relevant 
measure of income gearing would include not just interest payments but all 
priority charges faced by a company, such as rent and rates. When comparing 
ratios and yields in investment analysis, it is essential to know how the 
calculation has been made in order to ensure that like is being compared 
with like. Here we are primarily concerned with the concepts represented by 
the ratios rather than their calculation. 

Pricelearnings (PIE) ratio 

For purposes of analysis it is simplest to measure earnings on a 'per share' 
basis, by dividing by the number of ordinary shaores issued: 

Equity earnings 
Earnings per share = ----'----''-----=---

No. of shares issued 

Amalgamated Marmalade 

3 380000 ---- = 8.45 P per share 
40000000 

Consolidated Jams 

1267500 ---- = 2.54 P per share 
50000000 
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It has been pointed out already that the object of share analysis is to identify 
the share that provides the best value for money. It would be absurd to buy 
Amalgamated Marmalade's shares simply because their earnings per share is 
greater, without considering the price of the shares. The ratio which relates 
earnings to price is called, not surprisingly, the 'price/earnings ratio', or simply 
the 'PIE ratio'. It is the current share price divided by the earnings per share, 
and is a 'years' purchase' multiple, indicating the relative expense of a share 
per £1 of equity earnings: 

Share price 
Price/earnings ratio = -----"---

Earnings per share 

Amalgamated Marmalade 

Consolidated Jams 

98 
11.60 

8.45 

32 
- = 12.60 
2.54 

It is stressed that none of these ratios is a conclusive measure of worth. We 
see that it costs £12.60 to buy £1 of current equity earnings in Consolidated 
Jams, whereas it costs only £11.60 to obtain the same current earnings from 
Amalgamated Marmalade. So shares in Consolidated Jams are, in respect to 
current earnings, more expensive, but there mayor may not be good reasons 
for this. The PIE ratio is one of the most widely quoted share ratios, but it is 
simply an indicator of a share's rating in the stock market - it does not reveal 
whether the rating is justified. 

An alternative measure of the relationship between price and earnings is 
the earnings yield, being essentially the reciprocal of the PIE ratio expressed as 
a percentage return. 

Dividend yield 

Although earnings is theoretically the return to shareholders after all expenses 
and prior charges have been met, the inadequacies of traditional accounting 
techniques in times of inflation have meant that most manufacturing com-
panies have had to plough a large proportion of earnings back into the 
company in order to replace worn-out machinery and equipment. Profit has 
been measured after allowing for depreciation of the historic (original) cost of 
equipment, but the rising cost of replacement has meant that more capital is 
needed to buy new equipment, and the main source of this is earnings. While 
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retention of earnings is thus traditionally considered as providing for expan-
sion or building up reserves, it has frequently been necessary for a company 
just to stand still. In such cases, it is obviously misleading to consider earnings 
as an accurate measure of return to shareholders. 

Partly for that reason, and partly because an investor requires information 
about annual income as a percentage of price, analysis of dividends is also 
required. Again, dividend payments are reduced to a 'per share' basis: 

Dividend payment 
Dividend per share = f 

No. 0 shares issued 

Amalgamated Marmalade 

1500000 --- = 3.75p 
40000000 

Consolidated Jams 

525000 --- = 1.05p 
50000000 

Again, it would be foolish to select Amalgamated Marmalade's shares just 
because the dividend per share is higher. It is the amount of dividend 
received per £/ spent on buying the shares that is important. The relationship 
of share price and dividend is normally quoted as a percentage yield, called 
the 'dividend yield'. 

Before calculating this yield, a brief word about taxation is required. The 
current system of corporation tax in the UK enables companies to payout 
dividends net of standard rate income tax to their shareholders. So share-
holders who pay income tax at the standard rate pay no tax on the dividend 
they receive, but investors subject to higher tax rates will be required to pay 
extra. Investors exempt from income tax are able to reclaim the tax already 
paid on their behalf by the company. As dividends are paid net of tax but 
percentage returns are normally quoted gross, the dividend yield on shares is 
normally calculated by 'grossing up' the net dividend so that direct yield 
comparison can be made with fixed interest bonds and other investments: 

.. d· Id (g ) Net dividend/share(1oo/[100 - TJ) DlVlden y,e ross = h. x 100 
Current s are pnce 

where T = standard rate of income tax. 
Assuming the standard rate of income tax to be 25%, the dividend yields 

for our two companies are: 
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Amalgamated Marmalade: 

3.75(100/[100 - 25]) x 100 = 5.100/0 
98 

Consolidated Jams: 

1.05(100/[100 - 25]) ---'--.:-..:...----''''- x 100 = 4.370/0 
32 

The dividend yield shows the current gross annual dividend (in £) that an 
investor is receiving for every £100 worth of shares. Income expressed as a 
percentage of the current price of an investment is a highly relevant unit of 
comparison for all income-earning investments, and a significant proportion 
of this book is devoted to explaining the pattern of income yields existing on 
different investments. 

Just as the price/earnings ratio will vary in response to a change in either 
the share price or earnings, the dividend yield must vary according to changes 
in either share price or dividend. But whereas changes in dividends are made 
relatively infrequently (annually or six monthly), changes in dividend yields 
occur every time the share price changes. The dividend yield varies inversely 
with a change in price. 

It should also be pointed out that both price/earnings ratios and dividend 
yields are either 'historic' or 'prospective'. If the figures are based on past 
earnings or dividend payments then they should strictly be described as 
historic, but (for instance, here) if the dividend has been announced but not 
yet paid the correct description of the yield calculated above is the 'prospec-
tive dividend yield'. Most PIE ratios and dividend yields published in the 
Financial Times and other journals are historic, being based on companies' 
last accounts or payments. 

Dividend cover 

A ratio which provides the investor with an indication of both the security of 
future dividend payments and the potential for increase is the 'dividend 
cover'. This is calculated by dividing the earnings per share by the dividend 
per share: 

Amalgamated Marmalade 

8.45 - = 2.25 
3.75 

Consolidated Jams 

2.54 - = 2.42 
1.05 
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Again, the name given to this ratio indicates its function. It is the multiple by 
which the dividend is covered by the earnings, earnings being the amount 
actually available for distribution to shareholders. If a company pays out all its 
earnings in dividends, then the cover is 1. If dividends exceed earnings (by 
drawing on reserves) then the cover is less than 1, and the dividend is said to 
be 'uncovered'. The greater the cover, the less is the risk that the dividend 
would have to be reduced in the future, and the greater is the likelihood of the 
dividend payment being raised. 

Assets per share 

Although it is the profit-earning capacity of a company which is normally the 
dominant factor influencing the market price of its shares, the value of the 
assets owned by the company is also important. This is particularly so in the 
case of property companies, investment trusts and companies which may 
become subject to a takeover bid, or which may liquidate their assets. Thus 
another useful ratio in share selection is 'net assets per share'. As the name 
implies, this ratio is the total assets of the company (normally excluding 
intangibles such as goodwill) minus liabilities, divided by the number of 
shares issued. It should approximate to the payment each shareholder would 
receive if the company went out of business, sold off all assets and repaid all 
debt. As with many of these ratios, precise definitions can vary - e.g., it can 
make a large difference whether assets are valued after allowing for capital 
gains tax (CGn liability, and whether the assets are based on market values or 
book values (values as shown in company accounts): 

Total assets - liabilities 
Net assets/share = f h . ed No. 0 s ares ISSU 

Amalgamated Marmalade 

£33m - £13m 
-----= SOp 

40m 

Consolidated Jams 

£13 m - £4.2S m 
---SO-m--- = 17.5 P 

A company's share is frequently quoted as being at a 'discount' or 'premium' 
to net assets. The share price of Amalgamated Marmalade (98p) is at a 96% 
premium to the net asset value per share (SOp), whereas Consolidated Jams' 
shares (32p) are at an 83% premium to net assets of 17.5p. 

Companies whose trading performance has been poor over a long period, 
but which own substantial property assets, can find that net assets per share 
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substantially exceed share price, particularly after property revaluation. In 
such circumstances, the company may become subject to a takeover bid 
from an 'asset stripper' who, by buying a controlling interest (more than 50% 
of the shares), can then sell off the assets for their full market value. High net 
asset value can therefore prevent a fall in the share price even if the com-
pany's trading performance deteriorates, and can mean sharp gains if the 
company becomes subject to takeover. In stock-market jargon, the share 
would be said to have 'low downside risk' but 'high upside potentiar. 

Equity capitalisation 

Now, a brief word about the value of companies. As already stated, the value 
of a share is largely dependent on the company's ability to earn profit and, 
except in a situation of takeover or liquidation, the share price will not normal-
ly be closely related to the value of the company's assets. The usual measure 
of the value of a company is its 'equity capitalisation' - that is, the number of 
shares issued multiplied by their price. The equity capitalisations of our two 
companies are: 

Amalgamated Marmalade: 

(£) 
40m x 98p = 39200000 

Consolidated Jams: 

(£) 

SOm x 32p = 16000000 

That is the value that the stock market puts on the companies. It would be 
wrong to add in the value of the debentures, as these are liabilities of the 
company, and the price of the shares is fixed in the knowledge that these 
liabilities exist. 

Having analysed the relevant figures, let us conclude which of the two 
companies appears the preferable investment. Consolidated Jams is margin-
ally more attractive on the basis of net assets per share, but this figure is 
insignificant in this case. The prices of the two shares are determined by 
earnings potential, not net assets. The capital gearing ratio is also less signifi-
cant than the income-gearing ratio, and with this being identical for the two 
companies there is nothing to choose between them on that count. Amal-
gamated Marmalade, however, has both a more attractive price/earnings ratio 
and dividend yield. A relatively low price/earnings ratio means that the price 
of purchasing £1 of current earnings is relatively cheap, and a high dividend 
yield means that the return in the form of current dividends is relatively high. 
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Although the dividend cover of Consolidated jams is marginally superior, 
Amalgamated Marmalade could have retained the same cover (by paying out 
only 3.49p per share), and still have provided a superior dividend yield (4.75%). 
Marginal differences in a firm's dividend policy such as this are not of major 
significance. 

The most significant figures are therefore the price/earnings ratio and 
dividend yield, and on both these counts Amalgamated Marmalade is mar-
ginally superior. There is, however, one further consideration which has not 
been reflected in any of our ratios and which confirms the superiority of 
Amalgamated Marmalade. That is the date for redemption of the loan stock. 
Amalgamated Marmalade has borrowed cheaply on a long-term basis, and it 
will be well into the next century before it has to start worrying about 
repayment. Consolidated jams, on the other hand, must repay its debt in 
1998, and although equity reserves more than cover the amount of this 
debt, these reserves are unlikely to be in liquid form. The likelihood is that the 
company will have to raise new capital to repay the existing debt in 1998. 
Consequently, the company is vulnerable to the rising cost of capital- interest 
rates on new borrowing could be higher than the 12% paid currently. Equally, 
interest rates could be lower, but the requirement to repay this relatively short-
term debt adds an extra element of risk to the company, making it less 
attractive to an investor in comparison with Amalgamated Marmalade. 

Whilst we can confidently select Amalgamated Marmalade as the more 
attractive of the two investments, the reader should appreciate that the 
simple analysis undertaken is sufficient only because of the simplistic assump-
tions made about the similarity of the two companies. In reality, two com-
panies would be bound to differ in an infinite number of respects, and a much 
more detailed analysis would be required to choose between them. Det~iled 
investigations would also have to be made into the jam-making industry to 
ensure that it was likely to prove a profitable business, and therefore a suitable 
area for investment. 

Analysis of corporate bonds 

The fixed-income characteristic of bonds enables precise measurement of 
future returns to be made and substantially reduces the problems of analy-
sis. Without the need to consider growth potentia~ the investor's concern is 
restricted to the ability of the company to maintain interest payments and 
repay debt at the redemption date. 

In order to illustrate the principal ratios relevant to an analysis of corporate 
bonds, we shall again use the example of Amalgamated Marmalade and 
Consolidated jams. The loan stock of both companies are deemed to be 
'unsecured', and the security of the stockholders' income and capital thus 
depend on the financial status of each company. 
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Asset cover 

The 'asset-cover ratio' indicates the ability of a company to repay debt (on 
liquidation). It is calculated by deducting prior ranking liabilities of the com-
pany (e.g., secured loans and preferential creditors, including rent, wages and 
unpaid tax) from total assets, and dividing by the debt in question plus any 
equal ranking liabilities of the company: 

Total assets - prior liabilities 
Asset cover = . . . . 

Nominal value of stock + equal rankIng Irabllitles 

Amalgamated Marmalade: 

f(33m - 3m) = 3.0 
10m 

Consolidated Jams: 

f(13m -1.75m) = 4.5 
2.5m 

These ratios are satisfactory so long as the figure for total assets reflects their 
market value. Assets are well in excess of the amount needed to repay the 
debt. But if the value of assets is based on outdated book values, caution is 
required. Book values of plant, machinery, land and buildings may be sub-
stantially above or below their market values. 

Interest cover 

Whereas asset cover is an indication of the security of the loan capital, the 
'interest-cover' ratio is an indication of the security of the stockholder's 
income. The concept is similar to the concept of dividend cover, a measure 
of the amount by which annual income available to pay interest covers the 
interest payable. All trading profits are available to pay the interest in this 
example: 

Trading profit 
Interest cover = ---..::::.....:---

Interest payments 

Amalgamated Marmalade: 

f (6 000 000) = 7.S 
800000 

Consolidated Jams: 

f (2 250 000) = 7.S 
300000 
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As the reader may have realised, this ratio is simply the inverse of the income-
gearing ratio. The figures show that trading profits would have to fall by over 
86% to cause the interest to be uncovered, and although that is always 
possible, the substantial net assets of both companies should enable interest 
payments to be maintained even if losses were incurred for several years. 

Interest yield 

The 'interest yield' is similar in concept to the dividend yield, being the 
percentage relationship of annual income to market price. But whereas with 
shares we calculate the yield on a 'per share' basis, with loan stock the unit 
adopted is £100 nominal of the stock: 

Id Annual interest per £100 nominal 
Interest yie = x 100 

Current price per £100 nominal 

So, taking the market values of the loan stocks originally quoted, the interest 
yields are: 

Amalgamated Marmalade: 

8 
£- x 100 = 10.26% 

78 

Consolidated Jams: 

12 
£-- x 100 = 11.71% 

102.50 

£8 is the annual income per £100 nominal of Amalgamated Marmalade's loan 
stock, as the stock has an 8% nominal rate of interest. 

Redemption yield 

The value of any good traded in a market can rise or fall, but whereas the 
future value of shares is very difficult to predict, the value of dated loan stock 
must be worth £100 per £100 nominal at the date of redemption, assuming 
no default on behalf of the borrower. Thus an investor purchasing either of 
these two bonds at their current market price can anticipate not just income, 
but also a capital change. At the quoted prices, a purchaser of Amalgamated 
Marmalade's loan who holds to redemption will gain £22 per £100 nominal, 
whereas a purchaser of Consolidated Jams' stock will lose £2.50 over a much 
shorter period. 

The yield that takes account of this gain or loss together with the interest 
received, is called the 'redemption yield', being the investor's total return per 



Analysis of Stock-Market Securities 41 

annum in income and capital change, on the assumption that the stock is 
held until redemption. The redemption yield is a true measure of total return, 
an internal rate of return (JRR), for which there is no simple algebraic formula 
to enable precise calculation. However, the concept of the redemption yield 
can be illustrated (but imprecisely calculated), as shown below. 

We shall assume that the loan stock of Consolidated Jams is to be 
redeemed on 31 December 1998, and that it is being analysed at a price of 
£102.50 per £100 nom. on 30 December 1995. 

In each year of the investment, the investor will receive the interest, but 
over the three years he will make a loss of £2.50, that is an average of £0.83 
per annum. So: 

0.83 
Capital loss per annum -- x 100 = -0.81 % 

102.50 
Add interest yield 

Approximate redemption yield 

= +11.71% 

10.90% 

This calculation is inaccurate because an annual loss of 83p is not made, a loss 
of £2.50 is made after three years, which is not so bad, allowing for the time 
value of money. So the calculation above underestimates the return, and is 
shown here for illustrative purposes only. Assuming the interest is paid annual-
ly in arrears, the relevant cash flow is: 

1995 
(£) 

-102.50 

1996 
(£) 

+12 

1997 
(£) 

+12 

1998 
(£) 

+112 

The IRR on this cash flow (calculated by trial and error or pocket calculator) is 
10.98%, so: 

Consolidated Jams 

Redemption yield = 10.98% 

Similarly: 

Amalgamated Marmalade 

Redemption yield = 10.52% 

Note that in the case of Amalgamated Marmalade the redemption yield is 
above the interest yield, due to the £22 capital gain receivable in the year 
2020. 
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On the basis of this analysis Consolidated Jams' stock appears the prefer-
able choice as it provides higher interest and redemption yields, and has a 
superior asset cover. However, there are other considerations affecting the 
choice which we shall examine in Chapter 5, but even then the evidence is 
inconclusive and the choice between the two stocks must remain a matter of 
personal investment preference. 

The various ratios introduced in this chapter are essentially units of com-
parison which indicate relative advantage or disadvantage and help sensible 
buy and sell decisions to be made. Each has little merit in isolation, but as part 
of a package of analytical tools each has a part to play. The ratios involving 
market price (especially the PIE ratio and dividend yield) are indicators of the 
rating given to the investment by the market, without explaining whether the 
rating is justified. Thus much more information is required in practice before 
sensible investment decisions can be made, particularly historic records and 
future profits predictions. 

In introducing these various ratios we have identified the concepts of 
gearing, the price/earnings (years' purchase) multiple, cover and yield. It is 
these concepts which it is important to understand, because they are all 
crucially important to the analysis of property investments. 

Treasury bills 

Although traded in the short-term money market rather than· in the stock 
market, and although scarcely a close substitute for long-term investments 
such as equities, gilts and property,Treasury bills play an important part in the 
investment market, and a brief description is appropriate here. 

Whereas gilts are sold by the Bank of England in order to raise finance for 
the government on a relatively long-term basis, Treasury bills are issued to raise 
short-term money, usually three months. New issues are sold weekly by 
tender, to banks and other financial institutions. The issue and repurchase 
(rediscount) of these securities by the Bank of England is one of the most 
important ways in which the authorities have controlled short-term interest 
rates, because the Treasury bill discount rate influences bank lending rates and 
other short-term rates of interest in the economy. 

Treasury bills do not payout interest as such, but as they are purchased at a 
discount to their face value, they provide a return to the investor in the form 
of a capital gain over the life of the security. This return, quoted as a percen-
tage yield, is called the discount rate. 

Example 4.2 

If a three-month Treasury bill with a face value of £10 000 is purchased for 
£9750 what is the discount rate? 

As the investor will receive the face value of the bill at redemption, his 
return over the three month period is: 



250 -- x 100 = 2.5641% 
9750 
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but as yields are normally quoted on an annual basis, the annualised rate 
should be calculated. The discount rate on Treasury bills is conventionally 
annualised on a simple interest basis. In the case of this three month bill, the 
annual rate is therefore: 

4 x 2.5641 = 10.26% p.a. 

If compounded quarterly, the annualised rate would be: 

(1 + 0.025641)4 -1 = 0.1066 = 10.66% p.a. 

Investment yields 

Of all the units of comparison employed in the evaluation of investments, the 
yield is the most important. But there is a risk of the reader becoming 
confused about the various yields that have been introduced so far. In fact, 
only two broad types of yield have been mentioned: 

(a) income yield, e.g., dividend yield and interest yield, 
(b) internal rate of return (IRR), e.g., the redemption yield and the Treasury 

bill discount rate (when annualised on a compound interest basis) 

While the former is merely the relationship between current annual income 
and current price, the IRR is a measure of total return taking account of both 
income (if any) and capital change (if any). In the case of a dated gilt valued at 
par (£100 per £100 nominal), the IRR (redemption yield) is the same as the 
current income yield (interest yield), because there is no capital change to 
redemption. In the case of Treasury bills, the IRR (discount rate) is merely the 
measure of capital change because there is no separate income, and in the 
case of a dated gilt valued above or below par, the IRR (redemption yield) is an 
amalgam of both income and the guaranteed capital change. 

While the concept of the IRR is just as important to the share investor as it 
is to the investor in bonds (in that all investors are concerned with total return, 
not simply return in the form of income), no equivalent to the redemption 
yield is normally quoted for shares (or even for undated bonds), because they 
have an indefinite life, and their future income and price are unknown. The 
redemption yield on dated gilts can be precisely calculated only because it 
has a finite life and all future income and capital flows are known. 

The reader who is unfamiliar with discounted cash flow (OCF) concepts and 
techniques is recommended to consult one of the many elementary text-
books on the subject but the principal points to remember about the IRR are: 
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(a) It is a true measure of total return from an investment, taking into 
account expenditure, income and capital change. 

(b) It is a true return in the sense that it is a return over and above the cost 
of replacing the capital invested. 

(c) If the original capital invested is not replaced, i.e. a loss is made, then 
the IRR is negative. 

On the other hand, the current income yield is no measure of overall profit-
ability. It is merely the perceQtage relationship between current income and 
current price, so a change in either income or price must tend to cause a 
change in the yield. In the short term, dividend yield changes tend to result 
from changing prices rather than changing dividends. Yields on fixed interest 
bonds can change only as a result of a change in price, because income is 
fixed, by definition. When it is said that relatively risky investments tend to 
give relatively high yields, that does not mean that risky companies strive to 
payout higher dividends to shareholders than more secure companies; it 
means that the market prices of the securities issued by the risky companies 
are relatively low per £1 of dividend paid. 

As illustrated here, these yields are measures of investment returns in 
money terms, and this is the use to which they are normally put. However, 
as stressed in Chapter 2, we must not lose sight of real (inflation adjusted) 
returns, and it is entirely appropriate for an investor to calculate an expected 
IRR or the historical IRR achieved from his stock after taking account of the 
anticipated or historical rate of inflation. 



5 Gilt-Edged Securities - Prices 
and Yields 

The greater the risk that investors perceive in an investment, the greater the 
yield that they will require from it. However, being guaranteed by the govern-
ment, no significant risk is attached to the income and capital repayment on 
gilts. Yet if one examines the list of conventional fixed interest gilts shown in 
the Financial Times, interest and redemption yields are seen to vary substan-
tially between one stock and another. This chapter investigates the major 
factors influencing yields on gilts, and identifies certain principles which help 
to explain yields on investments in general. 

Being marketable securities like corporate stock, the price of gilts will vary 
from their nominal value according to the vagaries of market demand and 
supply, and being fixed-interest bonds, any change in price must bring about 
an inverse change in yield. At any time, a gilt is likely to have a market value 
different from its nominal value, consequently an interest yield different from 
its nominal rate of interest, and a redemption yield different again. 

We shall now examine the impact of the redemption date on the price 
volatility and yield of gilts, commencing with an examination of the relation-
ship between the price of undated gilts and long-term interest rates. 

Effect of long-term interest rates on the price of undated bonds 

Let us again use a hypothetical case for illustration. 21/2 % Consols, the oldest 
gilt still unredeemed, was issued in the nineteenth century, partly 'consolidat-
ing' a number of earlier issues. We shall assume that the stock was issued 'at 
par' (j.e. at a price of £100 per £100 nominal) and that 2.5% was therefore the 
going rate for such long-term borrowing at that time. The situation at issue per 
£100 nominal would therefore have been: 

Stock 

21/2 % Consols 

Incomep.a. 
per £100 nom. 

(f) 

2.50 

Investors' 
required yield 

(%) 
2.5 

Market price 
per £100 nom. 

(f) 

100 

The government had major new borrowing needs during and just after the 
First World War, so we shall assume that a new undated issue was made in 
1920 - a time when, due to inflation in the aftermath of war, long-term interest 
rates had risen to 5%.ln order to persuade investors to buy this hypothetical 
stock -let's call it 5% Treasury - the interest rate would have to be 5%, but 

45 
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with the availability of this stock, no rational investor would be willing to buy 
the old 21/2% Consols at par. In fact, investors would be willing to buy 2 1/2 % 
Consols only if it provided a yield as good as they could obtain from 5% 
Treasury. Thus supply and demand imbalance would result in a fall in the 
market price of 2 1/2 % Consols to exactly £50 per £100 nominal, at which 
point its yield would be 5% and investors would be indifferent as between the 
two stocks. 

Year 1920 

Stock 

5% Treasury 
2 1/2 % Consols 

Incomep.a 
per £100 nom. 

(£) 

5.00 
2.50 

Investors' 
required yield 

(%) 
5 
5 

Market price 
per £100 nom. 

(£) 

100 
50 

If the price of 2 1/2 % Consols fell below £50 to give a yield higher than from 
5% Treasury then either rising demand would force its value back up to £50 
(as investors bought it in preference to 5% Treasury), or falling demand 
relative to supply would cause a fall in price of 5% T-reasury to bring its yield 
into line. 

It is worthwhile specifically to state the following principle: 

• If stocks are identical in all respects, except in their nominal rates of 
interest, then in a competitive market their prices will adjust so that their 
yields are identical. 

let us now move forward to the middle of 1974, when the government had 
a massive and expanding PSBR and, due to inflation accelerating apparently 
beyond control, long-term interest rates had risen to 15%. Again, we shall 
assume that the authorities sold another undated gilt (although in fact they 
did not, because they could raise the capital more cheaply by selling shorter 
dated gilts, and no government would wish to commit itself or its successors 
to paying such a high rate indefinitely). With long-term interest rates at 15%, 
the new stock (we shall call it 15% Funding) would have to give a 15% yield, 
and to enable existing holders of 21/2% Consols and 5% Treasury to sell their 
stock, prices would have to fall to a level that would make their yield 
competitive with 15% Funding as in the table opposite. 

The uniformity of yield on similar investments is due to the pricing effi-
ciency of the stockmarket. In fact the market in gilts comes as close as any to 
the concept of the 'perfect' market. About £2 billion worth of gilts are bought 
and sold every day by a very large number of buyers and sellers, who have 
knowledge of the benefits, characteristics and prices of the various stock. 
There is therefore no chance of any individual seller persuading a buyer that 
his 2 1/2 % Consols are particularly attractive and actually worth, say, £20 
when similar stocks are selling for £16.66. 
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Year 1974 

Incomep.a. Investors' Market price 
Stock per £100 nom. required yield per £100 nom. 

(£) (%) (£) 

15% Funding 15.00 15 100.00 
5% Treasury 5.00 15 33.33 
2112 % Consols 2.50 15 16.66 

The price changes shown here do not, of course, occur instantaneously on 
the issue of a new higher yielding stock. The changes take place over time, 
and occur whether new stock are.issued or not. In fact, no new undated stock 
has been issued since the Second World War, and yet 21/2 % Consols were still 
yielding 15% in mid-1974. Nor is it the yield paid on a new stock which affects 
yields on existing stock, it is vice versa. Yields available on existing stock 
determine the yield which investors require on a new stock, and which the 
borrower must pay in order to sell the stock. That is one of the functions of the 
stock market - it shows borrowers the cost of raising new capital. 

This illustrates a further principle: 

• Although it is normal to say that a change in the price of a marketable 
investment causes a change in its yield, it is really vice versa. It is a 
change in investors' required yield that brings about the change in 
price. That is why a study of the determinants of yield is of such para-
mount importance to understanding investment prices. 

It was the rise in investors' required yield from 2.5% to 15% (primarily due to 
inflation), that caused the price of 21/2 % Consols to fall from £100 to £16.66. 
The price change was brought about as a result of supply and demand 
imbalance. Existing investors felt that they were receiving an inadequate 
return compared with alternative investments, so increasingly tended to sell 
their stock, and higher yields were required to induce a sufficient demand to 
equate with supply. 

We shall now advance to late 1982 when, as a result of progress in curbing 
inflation, interest rates on long-term borrowing had fallen sharply, causing 
yields on undated gilts to fall to 10%. 

Year 1982 

Income p.a Investors' Market price 
Stock per £100 nom. required yield per £100 nom. 

(£) (%) (£) 

15% Funding 15.00 10 150 
5% Treasury 5.00 10 50 
2112 % Consols 2.50 10 25 
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We find that the market prices of the stocks have risen in proportion to the fall 
in the required yield. This illustrates another principle: 

• The price of undated fixed-interest securities varies in inverse proportion 
to changes in their required yield and the general level of long-term 
interest rates. 

It is not simply that price varies inversely with yield, that is true for all income-
earning marketable investments. The point is that with perpetual fixed-
income investments, price and yield vary in inverse proportion. The doubling 
of interest rates up to 1920 caused the value of 2 1/2 % Con sols to fall by a half, 
the sixfold increase up to 1974 caused their value to fall to one sixth of their 
original price, and the one third fall in interest yields to 1982 caused a price rise 
amounting to one third of the resultant price. Despite the fact that income is 
guaranteed by the government, the market prices of irredeemable gilts are 
volatile in response to changing interest rates. 

Price volatility and the term structure of gilt yields 

In comparison with irredeemables, the existence of a redemption date on 
dated fixed-interest bonds has a stabilising influence on price movements. 
For example, assume that a hypothetical stock, Exchequer 10%, has one year 
to elapse before redemption and is priced at £100 per £100 nominal to give a 
yield of 10%. 

In the unlikely event of yields doubling to 20%, rather than the price 
halving to £50 as would have been the case with an undated gilt, the price 
would fall only to about £91.70, at which: 

(%) 

Interest yield = 10.9 (~X100) 91.7 

Approx. capital gain = 9.1 ( 8.3 ) -x100 
91.7 

Approx. redemption yield = 20.0 

The price could not possibly fall by 50% because, apart from the 20% interest 
yield, investors purchasing at that price would also obtain a guaranteed 
capital gain of 100% over the one year to redemption. Conversely, in the 
event of market yields halving to 5%, investors would not obtain a 100% 
capital gain, as would be the case with undated gilts, but something much 
less. 

The proximity of the redemption date therefore influences the price 
stability of bonds in response to changing market yields. The price of very 
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short-dated stock will tend to be very stable, whereas the price of long-dated 
stock will be almost as volatile as undated gilts. The longer the period to 
redemption, the less is the influence of redemption on the stock's price. The 
reader is recommended to examine the list of gilt-edged securities in the 
Financial Times where, with stocks listed chronologically according to redemp-
tion date, the 'pull to redemption' is obvious. That is, shortest gilts have values 
relatively close to par, but the longer the date to redemption, the greater 
(generally speaking) is the variation from par value. 

On the basis of this analYSis, the price stability of short stocks must tend to 
make them a secure investment, whilst the volatility of long and undated 
stocks must render them relatively risky. Consequently, short-dated stocks 
would be expected to give relatively low yields, and medium and longs 
progressively higher yields, with undated stock yielding the highest of all. 
That indeed is the traditional 'term-yield structure' of fixed-interest bonds; 
upward sloping to the right (as at 31 January 1978, Figure 5.1). The variation in 
yield according to the term to redemption does not reflect liquidity - any of 
the stocks can be sold in the Stock Exchange within an hour or so on a normal 
working day, and the proceeds received within days. The yield difference 
reflects the risk of changing market prices, coupled with the probability that 
the longer the period to redemption the greater is the likelihood of the 
investor wishing to sell before redemption. If he is willing to hold to redemp-
tion, there is no monetary risk involved, assuming no risk of the government 
defaulting on its commitments. 
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Figure 5.1 Term yield curves 01 British Government Stocks 
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However, the analysis above is incomplete in a number of respects and 
during the 1980s the term yield curve was frequently inverted (downward 
sloping to the right). The conclusion reached above - that market prices of 
short gilts are more stable than longer-dated stock - implies that yields on 
short and long stock are equally variable. However, in recent years short term 
yields have proved more volatile than long-term yields, thereby tending to 
even out the risk differential between different redemption terms. The vola-
tility of short term yields has resulted from the government's increasing 
reliance upon manipulation of short term interest rates as a tool of economic 
management, and the relatively high yields at the 'short end' of the gilts 
market in the 1980s reflected a requirement to keep interest rates high in 
order to control demand for goods and services. 

Investment yields tend to follow changes in the yields of close substitutes. A 
very short-dated gilt (say, with six months to redemption) is a close substitute 
for a Treasury bill. So a rise in the discount rate on Treasury bills (resulting from 
government action) will tend to cause a rise in the yield on very short gilts, as 
investors desert the latter for the attractions of bills. The effect of investors 
selling gilts will cause their price to fall and yield to rise in line with the Treasury 
bills. 

A major influence on yields at the 'long end' of the gilts market is investors' 
expectations about inflation. Whereas short-term interest rates are largely 
determined by government intervention, long-term interest rates are largely 
a function of inflationary expectations. Relatively high yields on long-dated 
stock up until the late 1970s probably reflected not just the risk but the 
expectation of rising inflation and rising interest rates. Relatively low yields on 
longs during the 1980s reflected the perception that inflation was generally on 
a declining trend, and that long-term interest rates would eventually follow. 
Investors were willing to accept relatively low current yields (compared with 
short gilts) in the expectation that they would make a capital gain when long-
term yields fell. 

Other reasons for relatively low yields on long-dated gilts are: 

(a) demand from life assurance companies and pension funds who look 
for long-term investments to match their long-term liabilities, and 

(b) the lack of supply of new issues which have tended to concentrate on 
short and medium durations. 

Like stock prices in genera~ the term yield curve is constantly changing. It has 
traditionally been upward sloping, but may be inverted. Sometimes it is steep 
(i.e. there is a substantial difference between yields on short and long gilts) and 
sometimes it is flat. In order to understand these changes one needs to 
understand the government's market activities and the impact of economic 
change on risk and return. Changes in price and yield come about only 
through changes in demand and supply, and whereas the government con-
trols the supply of new gilts, demand will change according to investors' 
expectations and their perception of risk. 
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There are a number of salient points in this section worth restating: 

• The proximity of the redemption date determines the price stability of a 
fixed-interest bond in response to any given change in market yields. 

• Ceteris paribus, the closer the redemption date, the closer the price of a 
bond to its par value. 

• The redemption yields of fixed-interest bonds will tend to vary from each 
other according to the proximity of redemption. 

• The price stability of short-dated gilts relative to longs is one major reason 
for the traditional upward sloping term yield curve. However, government 
manipulation of short-term interest rates together with expectations of a 
decline in inflation can result in an inverted term yield curve. 

Impact of taxation on gilt yields 

We have already introduced the principle that stock prices will tend to adjust 
to bring about the yields required by investors, and thus if two stocks are 
identical in all respects except for their nominal rates of interest, their yields 
will tend to be identical. If this principle is correct, then why is it that two gilts 
with similar redemption dates dearly display substantially different redemp-
tion yields? 

The following two gilts are deemed to have the same redemption date 
(2004), and to be identical in all respects except for their coupons: 

Price Interest Cap. Change Redemption 
(£) (0/0) (0/0) (0/0) 

Treasury 11 V2 0/0 
2001-2004 112.31 10.24 -0.86 9.38 
Funding 3 V2 0/0 
1999-2004 67.25 5.20 2.51 7.71 

Source: Financial Times, 1 July 1992. 

Why are investors willing to buy Funding 31/2 % to obtain a redemption yield 
of 7.71 % when they could buy Treasury 11'12 % and receive a significantly 
higher return? Should we not expect high demand for the 111/2% stock to 
cause its price to rise and its yield to fall, and the converse to take place for the 
3 '12 % gilt, until the redemption yields come into line? The answer would be 
'yes' - if it was not for the impact of taxation. While most investors are liable to 
pay income tax on interest received, unlike other investments gilts (and some 
corporate bonds) are exempt from capital gains taxation. Therefore, for most 
investors, 1 % of capital gain is more valuable than 1 % of interest. 

The figures above show not only the annual interest and redemption yields 
guaranteed to an investor buying at the prices quoted, but also the return in 



52 Principles of Investment and Asset Pricing 

the form of capital change (not specifically quoted in the Financial Times) 
which the investor must receive if he holds to redemption (this being the 
difference between the interest and redemption yields). It can be seen at a 
glance that whereas the 3 1/2 % stock provides investors with a significant 
amount of (tax free) capital gain, the 11 '/2 % stock provides its return in 
(taxable) interest as well as incurring a capital loss (which cannot be used to 
offset gains from other investments). This latter stock would subject most 
investors to a greater tax liability. 

Low-coupon stocks give relatively low gross redemption yields because, 
with their price being relatively low in comparison with higher coupon stock, 
they provide a relatively large proportion of their return in the form of tax-free 
capital gain. 

If we now deduct income tax at 33% from the interest yield and add the 
net yield to the return from capital change, we can see that the net redemp-
tion yields from the two stocks are similar: 

Interest Capital Redemption 
Price (neV Change (neV 

(£) (%) (%) (%) 

Treasury 11 Vz % 
2001-2004 112.31 6.86 -0.86 6.00 
Funding 3 Vz % 
1999-2004 67.25 3.48 2.51 5.99 

Of course, the 33% tax rate was chosen so that the redemption yields would 
nearly equate; it is impossible otherwise to judge what tax rate is appropriate, 
as different investors pay income tax at different rates. Many individual 
investors in gilts pay income tax at 40%, whereas insurance companies pay 
33%, and pension funds are exempt. 

This helps to illustrate a number of further principles: 

• Investors are ultimately concerned about return net of tax, and indeed, 
net of any other expenses incurred. 

• Investors are ultimately concerned about the net total return ORR) to be 
received from an investment, and market price will adjust through the 
forces of demand and supply to provide a similar net redemption yield 
for stocks of similar risk. 

• The income yield required from an investment is determined by deduct-
ing the return expected due to capital change from the total return 
required from the investment. 

Note that although the market in general may be indifferent as between the 
two stocks at their current prices, individual investors are not. An investor 
paying a high rate of income tax would select 31/2% Funding, whereas an 
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investor paying the standard rate or less would find it more profitable to 
purchase the 11 V2 % stock. In order to satisfy the demand from investors 
paying high rates of income tax, the authorities occasionally issue new low 
coupon stocks at prices well below par. 

Other influences on gilt yields 

If the only factors affecting the gross redemption yields on gilts were the two 
so far examined - the period to redemption and the influence of tax-free 
capital gain - then all undated gilts would have an identical interest yield. They 
have no guaranteed redemption date, and thus there is no difference 
between them in risk or capital gain potential. However, a glance at the six 
undated stocks quoted in the Financial Times will show that their interest 
yields are all different. There are good reasons for these variations, although 
because of the relatively small amount of such stock in existence and the 
small number of investors trading in them, it is possiule that minor yield and 
price anomalies sometimes exist. 

3 V2 % Conversion is unique in that the authorities are committed to 
purchase a small proportion of the outstanding stock each year, so long as 
its average price within a six-month period remains below £90. The impact of 
this statutory purchase has tended to raise the price <and correspondingly 
reduce the yield) in comparison with other undated gilts. 

Standard rate income tax is normally deducted from interest payments at 
source, but 31/2 % War Loan is exceptional in that the interest is paid gross. 
This is advantageous both to nil taxpayers (in that the delay and bother of 
reclaiming the tax are avoided), and also to higher rate taxpayers (in that. 
although they will eventually be required to pay the tax, they have the use of 
the money in the meantime). This advantage must again tend to raise the 
price (and lower the yield) acceptable to investors in comparison with other 
stock. Certain dated gilts also pay interest tax free to overseas investors. 

The timing and frequency of interest payments are other important factors 
affecting price and yield. Whereas interest on most gilts is paid in two equal 
segments each six months, 2'12 % Consols is unique in that interest is paid 
quarterly. Furthermore, as the date on which interest is paid varies from one 
stock to another, the proximity of the next interest payment must vary, again 
resulting in variations in yield. For administrative reasons, shortly before inter-
est (or dividends for shares) is due to be paid out, a stock is said to go 'ex 
dividend', indicating that subsequent purchasers will not be paid the forth-
coming dividend, it being paid instead to the previous owner. When a stock 
goes 'ex dividend' excess supply over demand at the original price will tend to 
cause the price of the stock to fall by approximately the amount of the 
interest now lost to new buyers. The interest yields quoted for gilts in the 
Financial Times are calculated by deducting that part of the price which 
reflects the proximity of the next interest payment On that basis, therefore, 
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the interest yield will be unaffected by the proximity of the next interest 
payment. 

These, then, are some of the principal factors influencing yields on fixed-
interest stock, being in general relevant to corporate bonds as well as gilts. A 
corporate fixed-interest bond will tend to give a higher yield than an equiva-
lent gilt because of the higher risk of default and the marginally higher transfer 
cost (market-maker's spread and broker's fee). 

Index-linked gilts 

Conventional gilts are inflation prone. At purchase, the investor 'locks into' a 
fixed income which cannot change during the life of the stock. Thus the 
purchasing power of the income (and the redemption value) are absolutely 
vulnerable to erosion by inflation. By contrast, index-linked gilts are designed 
to protect the investor from inflation. Their essential feature is that both 
interest payments and the redemption value are linked to the RPI (Retail Price 
Index), thereby retaining their purchasing power. If over the life of a stock 
inflation totals 75%, then the redemption value will be £175 per £100 
nominal. Due to this inflation-proofing, coupons and real returns are low, 
although nominal (money) returns may be as high as, or exceed returns from 
conventional gilts. 

A minor complexity is that interest payments and the redemption value are 
tied to the RPI eight months before the payment is due. Index linking begins 
eight months before the stock is issued and ends eight months before 
redemption. It is for this reason that the real redemption yield varies some-
what according to the rate of inflation over the actual life of the stock, as 
illustrated in the Financial Times share information service. 

Due to the regular index-linking of interest and redemption value, market 
prices should tend to rise in line with inflation. However, as with any market-
able investment, prices will vary according to economic change and market 
sentiment. The investor selling before redemption is not guaranteed inflation-
proofing (or indeed any positive return) but if he holds in the medium or long 
term his return should exceed inflation. 

Whereas index-linked stocks are likely to outperform conventional gilts in 
times of high and rising inflation, their relative performance is likely to be 
reversed in times of falling inflation. That was illustrated by conditions in 1982 
when a sharp fall in both inflation and interest rates provided investors in 
medium- and long-dated conventional gilts with substantial capital gains 
and total returns in excess of 50%. In order to make a rational selection 
between conventional or index-linked, short-dated or long-dated, high cou-
pons or low, the investor must not only take into account his own tax liability, 
income needs and risk aversion, but also take a view on future trends in 
inflation and interest rates. 
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As in the case of low-coupon conventional gilts, the high taxpayer is 
attracted to index-linked stock by the high proportion of the return likely to 
arise from tax-free capital gain. The investor should calculate the rate of 
inflation which would be sufficient to provide the same total return (net of 
tax) that he would receive from a conventional gilt of similar duration, and 
then make a judgement as to whether that 'break-even' rate of inflation was 
realistic. If he believed that inflation would exceed the 'break-even' rate he 
should select the index-linked stock, but if not he would obtain a higher 
return from the conventional stock. 

Index-linked stock are also attractive to long-term investors such as life 
assurance and pension funds who seek inflation-proof investments to match 
their liabilities to pension and policy holders. The merits of the stock are 
obvious. They give an expectation of a positive long-term real return and 
provide the modern equivalent advantages that 2 1/z % Consols provided to 
Victorian widows and orphans - a true 'gilt-edged' investment. 



6 Ordinary Shares - Prices and 
Yields 

A model of share-price determination 

Equity shares differ fundamentally from dated fixed-interest securities, (a) by 
the ability of the dividend to vary and (b) due to the perpetual (or at least the 
indefinite) life of shares. Without the stabilising influence of fixed income and 
a terminal value, share prices must tend to be volatile, particularly as most 
share prices are closely linked to equity earnings and equity earnings tend to 
be volatile. 

Owing to the greater risk of shares, investors will tend to require a relatively 
high return. If investors can obtain a guaranteed 10% per annum from 
investing in gilts, they are unlikely to invest in shares unless they can antici-
pate a higher total return ORR}, say, 15% per annum. This return will normally 
derive from both income and capital gain. If shares in Bluechip PLC, for 
example, are currently priced at 100p, but after one year investors expect a 
dividend of 5p and a rise in the share price to 110p, then: 

5 +10 
Investors' expected return = --

100 

= 0.15 or 15% 

In calculating this return we have, in fact, solved the formula: 

where r = expected return ORR}, D1 = expected dividend in year 1, 
Po = current price and P1 = expected price in one year. 

However, in Chapter 5 we concluded that, rather than yields being deter-
mined by changing prices, stock prices are determined by investors' required 
yields. So if we know (or can estimate) investors' required return and the 
dividend and price in one year, then we can calculate the current share 
price. Using the figures above, and assuming that 15% represents investors' 
required IRR, then the price can be calculated: 

56 
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p=o,+P, (6.1) 
o 1 + , 

5+110 ----1 + 0.15 
= lOOp 

where, = investors' required return (JRR). 
Now, if Equation (6.1) is valid for determining the current share price, then 

the price in one year must be dependent on the expected share price and 
dividend in Year 2: 

By substituting O2 + P2 for P, in Equation (6.1) 
1 + r 

we can express the current share price in terms of the expected dividend in 
Years 1 and 2, and the expected price in two years: 

o (02 +P2) , + 1 + 
P = r 
o 1 +r 

This reduces to: 

0, O2 +P2 p = __ + --O:.._~ 
o 1 + r (1 + r)2 (6.2) 

So the current price of a share can be explained by reference to investors' 
expected dividends in the next two years, the expected share price in two 
years, and investors' required IRR. But again the price in Year 2 must reflect 
dividend and share price expectations in Year 3, and the price in Year 3 reflect 
expectations in Year 4, and so on. In fact, if we extend our pricing formula into 
perpetuity, future price expectations drop out entirely: 

or, 

o 0 0 
P =_'_+ 2 + 3 + ... 
o 1 + r (1 + r)2 (1 + r)3 

(XI D 
p - "'" 1 0- L-( )' 1=' 1 + r 

(6.3) 
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This expression states that a share's price is the present (discounted) value of 
expected future dividends. Consequently a share's price depends essentially 
on two major variables - expected future dividends and investors' required 
return ORR). 

This equation is a basic model which can be used by investment analysts to 
assess the intrinsic value of a share which, when compared with the market 
price, enables sensible buy and sell decisions to be made. However, due to the 
difficulty of estimating dividend payments beyond a relatively limited period, 
an estimate of the price at the end of this period would be made and 
incorporated into the pricing model, as shown after two years in Equation 
(6.2). Other refinements include the discounting of estimated future equity 
earnings rather than dividends, and the use of varying discount rates to 
reflect variation in the risk between one year's dividend and another. 

The model applied to other investments 

This model can be used as a basis for understanding market prices and for 
valuation. The principle, illustrated here in the context of ordinary shares, is 
applicable to all income-earning investments, particularly shares, gilts and 
property, and can be restated: 

( ) C1 C2 C3 
P orV = + + + ... 

o 0 (1 + r) (1 + r)2 (1 + r)3 (6.4) 

where Po = current price of investment, Vo = present value of investment, 
C1, 2, 3 = expected cash flow in periods 1, 2, 3 and r = investors' required return 
(or target IRR). 

This mathematical statement is a simple but extremely useful model of 
investment asset pricing or valuation, having an infinite number of uses in 
explaining investment prices, yields and other concepts. However innumerate 
the reader considers himselfor herself to be, it is essential that the meaning of 
the expression is understood, as we shall be returning to it again and again 
throughout this book. 

Expressed in words, the statement says that the price (or value) of an 
investment is the sum of future expected income flows, discounted over the 
period to elapse before each cash flow is received. More succinctly, the price 
(or value) of an income-earning investment is the present value of expected 
future income flows. Or again; 

• The price (or value) of an income earning investment is a function of 
time, investors' income expectation and their required return. 

A key word to remember here, particularly when relating this principle to 
shares or property, is the word 'expected'. Future returns from equity invest-
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ments, whether in the form of periodic income or capital receipts, are 
uncertain and thus equity asset prices are based on expectations which may 
or may not be fulfilled. In fact, we could go further than this and say that 
virtually the only certainty in equity investment is that the expected return 
will not be received - it will ineVitably be higher or lower than expected. So 
rather than saying that an investor requires a return ot say, 15% - which 
seems to imply certainty - it is more appropriate to say that he requires an 
expectation of 15%; more succinctly, his 'target' return is 15%. 

This target IRR is the opportunity cost of the capital to be invested - in 
other words, the rate of return expected from an alternative investment of 
similar risk. It can be considered as having two components, viz., the rate of 
return currently available from riskless investments, plus a premium to reward 
the investor for putting capital at risk. Although (as we saw in Chapter 5) a 
long-dated gilt is not strictly a riskless investment, it is a lot less risky (in money 
terms) than the average ordinary share. It thus seems reasonable to suggest 
that the target IRR appropriate to an equity share might be the current 
redemption yield on long-dated gilts - say, 10% plus, say, 5% to cover risk-
to make the 15% suggested at the start of this chapter. This is merely an 
indication of how the target IRR might be estimated (the subject is devel-
oped further in Chapter 8), because it is impossible to know for certain what 
total return an investor will require from an equity investment. In fact, many 
investors will not have a clear figure in mind themselves. 

The model with constant growth assumptions 

If constant dividend growth is assumed into perpetuity, Equation (6.3) can be 
restated as follows: 

0, 0,(1 + g) 0,(1 + g)2 p=--+ + + ... 
o 1 + r (1 + r/ (1 + r)3 

where g = expected annual dividend growth rate. 
However (provided r is greater than g), this series reduces to: 

0, 
Po=--

r-g 

(6.5) 

(6.6) 

which states that share prices are a function of the prospective dividend, 
investors' dividend growth expectation and their target IRR. 

But O,/Po is the (prospective) dividend yield (d), so 

d=r-g (6.7) 

That is, a share's dividend yield is investors' target IRR less their expected 
dividend growth rate. 
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That is very similar to a conclusion reached in Chapter 5, which explained 
the determination of interest yields on dated gilts. Income yields are deter-
mined by investors' target returns, less returns expected from growth (positive 
or negative). 

If we now substitute d for r - g in Equation (6.6), we get: 

D 
P =-' o d (6.8) 

which states that share prices are a function of their current dividend and 
dividend yield (a fact which follows from the definition of dividend yield itself). 
In other words; 

• The price of a share is a multiple of its current dividend, the multiple 
being the reciprocal of investors' required dividend yield. 

For example, the reciprocal of 5% is 20. So the price of a share paying a 
dividend of 10p and having a dividend yield of 5% must be 200p. 

A share's price can therefore be regarded as being determined either by the 
current dividend and investors' required dividend yield (Equation (6.8)), or by 
future dividend expectations and investors' target IRR (Equations (6.3) or (6.5)). 
However, as investors' required dividend yield depends on their target IRR and 
future growth expectations, the essential pricing concept is the same. 

Equations (6.6) and (6.7) are very useful abbreviations of our basic DCF 
pricing model (Equation (6.3)). It is unimportant that dividend growth will not 
be constant in the future, g should be considered as the (discounted) average 
expected growth rate which inevitably would be missed in some years but 
exceeded in others. Of course a totally different growth rate may be achieved 
in practice (or perhaps no growth at all), but what ultimately occurs is 
irrelevant to current prices; investment prices are based on expectations for 
the future, not on outcomes. 

Note also that g is theoretically a growth expectation into perpetuity. 
Although it is virtually impossible to predict growth for more than a few years 
ahead, it is the growth expectation for the early years which is of dominant 
importance to investment pricing. 

let us now look at Examples 6.1 and 6.2, which illustrate and develop the 
principles introduced so far. 

Example 6.1 

Investment analysts investigating the ordinary shares of John Appleseed PlC 
are forecasting dividend payments over the next four years of 10p, 11p, 13p 
and 15p, and they predict a dividend growth rate of 10% p.a thereafter. 
Assuming a target IRR of 15%: 
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(a) calculate the current value of the shares and 
(b) advise investors of the appropriate action to take in the knowledge that 

the current market price is 200p 

We can predict the value of the shares at the end of Year 4 on the basis of the 
predicted dividend, growth rate, and the target IRR. So we shall assume that 
the shares are sold at that date, and calculate the current value by solving the 
following equation (based on Equation (6.2)). 

First, we must calculate the expected value in Year 4: 

D V = _5_ (adapted from Equation (6.6» 
4 r-g 

The expected dividend in Year 5 is 

15 P + 1.5 P = 16.5 P 

So expected value in Year 4: 

16.5 
V = . = 330p 4 0.15 - 0.10 

and the current value: 

10 11 13 15 + 330 
V = + + +----:-

o 1 + 0.15 (1 + 0.15)2 (1 + 0.15)3 (1 + 0.15)4 

= 222.8, say 223p 

With the estimated value significantly exceeding current price (the NPV is 
23p), a purchase would seem appropriate. Existing investors should be advised 
to hold, or perhaps buy more shares in Appleseed. However, shares in other 
companies with similar qualities and characteristics should also be analysed in 
case these provide an even higher NPV than Appleseed. 

An alternative approach is to calculate the expected IRR to be received if 
the share is purchased at the current market price. This return is then 
compared with investors' target IRR, to enable sensible buy and sell decisions 
to be made. 
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The expected IRR is calculated by solving for r in the following equation: 

P =.!!.L + 02 + 03 + °4 + V4 

o 1 + r (1 + r/ (1 + r)3 (1 + r)4 

10 11 13 15 + 330 
200 = --+ + + ---.,-

1 + r (1 + r)2 (1 + r)3 (1 + rt 
r = 18.350/0 (by calculator, or trial and error) 

As this expected return significantly exceeds the target return (15%), investors 
would be advised to purchase the shares. 

Note: 

1. The discount rate used to calculate the present value of the investment 
can vary from year to year according to differences in risk. If it was con-
sidered that the income and capital value of the share in Year 4 was 
riskier than the dividend income in earlier years, it would be dis-
counted at a higher rate. If a target rate of 19% is used, the value of 
the shares falls to 197.6p which, being lower than the current price, 
would indicate a sell recommendation. 

2. In Example 6.1, recommendations are being made to investors in general. 
If the calculations were being made from the point of view of an indivi-
dual investor, the dividend income and sale price should be adjusted to 
allow for his or her personal tax liability, and the discount rate should be 
the investor's net of tax target return. 

Example 6.2 

Two companies, United Shoes PLC and Associated Footwear PLC, are involved 
in an identical business activity and are identical in all respects except size 
and capital structure. United Shoes is ungeared while Associated Footwear 
has a 50% income-gearing ratio. Explain which of the company's shares 
would tend to give the lower dividend yield: 

(a) when trading profit is expected to rise in the foreseeable future; 
(b) when no profit growth is anticipated. 

Say investors in United Shoes have a target IRR of 15%. Then, due to the 
greater risk of a geared company, the target IRR for Associated Footwear will 
tend to be higher, say 17%. 



Ordinary Shares - Prices and Yields 63 

(a) Rising profit expected 

Say trading profit is expected to rise by 5% per annum indefinitely, then 
United Shoes's equity earnings and dividends are also likely to rise by 5%. 
However, the 50% gearing of Associated Footwear will tend to result in a rate 
of earnings and dividend growth double that of profit growth, i.e. 10% per 
annum (so long as the 50% gearing continues) . 

On the basis of these assumptions, we can use Equation (6.7) to calculate 
investors' required dividend yield on the two shares: 

d=r-g 

United Shoes: 

d = 0.15 - 0.05 = 0.10 or 10% 

Associated Footwear: 

d = 0.17 - 0.10 = 0.07 or 7% 

In times of rising profit, the superior growth expectation of the geared 
company will tend to cause its yield to fall below that of the ungeared 
company, despite the greater risk. Note again that the dividend yield is the 
relationship of dividend to share price. It is not a question of Associated 
Footwear paying out a lower dividend than United Shoes in times of rising 
profit, quite the opposite. Associated Footwear's dividend will tend to rise 
relative to that of United Shoes, but its share price will tend to be a higher 
multiple of the current dividend, resulting in a lower dividend yield. 

(b) No profit growth expected 

d=r-g 

United Shoes: 

d = 0.15 - 0 = 0.15 or 15% 

Associated Footwear: 

d = 0.17 - 0 = 0.17 or 17% 

If no profit growth is anticipated, then no dividend or capital growth is likely, 
so the investors' total return can be derived only from the dividend yield. The 
gearing of Associated Footwear now confers no earnings advantage, but 
owing to greater risk, its target IRR and consequently (in the context of no 
growth) its dividend yield, will tend to be the higher. 
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Dividend yield and price volatility 

The following points may help to summarise this discussion of dividend yields: 

• A share's dividend yield is a function of investors' target return and 
growth expectation (d = r - g). 

• Differences in the target return as between one share and another result 
principally from differences in risk. 

• A share's dividend yield depends principally on risk and growth expect-
ation. 

• At any given level of growth expectation, the higher the risk perceived by 
investors, the higher will be both the target IRR and the dividend yield. 

• At any given level of risk, the greater is investors' growth expectation, the 
lower will be the dividend yield required by investors. 

Similarly, income yields on gilts and property are principally determined by 
risk and growth expectations. 

This analysis of dividend yields partly explains the relative volatility of share 
prices in response to changing economic conditions, and the large price falls 
that can take place when previously successful growth stocks are unable to 
maintain a high rate of expansion ('ex growth' in stock-market jargon). In 
Example 6.2, the share price of Associated Footwear would tend to fall by 
just under 60% if the profit growth expectation in (a) was replaced by the no 
growth expectation in (b). Assuming no change in investors' target IRR, the 
dividend yield would have to rise from the original 7% to the new 17%. As the 
dividend is fixed in the short run, this rise in yield can come about only by a fall 
in the share price. Conversely, an increase in growth expectation can cause a 
sharp fall in the dividend yield required by investors and consequently a 
substantial rise in price. 

Relationship of capital growth to income growth 

Although many individual investors and speculators buy shares with capital 
gain as the main incentive, the dominant investors in the stock market - the 
insurance companies and pension funds - are more concerned with long-
term income growth. In fact, except when investors' growth expectations 
change, capital and income growth tend to move in parallel. Given stable 
dividend-growth expectations in a stable market, dividend growth tends to 
be transmitted into capital growth. 

Example 6.3 

Beanstalk Enterprises PLC recently announced a dividend per share of 10p. The 
shares are priced at f2. Dividend growth of 10% per annum is forecast into 
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the foreseeable future. If this dividend growth is achieved, what capital growth 
is likely over the coming year? 

With a current dividend yield of 5% and dividend growth of 10% antici-
pated, a target IRR of 15% is implied. If in Year 1 a 10% increase in the 
dividend is paid out as anticipated, and the growth expectation of 10% and 
target IRR of 15% are unchanged, then the required dividend yield of 5% will 
also be unchanged. However, for the dividend yield to be 5% when the 
dividend payment is 11 p, the capital value of the share must also have risen 
by 10%, to £2.20. Demand/supply imbalance at the former price will cause 
the price to rise so that the required dividend yield of 5% is maintained. When 
the dividend rises to 12.1 p per share in Year 2 then, again assuming unchanged 
expectations and a stable market, the share price will tend to rise, to £2.42. As 
long as the dividend yield remains at 5%, any dividend growth achieved must 
be transmitted into capital gain, as the share price must remain a multiple of 
20 times the dividend: 

Year 
0 1 2 3 

Dividend per share 10.0 11.0 12.1 13.3 
Required dividend yield 5% 5% 5% 5% 
... Share price 200p 220p 242p 266p 

Such stability in the target IRR and dividend growth expectation would be 
unusual, due to changing yields on other investments and fluctuating eco-
nomic conditions. But taking a medium- or long-term view, capital growth 
tends to move in line with income growth. 

Summary 

In this chapter, we have introduced two comprehensive but delightfully 
simple concepts of investment pricing - first that an investment's price is the 
discounted value of expected future income flows, and second that price is a 
multiple of current income, the multiple being the reciprocal of investors' 
required income yield. 

Essentially the same concepts explain the pricing of gilts and property 
investments. The DCF concE'pt is particularly useful in explaining certain price 
and yield phenomena introduced in Chapter 5, e.g., the 'pull to redemption' 
and the term structure of gilt yields. The two pricing models are also the bases 
of the two principal methods used for valuing property investments, namely 
the OCF and years purchase (YP) methods. 

These pricing models do not mean that supply and demand theory is 
redundant, nor do the theories conflict. On the contrary, the pricing models 
help to explain changes in the supply and demand flows. Investors buy and 
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sell according to income expectations and required returns, and the resultant 
supply and demand flows fix price. 

For the sake of simplicity, such complications as taxation and the expense 
of buying and selling stock have been ignored in this chapter, but the 
importance of these should not be forgotten Most investors in shares pay a 
lower rate of tax on capital gain than on income, therefore, as in the case of 
gilts, return in the form of capital gain is more valuable than income. With 
individual investors taking account of their personal taxation liability in their 
buy and sell decisions, such tax considerations will be reflected in market 
prices set by the resultant demand and supply flows. This was illustrated in 
the case of the low coupon gilt examined in Chapter 5. 



7 The Investment Yield 
Spectrum 

Yield relationship between gilts and equities 

Traditionally, average dividend yields on ordinary shares were higher than 
yields on gilt-edged securities. This 'yield gap' - measured as the difference 
between the interest yield on 2 1/2 % Consols and the dividend yield on 'blue 
chip' ordinary shares - averaged around 1.5%, and could be explained and 
justified by the relative security of the two investment types. In the inter-war 
depression (a period when profit was hard to earn and bankruptcies frequent), 
the guaranteed interest payment on gilts was particularly valuable, especially 
as deflationary conditions between 1920 and 1935 caused the purchasing 
power of the fixed income to rise. 

In the post-war period, however, while the average dividend yield on 'blue 
chip' equity shares has generally remained within a relatively narrow band of 
4-6%, yields on gilts rose substantially. So virtually ever since 1959 there has 
been a 'reverse yield gap', i.e. yields on gilts have been significantly higher 
than dividend yields on 'blue chip' equities (see Table 7.1 and Figure 7.1). 

Table Zl Reverse yield gap 

1 January 

1930 1965 1992 

Interest yield, 2 1/2 % Consols 4.7 6.3 9.9 
Dividend yield, 'blue chip' equities 6.1 5.2 5.0 

(Yield gap) or reverse yield gap (1.4) 1.1 4.9 

Sources: Barclays de Zoete Wedd; Financial Times. 

The reverse yield gap is essentially a phenomenon of inflationary condi-
tions. Whereas the inter-war deflationary period provided investors in fixed 
interest stocks with an income which was rising in real terms, the post-war 
inflationary trend has drastically eroded the purchasing power of fixed 
income. This, together with the upward trend in interest rates associated with 
rising inflation, caused a relentless rise in gilt yields, culminating at 1 January 
1975 in a yield peak of over 17% for 21/2 % Consols when it seemed that the 
government of the day had abrogated its responsibilities to curb inflation. 
With the capital value of undated gilts varying in inverse proportion to 
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changing yield, a yield of 17% implies a value of a mere £14.70, and despite a 
subsequent recovery the price of 21/2 % Consols in real terms is now less than 
1.5% of its price in 1947 (the last date at which the stock stood at par value). 
That is what inflation has done to a government-guaranteed stock, once 
considered as the most secure and reliable investment available and an 
investment sine qua non for widows and orphans. 

On the other hand, post-war inflation has generally enabled companies to 
achieve profits growth, leading to dividend growth and higher share prices. 
Although investors' target returns rose along with the rising yields available on 
gilts, higher growth rates made the relatively low dividend yields acceptable. 
In fact, insofar as dividends and share prices kept pace with inflation, dividend 
yields provided a return to investors over and above the rate of inflation. 
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Source: Datastream. 

Figure 7.1 Reverse yield gap 

In terms of total returns, the large capital gains made by shares has resulted 
in equities massively outperforming gilts in the post-war period, despite 
relatively low dividend yields. On the other hand, the huge capital losses 
suffered by undated gilts meant that their annual returns were frequently 
negative. 

An understanding of the reasons for the advent of the reverse yield gap is a 
useful test of the reader's understanding of some of the main principles 
developed so far in this section; it can justify a restatement and summary. 
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The 'yield gap' prevailed prior to 1959, because: 

• Gilts were a secure investment offering a secure income, the purchasing 
power of which was stable or rising. 

• Equity shares were a less secure investment, through the risk of dividend 
cuts, share price falls and even bankruptcy. 

• Due to their greater risk, target returns from equities exceeded gilt yields, 
and any growth expectation from shares was insufficient to compensate, 
resulting in the yield gap. 

The 'reverse yield gap' emerged in the post-war inflationary context, because: 

• With the purchasing power of fixed income being eroded by inflation, 
investors required higher yields from gilts to compensate, and with rising 
yields causing falling prices, the risk of gilts increased thereby reinforcing 
the trend to higher yields. 

• On the other hand, the mildly inflationary conditions of the 1950s and 
1960s reduced the risk of corporate failure and increased the growth of 
shares. 

• Although the target return from shares would have risen along with rising 
yields on gilts, this was compensated by rising growth expectations 
thereby keeping dividend yields relatively stable and low. 

The demand for equity investments in the 1950s and 1960s was also increased 
by the growth of contractual savings through insurance companies and 
pension funds. The switch to equities was further boosted by the Trustee 
Investments Act 1961, which allowed extensive investment in equities for 
certain trusts previously debarred from such investments. 

A somewhat different perspective of the 'reverse yield gap' is provided by 
Example 7.1. 

Example 7.1 

Say we have two investments A and 8 which are expected to earn the 
following annual cash flows: 

Investment 

A 
B 

1 
(£) 

10.0 
10.0 

2 
(£) 

10.0 
11.0 

Year 

3 4 5 
(£) (£) (£) 

10.0 10.0 10.0 to perpetuity 
12.1 13.3 14.6 + 10% annual 

growth to perpetuity 
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If we assume initially that the risk difference between the two investments is 
negligible, then investors would clearly be willing to pay more for investment B 
than for investment A. In fact, if A is priced at £100, then 8 might be priced at 
£200. 

Thus: 

Current (prospective) income yield (%) 

A = 10%p.a. 

8 = 5% p.a. (~x 100) 
200 

Yield difference = 5% p.a. 

Whereas A is a perpetual fixed-income investment like an undated gilt, B is a 
growth investment, like an equity share in times of inflation. Thus, the yield 
difference is illustrative of the reverse yield gap. 

Note that the IRR earned from each investment, if held in perpetuity, would 
be: 

A 10% p.a. (interest yield only, no growth) 
B 15% p.a. (5% dividend yield + 10% growth) 

Investors have bid up the price of 8, accepting a low initial yield in anticipation 
of growth, and if this growth is achieved they will receive a total return 5% 
higher than A. Although we started out by assuming similar risk, if A is an 
undated gilt and B is a share, the risk to 8 would be considered greater. The 
extra 5% represents the extra return required by investors to compensate 
them for this risk. Intuitively, in fixing a market price of £200 for 8, investors 
have applied the formula: 

d=r-g 

Investors' target return is 15%, their growth expectation is 10%, so their 
required dividend yield is 5%. Given an initial income of £10, the price must 
be £200. 

The above example emphasises the following points: 

• An investment's income yield is the relationship of income to price. A low 
yield does not mean low income, it means high price relative to current 
income. A high yield does not mean high income, it means low price 
relative to current income . 

• The total return ORR) achieved from any investment is essentially com-
posed of the initial income yield and growth (which may be positive, 
negative or nil). 
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• Investors' target return on any (risky) investment is determined by the 
return available on less risky investments plus an extra return to com-
pensate for the extra risk (called the yield premium or risk premium) . 

• It is important to distinguish between the target return and the return 
ultimately achieved from an investment. 

Other financial securities 

So far we have examined ordinary shares, corporate bonds and gilt-edged 
securities, emphasising the fundamentally different characteristics of the two 
principal categories of stock - the fixed interest and the equity. However, 
there are a number of other financial securities which are also worthy of 
mention. 

Preference shares 

As with ordinary shares, the holder of preference shares owns part of the 
company, but unlike equities these securities are essentially fixed-interest 
investments. The name indicates that preference is given to holders of this 
stock over ordinary shareholders in the distribution of dividends and in the 
repayment of capital in the event of liquidation. Payments due on preferred 
capital must be met before any payment can be made to ordinary share-
holders. In that respect, preference shares are similar to loan stock, but 
whereas interest and debt repayments are legal obligations on a company 
whatever its financial plight might be, dividend payments to preference 
shareholders are not. Thus in the hierarchy of payout, debt ranks first, pre-
ference capital second and equity capital last. 

Most preference shares are 'cumulative', in that if a company has insuffi-
cient resources to pay the dividend one year, then the right to receive that 
dividend continues to the next year or indefinitely into the future, being 
payable before any dividend can be paid to ordinary shareholders. 

Despite their relative security, the fixed-income characteristic of preference 
shares has made them unpopular with investors in times of inflation. They 
have also become unpopular with companies because, unlike interest on 
debt, dividends are paid out of profits on which corporation tax is assessed. 
It is therefore relatively expensive for a company to raise capital by the issue of 
preference shares and few such issues are now made. Being a fixed-interest 
liability, account should be taken of preference capital in calculating the 
effective gearing of a company's equity. 

Participating preference shares 

Some preference shares, as well as providing a fixed income, enable the 
investor to participate in the residual profit along with ordinary shareholders. 
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Whereas up till now all stocks introduced have been either interest bearing or 
equity type, 'participating preference shares' are part fixed interest and part 
equity. Where the fixed-income element is relatively large and the profit 
participation small, the stock would be nearly a fixed-income investment, 
but where the potential participation is relatively large these securities would 
be considered (and treated by investors) as being close to an equity. Such a 
stock which is neither purely interest bearing nor equity is termed a 'quasi-
equity'. Participating preference shares are rare, and a more common member 
of this category is convertibles. 

Convertible stock 

Convertibles are hybrids, combining the security of fixed-interest stock with 
the growth potential of equities. As with a normal debenture, loan stock or 
preference share, a fixed payment is made, but the holder also has an option 
to convert his stock into a specified number of ordinary shares at a certain 
future date (or between certain future dates). If the option is not exercised 
before the final conversion date, then the stock reverts to being a normal 
fixed-interest stock. If the option is exercised, then the holder will receive a 
certain number of equity shares instead of the conv.ertibles. 

These stocks are a compromise. They are less risky than ordinary shares 
because of the secure interest payment which limits their potential fall in 
value, but if conversion seems likely to prove profitable, their price will tend 
to rise to reflect changes in the price of the company's equity. 

Example 7.2 

In 1990, Bagsoff Potential PLC issued 9% Convertible Debentures, which 
provided the option to convert every £100 nominal into 200 ordinary shares 
of the company in 1995. Explain the likely price and yield of the convertibles in 
1993, if: 

(a) the company performs disappointingly and the share price in 1995 is 
thought unlikely to exceed 25p; 

(b) good profit growth is achieved and the share price in 1995 is expected 
to reach about 75p. 

(a) If profitable conversion is not anticipated, the stock would tend to be 
valued by the market as if it was, more or less, a normal debenture. If 
yields available on comparable unconvertible stock were 11 % then, 
the price would not fall below £81.87, i.e. the price necessary to give a 
11 % yield to purchasers (on the simplifying assumption that the stock 
is irredeemable). 
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If the stock was to be converted in 1995 at a price of 25p then the 
value of the holding would be only £50, so clearly the investor would 
allow the option to lapse. 

Without the prospect of profitable conversion, the price of the stock 
in 1993 would tend towards £81.87, yet rather above it, reflecting the 
hope that in the next two years profits might improve and conversion 
become profitable. 

(b) If the share price in 1995 is 75p, then at that date the value of the 
convertibles must be very close to £150 and (assuming no substantial 
rise in the price of unconvertible stock) a major loss would be incurred 
if the option was allowed to lapse. The value of the stock in 1993 must 
therefore reflect their expected conversion value in 1995, and can be 
calculated as follows: 

c c V =~+ 1995 
1993 1 + r (1 + r)2 

9 (9 150) = 1 + 0.11 + (1 + 0.11)2 + (1 + 0.15)2 

= £128.83 

Note that a target IRR of 11 % has been used here to value the relatively 
secure guaranteed fixed income, whereas a higher rate is used for dis-
counting the relatively risky value of the conversion rights in 1995. 

At this price the income yield is: 

9 
128.83 x 100 = 7.00/0 

So if profitable conversion is expected, then the price of the converti-
bles will reflect the expected share price at conversion. But the best 
indication of the share price at the date for conversion is provided by 
the current share price, so the prices of the convertibles and the shares 
will tend to rise and fall in unison. 

In fact, the value of convertibles will tend to be somewhat higher than the 
value of the shares into which they are to be converted. If the value of the 
convertibles in 1993 is £128.83, that implies a share price at that date some-
what less than 64p. This premium on the convertibles is due to their greater 
security in the event of a profit setback and the probability that their income 
is higher than that from the shares. Normally an option to convert extends 
over a number of years, and the date at which investors choose to convert 
tends to depend on the income receivable from the convertibles vis-a-vis the 
shares. Initially convertibles tend to pay the higher income, but if the 
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company achieves good profit growth, then dividends may overtake the fixed 
interest and conversion may then be advisable. 

We have seen that, depending on expectations for the future share price, 
convertibles may be valued in the market as being close to a fixed-interest 
stock or close to an equity. It can also be seen that the price of the convert-
ibles will depend on the date for conversion. If conversion is likely to be 
profitable but the conversion date is many years ahead, then our pricing 
model explains that the convertible's price will reflect more of the fixed 
income and relatively less of the distant equity than is the case in Example 
7.2. So, depending on the share price and the conversion date, a convertible 
may be priced in the market as if it was virtually a fixed-interest stock or 
virtually an equity (or indeed, anywhere in between). Consequently, the 
convertible's income yield will reflect the proportion of the fixed-income and 
equity elements in the investment. In Example 7.2 the yield was 11 % when 
the stock was priced as a fixed-interest investment, but relatively low (at 7%) 
when the price reflected a substantial equity content. 

Thus rather than there being two distinct categories of stock - fixed-
interest securities and equities, the former with high income yields and the 
latter with relatively low yields - we have a spectrum. Pure fixed-income 
investments are at one end of the spectrum, pure equities at the other, and 
in between are a variety of investments having an element of both fixed 
income and equity. Quasi-equity investments which are nearly fixed income 
will tend to have high-income yields, and those which are close to being 
equities will tend to have relatively low yields. This view of investments as 
being somewhere between the pure fixed income and pure equity is particu-
larly relevant to property. 

In times of inflation, it is this element of fixed-income/equity (in other 
words, the growth potential) which is the most important factor dictating an 
investment's income yield. Of course, risk is also relevant, but the importance 
of growth is illustrated by relative yields on conventional and index-linked 
gilts. Essentially there is one reason for this yield differential - growth expec-
tation in times of inflation. 

let us now summarise the principal factors which determine differences in 
the income yields provided by marketable securities. 

Factors affecting income yields 

Risk 

Our concept of risk must include both risk to income and risk to capital. Up to 
a point, the two tend to go hand in hand - any factor affecting income will 
tend to affect the price of a stock. However, all stock prices are vulnerable to 
other factors such as changing interest rates in the economy and stock-
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market trends in general, and thus income security does not guarantee 
capital security, especially in the case of undated fixed-interest stock. 

Note that it is 'perceived' risk that affects yield. If investors are unaware of 
risk incurred in an investment, such risk will not be reflected in its yield. 

Liquidity 

The liquidity of an investment is essentially the time that it takes to realise the 
cash tied up in the investment Investors have a preference for liquidity; ceteris 
paribus, they will choose the investment which enables them to recover their 
capital as quickly as possible when the need arises. 

The impact of liquidity is demonstrated by the varying yields offered by 
building societies on deposits. Virtually the only factor causing the yield 
variations on such investments is the extra return which has to be offered to 
overcome depositors' liquidity preference. 

Shares all have equal liquidity. Depending on which day of the account a 
stock is sold, the seller should receive his cheque within two to four weeks. 

Marketability 

This is best regarded as the ability to sell an investment at any time without 
suffering consequential loss. Gilts are very marketable, as are the shares of 
most large well-known public companies. There is constant two-way traffic in 
these stocks and the impact of selling a large block of stock (say, £1 million 
worth) would in itself be unlikely to affect the market price Significantly. But 
the effect of selling £1 million worth of shares in a company with a small 
equity capitalisation would be to depress the price, thereby preventing the 
owner from realising their previous market value. That is one reason why the 
big institutions, who necessarily hold large blocks of shares, tend to prefer 
shares in companies with a large equity capitalisation. 

Taxation liability 

We concluded in Chapter 5 that investors are ultimately concerned with 'net 
of tax' returns. Thus expected loss through taxation will be taken into account 
in determining the gross yield required. Particularly important is the tax-free 
capital gain on gilts and the lower rates of tax normally paid on capital gain in 
contrast to income from equity shares. 

Transaction (or transfer) cost 

This comprises the various costs of buying and selling marketable securities, 
or investing in and realising non-marketable investments. Whereas there is no 
cost in making or realiSing an investment in a bank or building society, the 
purchase and sale of stock-market securities imposes significant expense. The 
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major expenses of share transactions are the market-maker's spread, the 
broker's fee and stamp duty (an ad valorem t~ payable on the purchase of 
shares). 

As investors are ultimately concerned with net returns after all costs and 
taxation have been allowed for, then (ceteris paribus) the greater the transac-
tions costs, the higher the gross yield investors will require. 

Management cost 

Another expense of investment is management and administration. Any 
investment requires constant reappraisal- witness the enormous real losses 
made by loyal investors in undated gilts over the post-war period. However, 
whereas money deposited in a building society creates little bother, the 
administration and continuing reappraisal of a portfolio of shares involves 
much time and effort. 

Whilst the major investing institutions employ their own staff for these 
purposes, the personal investor must keep abreast with economic condi-
tions, read the appropriate journals and stockbrokers' circulars, make buy 
and sell decisions, deal with such problems as rights issues, and try to cope 
with the tax consequences of investment actions. Continuing management is 
essential for successful stock market investment. The investor who has neither 
the time, knowledge or inclination would be advised either to incur the 
expense of having his portfolio professionally managed or to invest through 
unit trusts. 

Growth expectation 

Given a reasonable level of security, this is the most important factor influen-
cing income yields on stocks and shares in times of inflation. 

Taking a medium-term view, income and capital growth from equity 
investments tend to move in parallel. Fixed-interest investments, on the other 
hand, have no income growth potential but can achieve capital growth -
either through a fall in investors' required yields, or through the 'pull to 
redemption' over time. 

Frequency and timing of income 

Income yield is the relationship between the annual dividend (or interest) and 
price. Price is a function of future dividends and the timing of their payment. 
So price and yield are influenced by the amount and timing of dividend 
payments. 

Income yields tend to move seasonally according to the timing of dividend 
payments. Price will tend to rise (and yield fall) as the payment date 
approaches, then fall (and yield rise) when the stock goes ex dividend. This 
seasonal movement will be greatest where the dividend is paid in one lump 
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sum, less if paid half-yearly and less again if paid quarterly. However, it is 
common in the case of gilts to deduct that part of the market price which 
reflects the proximity of the next income payment, thereby arriving at a yield 
(called the 'flat' or 'running' yield), which is unaffected by the approach of the 
interest payment. 

These points can be related to our Equation (6.7), which explains the determi-
nation of the dividend yield for shares: 

d= r-g 

The first three points above are factors which determine investors' net target 
return, whereas the next three - being the expenses of investment - deter-
mine investors' gross target return. Investors' gross target return on an invest-
ment which is entirely exempt from tax and which involves no transaction or 
management cost would be the same as their net target return. The growth 
expectation does not directly affect the target return, only the dividend yield. 
Frequency and timing of income does not feature in Equation (6.7) because 
that is based on the assumption that income is received annually in arrears. 



8 Modern Theories of 
Investment Pricing 

Efficient market theory (EMU 

Methods of 'fundamental analysis', which attempt to assess the intrinsic 
worth of shares, have been criticised by some as a waste of time. 
Fundamental analysis is founded upon the principles of investment pricing 
already introduced in this book, and mainly involves forecasting companies' 
profits and dividends with the aim of identifying underpriced or overpriced 
stock, so enabling sensible buy and sell decisions to be made (see Example 
6.1). However it has been pointed out that the intrinsic worth of a stock is just 
one consideration influencing market price, and others - particularly inves-
tors' psychology - are also relevant. After al~ it is not strictly the worth of a 
share that influences demand and supply, it is how valuable and attractive 
investors consider it to be. 

Supporters of 'technical analysis' believe that future share price changes 
can be predicted by reference to historic movements in price, because certain 
patterns of price change appear to be repeated. So, rather than investigating 
the economic rationale behind a share's price, technical analysis largely 
consists of examining charts of the share's price movement, in order to 
identify signals which would indicate a future trend, and thereby enable a 
profitable buy, sell or hold decision to be made. 

Although rejected by most academics, 'technical' or 'chart' analysis has 
gained many adherents in the UK, and the system is featured in many 
responsible investment journals. However, only the most rabid 'chartists' 
would entirely reject fundamental analysis, most would use it as a back-up 
system to confirm (or raise doubts about) the advisability of an action which 
appeared to be signalled by technical analysis. 

The essential chartist tenet of predictability in share-price movements is in 
direct conflict with the 'random walk hypothesis'. This asserts that share prices 
move only in response to new information, and as news is entirely unpredict-
able (by definition), then share price movements themselves must be 
unpredictable and random. 

The 'efficient market hypothesis' goes further than this and asserts that 
share prices accurately reflect all relevant available knowledge. If this is true, 
then anomalies of overpriced or underpriced stocks cannot exist, and unless 
an investor or analyst possesses relevant information unknown to the market 
in general, fundamental analysis is futile. If such analysis indicates that a share 
is underpriced or overpriced, it merely shows that the analyst'S opinion of the 
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share's risk and future return differs from the consensus view of market 
investors. 

Efficient market theory (EMn and the random walk hypothesis are sup-
ported by the observation that virtually no investment manager is consis-
tently able to outperform the market. If shares are always correctly priced 
according to all information available, and if new information and circum-
stances are entirely unpredictable, then 'beating the market' must be merely 
a matter of chance. 

Although the bulk of research evidence and academic opinion in the USA 
seem to support the concept of market efficiency, scepticism is rife amongst 
investment professionals in the UK. Not surprisingly, the theory was scarcely 
greeted with enthusiasm by the profession of investment analysts despite the 
fact that it bestows a considerable compliment on their efforts. EMT implies 
that investors (or at least the dominant investors) are so rational, knowledge-
able and well advised, and the stock market so efficient, that share prices will 
discount the likely effect of new circumstances as soon as the information 
becomes available. However, if widely accepted, the theory is self destructive 
as investors will no longer be willing to incur the expense of expert analysis, 
and the absence of such advice would tend to result in the market becoming 
inefficient - a nice irony. Perhaps it is just as well that the level of credence 
afforded to the theory by investors in the UK is less than that of the aca-
demics. Note, however, that the theory does not imply that careful share 
selection is not important, but that rather than seeking out underpriced 
stock, the investor should select for features (such as security, high income, 
or growth potential) which are particularly appealing given his individual tax 
liability, level of risk aversion, needs or preferences. 

It would be surprising if there is not an element of validity in each of the 
above theories, but particularly useful is the concept of the stock market as 
an efficient 'discounting machine' adjusting stock prices in response to new 
information affecting expectations of future investment returns. The new-
comer observing the stock market for the first time is often mystified by price 
movements, both of individual stocks and the market at large. A sharp drop in 
a company's share price immediately after the announcement of a significant 
profit increase seems illogical, unless it is appreciated that the market was 
anticipating an even greater increase, and consequently expectations for the 
future share price and dividend have to be downgraded. The knowledge that 
the market possesses about conditions affecting each company's profit leads 
it to make profit projection!. (and to adjust prices) without information from 
the company itself. But on the announcement of annual or interim results 
investors will reappraise future prospects and buy or sell accordingly. 

Observers of the stock market can produce unlimited examples which 
would appear to indicate relative efficiency or inefficiency. The share price of 
LASMO (a company involved in the exploration and development of oil in the 
North Sea) fell by 100p from 865p to 765p within two days of the announce-
ment of a new supplementary tax on the flow of crude oil extracted from the 
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North Sea. Despite the relative complexity of the impact of this tax, lASMO's 
share price varied little over the next few days as analysts came up with 
assessments of the tax's impact on profits, apparently indicating that the 
market had got its sums right fairly qUickly. However, on other occasions the 
market does appear to get things wrong, or to be overcome by sentiment 
rather than by economic logic. A sharp rise in share prices on the announce-
ment of the engagement of Prince Charles and lady Diana Spencer, for 
instance, was lamely attributed to the expected boost for tourism and the 
souvenir trades. 

It may require undue faith to believe that all shares are 'correctly' priced 
according to available information, and that they always react instantly and 
appropriately to relevant news. But in a more moderate form EMT may be 
substantially valid. It is unlikely that major price anomalies exist in the shares 
of large companies due to the amount of analysis regularly undertaken. 
However, that may not be true for small companies as they receive much 
less attention from investment analysts and are much less actively traded. 

Rather than possessing any mystical power to identify real value, the 
market prices stocks according to the collective opinion of interested inves-
tors. However, collective opinion is sometimes wrong and investors are influ-
enced by volatile sentiments such as excessive optimism or pessimism, greed 
or fear, which can cause stocks to be over-priced or under-priced. 

Risk and portfolio theory 

So far, we have assumed that investors' target return, the appropriate discount 
rate to use in our DCF pricing model, is determined by the return expected 
from investments of similar risk to that being analysed, and is composed of a 
risk-free rate plus a premium to allow for risk. Although not incorrect, this 
analysis is simplistic. We have not yet defined 'risk', nor have we taken 
account of the benefits of portfolio diversification in reducing risk. Whilst 
detailed risk analysis and portfolio theory is outside the scope of this book, 
we can still make a significant improvement to this crude concept of the 
appropriate discount rate. 

For the purposes of this chapter, we shall define the risk of an investment as 
the variability of its annual return from its expected return. This concept 
includes both risk to income and risk to capital, and as it encompasses 
variability above the expected return as well as below, it covers both 'upside 
potential' and 'downside risk'. 

The notion that the appropriate discount rate depends on the risk of the 
individual investment particularly requires reappraisal, because investors sel-
dom hold a Single investment in isolation. They normally invest in a portfolio 
(or collection of different investments), in which any single stock is a relatively 
small part. The effect of diversification is to reduce the portfolids risk well 
below the level which would be faced if all the capital was invested in one 
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stock. Essentially the investor is concerned with the risk of his portfolio and his 
concern about the risk of any single stock is restricted to the effect that the 
addition of that stock will have on the risk of the portfolio as a whole. 

The advantages of portfolio diversification and the irrelevance of the risk of 
a single investment are illustrated by Example 8.1. 

ExampleB.1 

Suppose that an investor holds a single investment - shares in a commercial 
airline, a business which experiences significant changes in profitability as a 
result of changes in the cost of aviation fuel. Profit (and thus dividends and 
share price) tends to rise when the fuel price is low, and fall when the fuel price 
is high. 

Say the return from the airline's shares varies as follows: 

IRR in times of: 

Airline company's shares 
Low fuel price 

25% 
High fuel price 

5% 

If we assume that low fuel price and high fuel price are the only possible 
scenarios and are equally likely, then each has a probability of 50% or 0.5. The 
expected return (which is the weighted average of possible outcomes) and 
the variability of return above and below the expected return are: 

Expected IRR = (O.5x 25%)+(0.5x5%)=15% 
Variability = (25%-15%) and (5%-15%)=±10% 

Let us now assume that our investor buys shares in an oil company. Its 
business is oil exploration, production and retailing, and its profits are highly 
geared to the price of fuel oil. It performs well in times of high fuel price but 
badly in times of low fuel price. Under these conditions, the anticipated 
returns are: 

So, 

IRR in times of: 

Oil company shares 
Low fuel price 

-5% 

Expected IRR = (0.5x-5%)+(0.5x35%)=15% 

High fuel price 
35% 

Variability = (35%-15%) and (-5%-15%}=±20% 
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Whereas the expected return from the oil company's shares is the same as 
that from the airline, the variability is 20%, double that of the airline. So the oil 
company's shares are much the riskier and, in fact, incur a 50% probability of 
making a loss. The addition of such a risky investment might be expected to 
increase the risk of our investor's returns, but not so - in fact, quite the 
opposite. Assuming that the investor holds equal amounts of each invest-
ment, the variability of the combined portfolio can be shown: 

IRR in times of: 

Combined portfolio 
Low fuel price 
0.5(25%-5%) 

=10% 

Expected IRR = (0.5x10%)+(0.5x20%)=15% 

High fuel price 
0.5(5% + 35%) 

=20% 

Variability = (10%-15%) and (20%-15%)= ±5% 

With the expected return from the oil company's shares being the same as 
that of the airline, the expected return of the combination is unchanged. But 
the variability of the portfolio is now only 5%, much less than that of either 
investment in isolation, and the 50% chance of a loss that would have to be 
faced if the airline's shares were held alone is eliminated. 

So the addition of an investment, which in isolation may be more risky than 
the existing investment or portfolio, can reduce the risk of the resultant 
portfolio. The reduction in risk in Example 8.1 comes about as a result of the 
negative correlation between the investments. Returns from the two shares 
move in opposite directions in response to changes in the price of fuel. 

Example 8.1 illustrates the rationale for holding a diversified portfolio of 
investments but is simplistic in many respects. For instance there are not just 
two possible levels of fuel prices, but an infinite variety. Also, there are many 
other factors affecting the return from both investments apart from the price 
of fuel, and the perfect negative correlation of return illustrated in the 
example would not hold when all these were taken into account in the real 
world. Nonetheless the importance of the price of oil to the companies in the 
example means that the illustration is generally valid, and it is interesting to 
note that shares of airlines and oil companies moved sharply in opposite 
directions when oil prices rose and fell on the advent and outcome of the 
Gulf crisis in 1990-l 

In the real world no two shares are perfectly correlated, negatively (as in the 
example) or positively. Nor is negative correlation between two investments 
necessary to reduce risk. The risk of a portfolio will be reduced by the addition 
of any investment which is less than perfectly positively correlated with the 
existing portfolio, and as perfect correlation between investments does not 
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exist in reality, the addition of an extra investment will always reduce risk to 
some extent (so long as investments are equally weighted). Nonetheless, 
portfolio risk will be minimised by selecting investments whose returns are 
as independent or uncorrelated from each other as possible. 

Modern portfolio theory (MPT) 

Appropriate diversification reduces risk but it cannot eliminate it, hence the 
distinction in 'modern portfolio theory' (MPTI between 'specific risk' - which 
can be eliminated by diversification - and 'market risk' - which cannot. 
Specific risk (or 'unique' or 'unsystematic' risk) derives from factors which are 
specific to the individual company, and which are likely to be largely neutral-
ised by other uncorrelated shares in a well-diversified portfolio. Market risk, 
however, derives from movements in share prices in general, which cannot be 
avoided. 

Because of the relative ease with which the bulk of specific risk can be 
eliminated (a portfolio of 10 shares in equal proportions can remove over 80% 
of such risk), it is the market risk of a portfolio which matters most, and the 
market risk of a portfolio depends on the market risk of the constituent 
shares. 

It is a feature of the stock market that share prices tend to rise and fall in 
unison, but shares are not equally volatile, and in every 'bull' or 'bear' market 
there will be some shares that manage to buck the trend. A profits recovery or 

Risk 

Specific 
risk 

Market 
risk 

(Number of stocks) 

Figure B.1 Risk reduction by diversification 
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takeover bid might cause the price of a share to rise when others are falling, or 
an unexpected profits slump might cause another share to fall when the 
market in general is rising. However, that does not mean these shares are 
unaffected by the market trend - the shares that fell would probably have 
fallen further if the market in general had not been rising. The risk deriving 
from such events is essentially specific risk which, as explained, is likely to be 
eliminated by other shares in the portfolio moving in the opposite direction. It 
can be confidently stated that all shares are influenced by market trends to 
some extent, but some are more sensitive to such movements than others. It 
is this sensitivity which is the nature of market risk and which is measured by 
the 'beta' (~) ratio. 

~ is the measure of market risk, so the share market as a whole necessarily 
has a ~ of 1. A share with a ~ of 1.5 is expected to vary by 15% for every 10% 
movement of the market, and a share with a ~ of 0.6 would tend to vary only 
6% in such conditions. Shares or portfolios with a high ~ (termed 'aggressive' 
in investment jargon) will therefore tend to outperform the market in a 'bull' 
phase, but perform proportionally badly in a 'bear' phase. Conversely, shares 
or portfolios with a ~ less than 1 ('defensive' in investment patois) will tend to 
under-perform in a 'bull' phase, but prove relatively resilient in a 'bear' phase. 
By knowing the ~ of a stock its contribution to the market risk of the whole 
portfolio can be assessed, and by knowing the ~ of all stocks within a 
portfolio, an understanding of the risk of the portfolio can be gained -
assuming the portfolio has been well diversified and specific risk effectively 
eliminated. 

Factors determining the ~ of a share are complex and probably not fully 
understood, but the level of a company's gearing is one important factor, 
particularly the effective income gearing. Significant movements in stock 
market prices tend to reflect the national economic cycle, so the variability 
of a company's profits to the cycle is another factor which tends to determine 
a share's ~. However, much of the risk to this factor is diversifiable, thereby 
coming within the definition of specific risk. 

Thus because of the relative ease with which specific risk can be eliminated 
by diversification, the type of risk with which the investor is principally 
concerned in investment selection is market risk. As already explained, 
market prices adjust to give investors the yield they require, and if investors 
are essentially concerned with market risk and not specific risk, then market 
prices will reflect market risk only. In fact research has indicated that specific 
risk goes virtually unrewarded, and that investment returns reflect market risk 
only. According to the Capital Asset Pricing Model (CAPM) the relationship 
between risk and return in an efficient market is surprisingly simple - the yield 
premium provided by investments to compensate for risk varies in direct 
proportion to their ~: 

(8.1) 
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where r s = expected rate of return from investment 5, rf = risk-free rate of 
return, r m = expected rate of return from the market and Ps = beta of invest-
ments. 

This statement says that an investment's yield premium (i.e. the extra return 
expected over that available from a riskless investment) is equal to its P 
multiplied by the yield premium for the market as a whole. Consequently, 
the appropriate discount rate to use in our DCF pricing model (investors' 
target IRR) is the risk-free rate of return plus the market's yield premium x 
the P of the share in question. 

We have already seen that, with the exception of very short-dated stock, 
gilts are not risk free in terms of our definition of risk, and the best indication 
of a risk-free yield is considered to be the discount rate on Treasury bills. In 
both the UK and the USA the average annual yield premium earned by shares 
over and above the Treasury bill rate has been about 9%, so adopting this as 
the market's yield premium we can calculate the target IRR for any stock for 
which the P is available. 

ExampleB.2 

Calculate investors' target return for the ordinary shares of J. Sainsbur~ and 
George Wimpey, given that their betas are respectively 0.76 and 1.27, and 
that the current discount rate on Treasury bills is 10%: 

J. Sainsbury: 

= 10 + 0.76 (19-10) = 16.8% 

George Wimpey: 

= 10 + 1.27 (19-10) = 21.4% 

The market risk and target return for 1. Sainsbury are relatively low, mainly 
because its business (food retailing) is not subject to large changes in demand 
over the economic cycle. On the other hand, as a building contractor George 
Wimpey is very vulnerable to the typical cycle of boom and slump in the 
bUilding industry. High market risk means investors require the expectation of 
a relatively high return. 

We now know more about r, investors' target return. If fundamental 
analysis indicates a higher expected return than that Signalled by the CAPM, 
then investors should buy. If vice versa they should sell. Supporters of the 
extreme view of market efficiency who have implicit faith in the CAPM would 
say that such a situation is impossible, or that it simply proves the funda-
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mental analysis to be incorrect, because according to EMT all shares must 
have a NPV of nil - share prices exactly reflect value. However, such an 
interpretation of EMT would have little support. 

Note that the CAPM asserts that securities are priced by the market to 
reward the acceptance by the investor of market risk. The theory does not 
purport to tell the investor what precise return will be achieved, only what 
would be expected on the basis of market risk and past evidence of the 
market. The model can never be entirely proven, as it is concerned with 
expected return (which cannot be observed and measured) rather the actual 
return, but the supporting evidence is impressive. 

Portfolio planning and management 

In emphasising market risk and expected return, the special concerns of the 
individual investor are liable to be forgotten. Each investor will tend to have 
different needs and preferences which should be taken into account in 
selecting his own portfolio. 

The individual investor's level of risk aversion and taxation liability have 
already been mentioned, but other considerations are a preference for high 
initial income or future growth. The amount of capital available for investment 
will also tend to limit choice, particularly in the case of a small personal 
portfolio, as will the need for liquidity and marketability, this last considera-
tion being especially important to large institutional investors. Certain institu-
tions such as trusts are also subject to legal constraints on their investment 
choice. There is more to portfoliO planning than merely maximising returns at 
a chosen level of risk. 

Modern portfolio theory - an imprecise title encompassing portfolio theory 
itself, EMf, and the concepts subsumed by the CAPM - was largely developed 
in the USA, where it revolutionised investment thought and action in the 
1970s. By introducing simple measurement of portfolio risk (the market risk 
of a portfolio is the weighted average of the betas of constituent shares), it has 
substantially simplified the problems of portfolio selection and enabled the 
measurement of portfolio performance to be linked to risk. 

Active portfolio management with the aim of outperforming the market 
can take the form of acquiring high f3 shares in 'bull' market trends and 
switching to low f3 stock in times of uncertainty. However, the increasing 
acceptance of market efficiency and thus the improbability of outperforming 
the market has led to the widespread adoption of ~ndex' or other 'passive' 
portfolio strategies on the maxim that 'if you can't beat them, join them'. 
Index funds are portfolios selected to mirror some key share index and, as with 
all passive portfolios, analysis, management and dealing expenses are reduced 
to a minimum. little attempt is made to identify the 'best buys', and switching 
of shares is minimal. The value of the portfolio will tend to rise or fall in line 
with the market, or the section of the market that the index represents. 
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In the UK, MPT is regarded by the securities industry with a healthy 
scepticism. Much of it is controversial and may ultimately be rejected, but 
for our purposes this brief study of these simple and intuitively appealing 
concepts has provided a useful medium for gaining some basic understand-
ing of risk analysis, asset pricing and portfolio theory. 

We will conclude this chapter by summarising a few of the main points: 

• Share prices represent the collective opinion of investors who are gen-
erally well informed by investment analysis, at least in the case of large 
companies. However, prices are influenced by sentiment which can lead 
to over-pricing or under-pricing. 

• Share prices represent the discounted value of investors' expected future 
income flows, which are ultimately dependent upon profits, so prices will 
tend to move on new information which affects either companies' profits 
or investors' target returns. 

• The risk of investment can be divided between risk that can be avoided 
by portfolio diversification (specific risk) and the remaining risk (market 
risk) which cannot be avoided. According to the CAPM, only the latter 
risk will be reflected in market prices and will proVide an extra return to 
investors. 

• According to the CAPM, an investment's target return is composed of 
the return available from riskless investments plus an extra return (risk 
premium) which is proportional to the investment's market risk (P). 



9 Trends in Share Prices 

Introduction 

In order to enhance our theory of investment pricing and to provide some 
general understanding of the relationship between national economic condi
tions and the general level of investment prices and yields, we shall briefly 
examine significant trends in stock prices in the recent past. 

Any good that is traded in a free market has its price determined by the 
forces of supply and demand. In asense, nothing else is relevant - if a factor 
does not influence either supply or demand then it cannot influence price. 
However, there are an infinite number of factors affecting supply and demand, 
and by using our pricing model the dominant factors can be highlighted and 
price levels explained. 

The fixed income nature of conventional bonds means that their prices 
vary mainly according to changes in investors' target return, but prices of 
equity shares are also heavily dependent on expected dividends. As divi
dends depend on equity earnings, so share prices depend critically on equity 
earnings (or, more generally, profitability). Corporate profitability and expecta
tions for future profitability are crucial to understanding share price move
ments (see Figure 9.1). 
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Figure 9.1 Profits and the equity market 
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Determinants of corporate profitability 

Profit is essentially the difference between a firm's income from sales and its 
total costs. Income depends on the volume of sales and prices charged for 
goods or services. Costs comprise the costs of the factors of production -
principally wages, interest on debt, raw materials, fue~ plant and machinery, 
rent, rates, etc. So anything which affects the volume of sales, the prices that a 
firm can charge, or any of the costs of production, will tend to affect profit-
ability, dividends and share price. 

The impact of certain costs will vary from one firm to another. A firm 
involved in a labour intensive activity will be badly hit by a sharp rise in wage 
levels, and a firm with a large amount of bank debt will be severely affected by 
a rise in short-term interest rates. Some firms may be unaffected by certain 
cost changes, and if income is rising faster than costs then profit will be rising 
despite the rise in costs. In times of inflation when most costs and prices are 
rising, it is the relative change in a firm's income and costs which will 
determine its profitability. 

Factors determining a firm's profitability can be considered at three differ-
ent levels - the economy, the industry and the firm. 

The economy: international, national, local 

As a result of increasing internationalisation of trade and finance, all firms in 
the UK must be affected in some way or another by changing conditions in 
the world economy. Particularly exposed are those manufacturing companies 
which export a high proportion of their output, or are dependent on imported 
raw materials, or are subject to competition from imported manufactured 
goods. These firms will be vulnerable to changes in the level of the pound 
sterling, as this affects the foreign-currency price of exports and the sterling 
price of imports. 

Domestic economic conditions will be more important for the majority of 
companies. Changing demand for goods and services, resulting from changes 
in real disposable incomes, will influence not only the quantity of goods which 
firms can sell but also the prices which they can charge. Factor costs are also 
influenced by economic conditions, particularly interest on debt and wages. 
Government policies are of dominant importance to corporate profitability -
not simply because the government influences the level of economic activity, 
but also because of its control of interest rates, taxation, public spending and 
legislation. 

Firms which predominantly serve a regional or local market will also be 
affected by economic conditions specific to that area. 

The industry 

Although certain conglomerate companies undertake activities spanning 
different sectors of industry and commerce, the majority of firms are 
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principally restricted to a single industry. Consequently their profitability is 
largely dependent on conditions within that industry. A company is more 
likely to achieve profits growth in an expanding industry (such as electronics) 
than in a declining one (e.g., shipbuilding or heavy engineering), and risk will 
tend to be greater in an industry facing cyclical demand (capital goods, 
textiles) than one in which demand is stable (food manufacturing). Some 
industries are particularly vulnerable to cuts in public expenditure (building 
and civil engineering, aircraft manufacture), others to foreign compe~ition 
(motor cars, clothing), or to government-supported campaigns on health 
grounds (tobacco and drink). Each industry will have its own problems and 
advantages, and thus each firm within that industry will tend to suffer (or 
benefit) accordingly. 

The company 

There are an infinite number of variables influencing the profitability and risk 
of an individual firm, apart from those deriving from general economic 
conditions or the industry within which the firm operates. The importance of 
a firm's financial structure has already been mentioned, but other major 
considerations are the quality of management, labour relations, and the 
diversity of products and markets. The amount of a company's liquid finance 
or saleable assets, including property, will also affect its stability and security in 
times of trading difficulties. 

The level of interest rates 

Of all factors affecting stock prices and yields in the short/medium run, 
changes (or expected changes) in the level of interest rates is probably the 
most important. With interest rates affecting the opportunity cost of capital, 
corporate risk and profitability, this is clearly indicated by our pricing model. 
Interest on debt is a cost to all firms which borrow, but the level of interest 
rates also has a major impact on demand. The effect of rising interest rates is 
particularly severe in industries where the products are often purchased with 
borrowed money, e.g., construction and house building, and the manufacture 
of consumer durables such as electricals, kitchen goods and motor cars. 
Rising interest rates also tend to cause a fall in demand for goods and services 
through their impact on the net disposable income of households. A rise in 
bank base rates tends to have a knock-on effect on bank and building society 
mortgage rates, and with mortgage interest payments being a prior charge on 
the income of the average house owner, spending on non-essential goods 
and services tends to suffer. Over-borrowing for house purchase in the 1980s 
boom meant that the subsequent rise in interest rates had a particularly 
severe effect on consumer expenditure in the UK, and was one of the major 
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reasons for the severity of the 1990-2 recession. Conversely, it remains to be 
seen whether the stimulating effect of falling interest rates in 1991-3 has been 
successful in ending the recession. 

Taking into account the effect of interest rates on the cost of plastic debt, 
on decisions of industry to reinvest in capital goods, and on the incentive to 
save rather than spend, it is not surprising to see a correlation between the 
level of interest rates and share prices. 

Stock issues and the 'weight of money' 

One important influence on stock prices which is not clearly identified by the 
pricing model is the issue of new stock. New issues of shares or gilt-edged 
stock can be a significant element of market supply, and a surge in new share 
issues - either by companies 'going public' or by rights issue - can halt and 
reverse a 'bull' trend. 

The higher are share prices the lower are dividend yields, and the lower are 
dividend yields the cheaper is a rights issue compared with alternative 
methods of raising new corporate finance. 50 a significant overall rise in share 
prices tends to induce an increase in the volume of new issues, particularly in 
conditions when firms lack liquid finance or are overgeared. This increased 
supply of new stock relative to demand tends to dampen or reduce share 
prices. 

A crude but rational theory for predicting general market movements is 
the 'weight of money' argument. With institutional investors dominating the 
market and having a predictable inflow of funds, fairly accurate estimates can 
be made of the flow of new investment funds to be invested each year. There 
are four main investment media available to institutional investors - equities, 
gilts, property and liquid assets. 50 if, for example, the institutions are expected 
to invest a total of £50 billion of new funds, and liquid investments are 
expected to remain stable, property is expected to absorb £5 billion and 
£20 billion of new gilts are likely to be issued, then the remaining £25 billion 
must tend to be invested in shares. Therefore £25 billion is a rough measure of 
the expected net new demand for shares, and the greater is the volume of 
new issues, the less will be left over to buy existing stock that year. 

Obviously the theory is crude, and in this simplistic outline it assumes 
personal and other investors will be neither net buyers nor net sellers. It also 
assumes that investment funds are trapped within the UK, but since the 
abolition of exchange controls, institutions invest substantial funds in over-
seas equities. Conversely, overseas investors may be net buyers or sellers of 
UK stock, particularly gilts. However, the theory explains how private-sector 
fund raising can be 'crowded out' by the public sector. The government must 
finance its P5BR, and however reluctant investors may be to buy more gilts, 
they will eventually be tempted to take up all new offers. Gilt yields must rise 
to whatever level is necessary to coax investors into their purchase and, in 
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order to compete, corporate securities must offer the expectation of even 
higher returns. 

Impact of the economic cycle on share prices 

During a reflationary or boom phase in the economic cycle, rising demand will 
usually enable a company to increase production and the price of its pro-
ducts, whilst the higher level of output will tend to reduce cost per unit, even 
although total costs may be rising. Conversely, in recessionary conditions low 
levels of production will tend to mean that labour, plant and machinery are 
not being used to capacity, so unit costs tend to rise and, with the low level of 
demand, prices cannot be raised sufficiently to cover increased costs. Early in 
a recession the fall in demand tends to cause an accumulation of stocks of 
unsold goods and raw materials, all of which have to be financed at a level of 
interest rates which tends to be high at such a stage in the cycle. 

Corporate profitability is therefore closely tied to the national economic 
cycle and, traditionally, share-price movements have tended to mirror (in fact, 
lead) the cycle. Investors act on expectations, so share prices tend to rise or fall 
in anticipation of changes in profitability and the cycle. The early phase of a 
'bull' market tends to coincide with a recovery in financial conditions and a fall 
in interest rates. But this is usually at a stage when firms are announcing falling 
profits, when unemployment is rising, and before there are any signs of real 
economic recovery. In fact, share prices and unemployment have frequently 
reached all time highs simultaneously, an irony not lost on trade unions, the 
press and politicians. Typically, shares tend to peak when the cycle is still in its 
recovery phase, and by the time industrial production has peaked, rising 
interest rates and the signs of an overheated economy have destined the 
market to a new 'bear' phase. 

This typical stock market cycle has been less evident since the 1970s, 
perhaps partly as a result of the replacement of Keynesian demand manage-
ment by more monetarist policies, yet the tendency remains. 

Share prices and inflation 

A glance·at Figure 9.2 shows that, in the long run, share prices appear to have 
risen broadly in line with inflation. However, the influence of the trade cycle is 
reflected in the cyclical movements of the index prior to the 1980s, and the 
figure highlights the impact of the stock market crashes in 1973-4 and 1987. 

In general, rising real incomes meant that firms faced a rising demand for 
goods and services, enabling them to recover increased costs by raising their 
prices. Consequently, profits and share prices tended to rise at around the 
inflation rate. In the 19505 and early 1960s inflation seemed to be caused 
predominantly by 'demand pull' pressures, whereby rising demand for goods 
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and services enabled firms to raise prices and make higher profits. Costs rose 
as well, particularly wages, but wage rises tended to follow the price rises and, 
in times of rising demand, cost increases could be recovered by further price 
increases and increased efficiency of production. 

Over the post-war period, however, 'cost push' inflationary pressures 
gradually became more dominant. The devaluation of sterling in 1967 
increased fuel, transport and imported raw material costs, but more impor-
tant was the rising cost of labour. Instead of wages rising in response to high 
profitability and low levels of unemployment in times of boom, firms were 
increasingly forced to concede wage increases which could not be justified by 
current levels of profitability, and which pre-empted a rise in profitability in a 
subsequent economic upturn. Thus rising costs increasingly preceded rising 
prices. Firms depended on being able to raise prices in a reflationary phase to 
recover cost increases suffered in a prior recession. However, the benefit of 



94 Principles of Investment and Asset Pricing 

rising demand in times of reflation was increasingly dissipated by an increas-
ing propensity to import, and for twenty years from the mid-1960s the real 
profitability of UK industry suffered a relentless decline. 

So, although share prices appear to have been a successful 'hedge' against 
inflation until 1972-3, it is altogether too simplistic to conclude that inflation is 
'good' for shares. Whereas 'demand pull' conditions should enable profits and 
share prices to rise in real terms, 'cost push' pressures will tend either to cause 
falling equity prices or, at best, cause prices to rise at below the rate of 
inflation. Ultimately, however, share prices depend on corporate profitability, 
and trends in profitability cannot be explained merely by the rate of inflation -
'demand pull' or 'cost push'. 

1973-4 stock-market collapse 

The economic conditions leading to the financial crash in 1974, which fea-
tured not just a stock-market collapse but also a banking and property-
market collapse, are fully described in Part VII, and will not be detailed here. 
1974 is perhaps the most significant year in the story of post-war investment; it 
signalled the demise of the post-war 'cult of the equity' by revealing that a 
diversified portfolio of ordinary shares could no longer be considered as a 
guaranteed inflation hedge. 

The reasons for this dramatic crash (a 73% fall in share prices from the May 
1972 peak, as measured by the financial Times indeX> are many and varied. It 
resulted partly from national economic mismanagement and the excesses of 
the previous boom, partly from the quadrupling of crude oil prices and the 
consequent worldwide economic shock, and partly from political forces. 
However, rather than investigating the underlying causes here, let us simply 
look at some of the factors which affected corporate profitability during this 
period. 

The economic recession was introduced in the fourth quarter of 1973, 
when the Conservative government under Edward Heath introduced a series 
of deflationary measures, following the announcement of massive price 
increases for crude oil (then the UK's largest import item). Interest rates were 
raised to an all-time high, various controls on credit were introduced, public 
expenditure was cut and taxation increased. At a time when all their costs 
w~re escalating, firms were therefore faced with a substantial reduction in 
demand, both in the domestic economy and (as a result of the world reces-
sion) from overseas. Fuel costs spiralled in response to the rise in the price of 
crude oil, imported raw material costs were at an all-time peak and increased 
further as the pound sterling plummeted in response to the balance of 
payments crisis. The rise in costs was exacerbated when the new Labour 
government removed wage controls on taking office in February 1974, and 
wage rises in the region of 20--30% became the norm. Coupled with all these 
problems, firms faced price controls and effective tax increases. 
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The stock market tends to be blinded by sentiment, and carried away 
under its own momentum at both peaks and troughs. 1974 was no exception 
- the economic and financial conditions, although drastic, scarcely justified a 
level of share prices over 30% less in real terms than in the days of Dunkirk 
and the Battle of Britain. However, with crashes in banking, property, insur-
ance and shipping, with a trade union movement able to disrupt government 
policies and bring down the Heath government, and with a new labour 
administration apparently more intent on trade union appeasement than 
confronting economic reality, it must have seemed that capitalism's Arma-
geddon was nigh. Such a prospect would be infinitely more likely to scare the 
pinstripes off a City broker than any number of Panzer divisions poised across 
the channel in 1940. 

The stock market has always tended to be sensitive to political trends. This 
is inevitable with stock-price movements so dependent on the economy, and 
economic management inextricably linked with the political complexion of 
the party in power. With the Conservative party being allied to the concept of 
capitalism, but the labour party more concerned with the welfare of the 
working man, the investment community in the City of london clearly has a 
right-wing bias. Ironically, however, investors have often fared better under a 
Labour administration, and the City and financial press are rarely uncritical 
supporters of a Tory government. 

The 19805 boom and crash 

A more detailed economic analysis of the 1980s is contained in Chapter 27, 
but it is worth highlighting here the principal trends and events affecting the 
stock market during the period of Margaret Thatcher's premiership. 

The main surprise about the behaviour of stock prices during the 1980-2 
recession was their stability. In many respects the problems of British industry 
were greater than in 1974-5, yet no share crash took place. Following the 
economic shock of the second oil price surge the world economy sank into 
recession, and the subsequent fall in demand faced by UK industry was 
exacerbated by the high level of sterling which resulted from the UK's self 
sufficiency in oil and the high level of interest rates maintained by the 
government in pursuit of its monetarist strategy. The new rise in fuel costs, 
another 'high' for interest rates and continued increases in wages, rents, rates 
and utilities might have been expected to replicate the stock-market condi-
tions of 1974. The reasons why there was no 'bear' market in 1980-1 was 
perhaps firstly, that industry was better financed than in the mid-1970s, but 
more importantly the 'City' had confidence in the government's policies. 

Essentially, Thatcher's economic strategy was to minimise government 
intervention in the economy and to create conditions in which competitive 
enterprise could flourish. That required a drastic reduction in inflation which 
the government sought to achieve by means of high interest rates to control 
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money supply. The breakthrough came in 1982 with a sharp fall in the rate of 
inflation to 5% allowing in turn a crucial reduction in banks' base rate. This, 
together with a successful outcome to the Falklands war and the re-election 
of the Thatcher government in 1983 created the conditions for an economic 
revival and a 'bull' market in shares which continued until October 1987. 

Shares massively outperformed alternative UK investments as the national 
economy recovered. The defeat of the coal miners after a year-long strike in 
1985 Signalled the government's final victory over the trade unions, and 
confidence in equities rose strongly. Institutional demand for shares was 
reinforced by the declining case for property investment, the fall in interest 
rates and eventually the end to new gilt issues when the PSBR became 
negative in 1987. UK and overseas equities became the principal home for 
the institutions' growing inflow of funds. Investment in shares by the personal 
sector also revived, stimulated by the privatisation programme and the 
government's encouragement of stock-market investment. 

The long 'bull' market of the 1980s culminated with a further 50% surge in 
share prices in the year after Big Bang. The 'bullish' view in 1987 was that, with 
the trade unions and inflation under control, the objective of long-term 
growth with low inflation was being achieved. Having established a culture 
of entrepreneurial competition, the economy was being restructured and 
revitalised, and there was no reason why profits should not continue to 
grow. The UK was undergoing an economic miracle. 

Unfortunately events have proved otherwise, but it was mainly concern 
about the US and the world economy which triggered the stock-market crash 
of October 1987. The London stock market has always tended to respond to 
Significant trends on Wall Street due to the strong economic links between 
the two countries, and Monday 19 October was no exception. Shares had 
fallen heavily in the USA on the previous Friday, ostensibly over concern about 
the state of the US economy, in particular its enormous budget and trade 
deficits which threatened world economic stability. Following weekend press 
comment suggesting that the UK bull market could be over, shares plum-
meted on the Monday morning, and after Wall Street fell another 20% later 
that day, London followed with a further 10% fall on the Tuesday. Tokyo and 
other world stock markets suffered similar falls and the Hong Kong market 
closed in an attempt to stave off the panic. 

What was dramatic and frightening about the 1987 stock-market crash was 
not its extent but its speed. The 37% decline in the FTA All-share Index from 
its July peak was small compared with 197.3-4, and did no more than wipe out 
the gains of the previous year. But the speed of the fall (20% in the first two 
days) and its repetition throughout the capitalist world appeared to presage 
some dramatic world economic collapse akin to the depression which 
followed the Wall Street crash in 1929. 

In retrospect we can see that the 1987 crash was pretty inSignificant, 
except as a lesson on how markets act. Essentially it was a 'market correc-
tion'. Share prices were too high. They had lost touch with the fundamentals of 
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earnings and dividends, and prices had to fall until sensible dividend yields 
and PIE ratios were re-established. Many investors realised that prices were 
too high but were 'hanging on for the ride', in the expectation that they would 
be able to identify the mar!<et turn when it arrived and sell in time. That's what 
investors tried to do on 19 and 20 October. The speed of the crash may also 
have been exacerbated by the introduction of electronic trading and the 
adoption of 'programme trading' and mechanistic buy/sell decision-making 
by US investors. Certainly the global nature of the crash reflected the inter-
nationalisation of investment in the 19805, and the interrelationship between 
the three principal markets in New York, Tokyo and london. 

The 1987 crash was not precipitated by any critical piece of economic 
news, such as a sharp rise in interest rates. The problem of the US deficits 
had been growing for years and was well known. So where does that 
leave Efficient Market Theory? Some have suggested that EMT has been 
disproved, at least as regards the general level of stock prices. Perhaps 
markets are better at fixing relative prices (i.e., the price of BP relative to 
Shell) than fixing the general level of stock prices in relation to the macro-
economy. Certainly one lesson of the crash is that, rather than having a 
mystic ability to reflect true values or to predict the economy, stock markets 
are prone to over-price (and under-price) stocks. Investors are not always 
rationaL and markets are influenced by their mass psychology. Markets are 
fallible. 
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10 Property Investments and 
the Property Market 

Property interests 

In order to understand the behaviour of property prices and yields under 
changing economic conditions, it is important to understand the nature and 
characteristics of the 'goods' being traded. The term 'property' throughout 
this book refers to land and bUildings; what in England would be defined as 
'rear property, as distinct from 'chattels', and in Scotland as 'heritable' as 
opposed to 'moveable' property. However; the 'goods' traded in the property 
market are not physical units of land and buildings, but legal rights over land 
and buildings. 

In England and Wales, the highest form of land tenure under the Crown is 
the 'fee simple', or more generally, the 'freehold' estate. The freeholder in 
possession of land is vested with a perpetual right to use or dispose of the 
land as he wishes, subject to statute and certain inalienable rights of others. A 
freeholder may create lesser interests over his land, particularly a 'leasehold' 
interest, conferring on the 'lessee' or 'tenant' the right to possess and use the 
property for a specific period, usually subject to the payment of rent. Unless 
prohibited by the terms of his lease, this lessee may in turn create a subSidiary 
lease. In this case, he would be known as the 'head lessee' (or 'head tenant') 
and the occupier as the 'sub-lessee' (or 'sub-tenant'). The rent payable by the 
head tenant to his landlord (the freeholder and 'lessor') is known as the 'head 
rent', and that payable by the sub-tenant to his landlord (the head tenant) is 
known as the 'sub-rent'. In theory, there is no limit to the number of leasehold 
interests which may be created in this way over a single unit of land. 

Whereas a freeholder; having a perpetual interest, may grant a lease for any 
period of time, even 999 years or more, the duration of any sub-lease cannot 
exceed the duration of the head lease. Unless security of tenure is provided by 
statute to an occupying tenant (as in the case of certain housing, farmland 
and business tenancies), the landlord can regain possession of his property at 
the expiration of the lease. 

The values of such property interests depend crucially on the conditions of 
the lease contracts to which they are subject. The value of a freehold interest 
in a let property, for example, depends on the rent payable by the tenant and 
the duration of the lease remaining. If the head tenant has sub-let to an 
occupying sub-tenant, then the value of the head tenant's interest depends 
on the duration of both the head lease and the sub-lease, and the rent 
payable to the freeholder as well as that receivable from the sub-tenant. For 
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the head tenant's interest to have value, rental income from the sub-tenant 
must normally exceed the rent payable to the freeholder, i.e. the head tenant 
must receive a surplus, called a 'profit rent'. For the sub-tenant's interest to 
have value, the rent payable to the head tenant must be less than the 'rental 
value', i.e. the annual rent that he would have to pay under a new occupation 
lease. For a leasehold interest to have a market value, it must be marketable, 
i.e. there must be no contractual or statutory prohibition on the sale of the 
interest. 

Although the rent payable and the duration are important clauses in a 
lease, there are many others which are also critical in dictating the risk and 
return to the owner of a property interest. Sub-letting as well as sale may be 
prohibited. There may also be covenants restricting the use of the property, or 
prohibiting structural alterations. A lease contract will normally specify liability 
for repairs, insurance and reinstatement at the end of the lease. It may make 
provision for premature termination of the lease, specify redress for breach of 
contract and - crucially in times of inflation - provide for the review of rent 
periodically during the lease. Clearly, there is infinite scope for variation in the 
leases which create property interests, and consequently an infinite variation 
in property interests themselves. 

It is useful to categorise property interests as follows: 

1. Investment interests: where the holder receives a substantial net rental 
income from one or more subsidiary leaseholders, e.g., 
(a) a freehold interest in a let property; 
(b) a head tenant's interest in a property sub-let at a substantial profit 

rent. 
2. Occupation interests: these may be either 

(a) valuable, e.g., where the occupier is either the freeholder (owner 
occupier), or a leaseholder paying a rent significantly below rental 
value and with a substantial period of his lease still to run, or 

(b) no value or low value leasehold interests, where the tenant is pay-
ing a rent at, or close to, the property's rental value. 

Interests in category 1 above can be considered as 'pure' investments. It is 
interests such as these which are traded in the property investment market, 
and which are the main subject of the analysis in Parts /I and Vof this book. 
However, the income of such investments is dependent on the rents which 
the occupying tenants (2(b» are willing to pay for their right to occupy. The 
factors determining rents are analysed in Part III of this book. 

Interests in category 2(a) are given little individual prominence in this book, 
but an understanding of their prices follows from our analyses of 1 and 2(b) 
because they combine the investment and occupational benefits of these 
latter categories. 

Various other valuable interests can exist over property, e.g., a life interest 
terminating on the death of the life tenant, and the interest of the mortgagee 
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(the lender) where a property is mortgaged as security for a loan. Such 
interests are rarely marketable and are not examined in this book. 

Types of investment property 

The following brief description is restricted to the types of property which are 
commonly acquired for investment purposes. 

farmland 

The tenure of farmland is substantially influenced by the Agricultural Holdings 
Acts and related statutes, so that an occupying tenant is normally guaranteed 
security of tenure for life, together with a right to bequeath his tenancy. A 
landlord of a let farm may not regain possession of his farm for generations. As 
a tenant is normally debarred from either sub-letting or selling his interest, the 
large majority of investments in farmland are freehold interests, either let to 
the occupying tenant or held 'in hand' (owner-occupied). Although the 
number of 'in-hand' farms in the UK exceeds the number of let farms, higher 
demand for possession has resulted in an 'in-hand premium', i.e. the price of a 
freehold interest in an 'in-hand' farm can exceed the price of a freehold 
investment in a comparable let farm, often by 100%. Very few 'in-hand' farms 
are now let due to the consequent loss of this premium and the inability to 
regain possession. Freeholders who do not wish to farm the land themselves 
may appoint a manager, or enter into a partnership or other joint venture 
arrangement with an active farmer in order to avoid the formal creation of a 
legal tenancy. 

Although the ownership of farmland in the UK is still dominated by private 
individuals and family companies and trusts, large areas of farmland are 
owned by the Crown, charitable trusts, religious institutions and public 
authorities. A few large insurance companies and pension funds invest in 
farms, but since the early 1980s, institutional investment has decreased 
substantially. Farmland varies in quality from barren hill land to prime arable, 
and it is mainly this latter class which is the subject of institutional investment, 
particularly units in excess of 200 hectares. 

Woodlands 

Unlike farmland, investment in woodlands traditionally involves freehold 
occupation of the land So, rather than the investment being in land and 
buildings, it is in the land and the growing crop of timber, which may take 60 
years or more to mature. The investor will receive no income from his initial 
costs of establishing and managing a plantation until, at best, first thinning 
after 20 years or so. Thereafter, further thinning may produce three or four 
tranches of income before clear felling. 
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An investment in woodlands is occasionally based on a conventional land-
lord/tenant relationship, with the investor owning the land and leasing it for an 
annual rent to a tenant who will gain the direct profits of the timber growing. 
Although this provides a regular income for the landlord, it tends to create 
problems for the tenant due to the irregularity of income from timber growing. 
Unless he is a major grower such as the Forestry Commission, owning many 
different plantations, he is unlikely to be generating regular income with 
which to pay an annual rent. 

Institutional interest in woodland investment has engendered a variety of 
joint venture schemes whereby two parties (such as a financial institution and 
an estate owner) share the profits of timber growing. Such schemes can take 
maximum advantage of the institution's capital availability, the taxation 
liabilities of the two parties, their individual investment needs, and the aver-
sion of institutions to becoming actively involved in management. 

The majority of woodland investment is in 'softwood' or conifer plantations 
in hill or upland areas in the western side of the country, where the higher 
rainfall and relatively mild climate provide adequate returns from faster 
growing species such as Sitka spruce. 

Commercial property 

Freehold and long leasehold interests in office and shop property constitute 
the large majority of the property portfolios of the financial institutions. It is 
commercial and industrial property which forms the principal subject of this 
book. As quality and location are critical factors determining the risk and 
return from such property, institutional investment is primarily restricted to 
modern buildings in good urban locations. The majority of such property in 
the UK is owned by the financial institutions and property companies. 

Certain other commercial property types, e.g., prime hotels, are also sub-
ject to pure investment, but the ownership of public houses and petrol filling 
stations is dominated respectively by the brewers and oil companies as a 
means of promoting the sale of their products. 

Industrial property 

Industrial property has generally been a less attractive investment than shops 
and offices, largely due to its poorer growth record and vulnerability to 
economic recession. Nonetheless, modern well located factories and ware-
houses constitute on important element of institutional property portfolios. 
On the other hand, most older property - particularly large purpose-built 
factory buildings in declining industrial areas - is still owner occupied, and 
would not be considered an attractive subject for investment. 
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Residential property 

About 90% of housing stock in Great Britain is either owner occupied or 
owned by public authorities. Most of the remainder is owned by housing 
associations, charitable trusts, property companies or employers who lease 
the property to employees under service tenancies. 

Housing is not a popular investment medium for institutional investors and 
is not considered in detail in this book. It is too politically and socially sensitive, 
is expensive to manage, and seems liable to remain subject to rent control. 

Special characteristics of physical property 

Having introduced the principal interests and types of property relevant to 
our study, we must now briefly examine the general characteristics of the 
medium over which these interests exist, namely the physical land and 
buildings. Property has certain almost unique characteristics which distin-
guish it from most other commodities. Although mostly obvious, these are of 
profound significance, and require to be clearly stated. Only by understanding 
the nature of both the intangible interest and the tangible property can a 
sound understanding of property prices and yields under changing economic 
conditions be achieved. 

Dual components 

Any developed property consists of two elements, land and buildings - or, 
more strictly, land and capital improvements which may be roadways, fences, 
drains, etc. as well as buildings. In some cases (e.g., urban offices) the property 
consists mostly of building and a smaller amount of land (by area and by 
value) whereas in other cases (e.g., farms) the land content is the greater. The 
dual nature of physical property complicates its analysis as the economic 
characteristics of land and buildings are very different. 

Durability 

Pure land (as the earth's suiface) is totally durable, and buildings and other 
capital improvements are relatively durable compared with most other goods. 
This durability enables the right to use property to be separated from its 
ownership, and allows a variety of interests to exist over the same property 
unit at the one time. Ultimately, however, buildings must deteriorate, and the 
long-term investor must anticipate either expenditure on repair or replace-
ment, or depreciation in value. 
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fixed location 

All real property is fixed in location, by definition. If it is moveable it cannot be 
real property. It is this characteristic which, unlike moveable goods such as 
motor cars, results in similar properties in different locations having substan-
tially different values. Property in areas of low demand cannot move physi-
cally to satisfy high demand in another location. 

Note, however, that although immobile physically, property is relatively 
mobile between certain different uses. 

Heterogeneous 

Each physical unit of property must be unique because it is fixed in location. 
Even similar bungalows in a row, or flats in a multistorey block are unique in 
respect of location. Most buildings will also tend to vary according to size, age, 
use type, standard of construction and repair, etc. This, together with the 
heterogeneous nature of each legal interest, means that (unlike homo-
geneous shares in any company), the value of each property interest is 
unknown to the market and must be individually assessed. 

Stock elasticity 

The total amount of land in the world, in any country, or in a'1Y location, is 
essentially fixed. However, the significance of this characteristic is liable to be 
exaggerated because the stock of land available for any individual use, as well 
as the intensity with which land is used, can vary. Furthermore, the second 
component of a property - the building - being constructed by man, is 
relatively elastic in stock in the long run. 

The elasticity (variability) of stock of any property type depends on the pure 
land requirements of that use, and the proportion of total land stock in that 
location currently employed in that use. For example, farmland stock in 
lincolnshire cannot be significantly increased because farming is the domi-
nant land use in that county and farming requires a lot of land. Conversely, 
however, the long-term stock elasticity of office property in towns and cities is 
much greater, due to the relatively small proportion of land devoted to office 
use, the relatively small amount of land required for office development, and 
the availability of land which is transferable from other uses. Additionally, the 
stock elasticity of dairy farms will be greater than that of farmland in general, 
and the stock elasticity of supermarkets greater than retail property in gen-
eral. 

So, despite the overall fixed stock of land, the stock of commercial and 
industrial property is elastic in the long run, although it is relatively inelastic 
compared with most other goods, due to planning constraints and the overall 
relative land scarcity in the UK. However, in the short run, the stock of the 
principal property types is very inelastic due to durability and the time 
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involved in the property development process. At any point in time, existing 
stock tends to dominate the market and is unable to vary in response to a 
change in space needs. 

The property market and its imperfections 

The above characteristics, in particular the infinite diversity of both the 
physical land and buildings and the legal interests existing over them, result 
in a uniquely complex market. In fact, rather than a single entity, the property 
market is a conglomeration of sub-markets. Occupation interests are traded 
in the letting market and, as rent is the price of occupation, the level of rental 
values is determined by the forces of supply and demand for property to let. 
Similarly, the price of property investment interests is determined by invest-
ment demand and supply in the investment sector. As different factors 
determine occupation demand and supply from investment demand and 
supply, these two markets require a separate analysis. Similarly, the develop-
ment sector requires an independent analysis. In that sector old interests, 
both investment and occupational, are extinguished, and new interests are 
created in new properties. 

Although each of the three sectors requires a separate analysis (see Parts 111, 
IV, and V), they are closely linked. The rental value of occupation interests 
influences the income and value of investment interests. In turn, the value of 
investment interests is a major determinant of site values and development 
activity in the development sector. like the Stock Exchange, the property 
market is both a primary market (in which new goods are sold for the first 
time) and a secondary market (in which secondhand goods are traded). 
However, because of the durability of property, the majority of interests 
changing hands tends to be in existing or 'standing' (as distinct from newly 
developed) properties. 

Within the three main market sectors, there are an infinite variety of sub-
divisions, defined, e.g., according to use type, location and quality. There is the 
prime office letting market in the City of London, the prime farmland invest-
ment market in East Anglia, the prime industrial letting market in Reading and, 
doubtless, secondary shop markets in Bootie, Cleethorpes and Clacton on 
Sea. Each sub-market will be subject to its own unique economic conditions, 
with buyers who may not consider another area as a close substitute. 

The property market is ubiquitous; it has no formally organised market 
place where prices are quoted and deals publically witnessed. That is just 
one of many features which contribute to its imperfection. Lack of detailed 
freely available information is endemic to the property market. Not only do 
many deals and their prices go unreported, but many deals involve some form 
of consideration apart from the price, so that the price agreed does not 
provide reliable evidence of market value. Property for sale or let may also 
be inadequately marketed so that buyers are unaware of what is available, 
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and lack of knowledge is accentuated by the uncertainties created by 
legislation, particularly in the areas of planning, taxation and land tenure. 

Probably the most important consideration leading to imperfect know-
ledge in the market is the complexity and diversity of the interests them-
selves. The type, location, size, age and general condition of a building may be 
known, together with the principal conditions of the lease to which the 
interest is subject, but apparently minor aspec!:s of the physical structure 
(e.g., inadequate provision of fire escapes to satisfy the Fire Precautions Act), 
or of the lease contract (e.g., ~ badly worded rent review clause) can have a 
substantial impact on market price. Detailed knowledge of property interests 
and thorough analysis of rents and prices is necessary to enable buyers and 
sellers, whether investors or tenants, to understand rental and price levels for 
different property types in different locations. That is the economic raison 
d'etre of the property valuer and agent. 

The problem of assessing market rents and prices is accentuated by the 
small number of deals which take place. Changes in market conditions are 
difficult to perceive. Whereas hundreds of millions of pounds' worth of shares 
are being bought and sold in the Stock Exchange every day, evidence of only 
a handful of reliable property transactions might be available in any sub-
market. This problem is particularly acute in the farmland market, where new 
lettings are a rarity and any individual farm may remain in the same family for 
centuries. 

The diversity of property, particularly in respect of location, provides sellers 
or lessors with an element of monopoly power. The absence of a close 
substitute property available on the market at the same time, together with 
a lack of knowledge of the appropriate rent or price level, may enable the 
seller or lessor to achieve a figure higher than true market value. 

The complexity of property interests and the property market makes it 
essential for buyers and sellers to employ professional experts, particularly 
surveyors and solicitors. The cost of these experts, together with the sheer 
length of time involved in the sale process, discourages short-term trading or 
frequent 'in and out' operations. 

In comparison with stocks and shares, investment interests in property are 
highly priced and indivisible, and instead of large numbers of buyers and 
sellers, a relatively small number have sufficient financial resources to invest. 
Because of the large sums of money required for direct property investment, 
the market is dominated by financial institutions and property companies. 
Unlike the stock market, private individuals have little direct influence in the 
commercial and industrial sectors of the market, although they do have in 
farmland and, of course, in housing. 

Clearly, the property market fails to meet any of the main prerequisites of 
the concept of a 'perfect market'. The 'goods' are highly priced and indivisible, 
consequently there are relatively small numbers of buyers and sellers, trans-
actions costs are high, and the heterogeneity of property interests results in a 
pervasive obscurity about their qualities and true values. This contrasts with 
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the Stock Exchange where information is freely available and where the 
market in gilts must come as close as any to the 'perfect market' concept. 

The relative perfection of the stock market means that stock prices are 
sensitive and respond quickly to new information or a change in sentiment. In 
contrast, the manifest imperfection of the property market is one reason for 
the relative stability of property prices. Property prices do not normally react 
to short-term changes in market conditions, and the market seems slow to 
react even to fundamental change. Owners are frequently willing to retain 
their properties on the market unlet or unsold for substantial periods, rather 
than accept a rent or price below that which they hope to achieve. 

However, it is not only market imperfection which results in price stability, 
but the constraints imposed under standard lease agreements. The relatively 
long-term nature and inflexibility of most commercial and industrial occupa-
tionalleases (2(}-25-year terms are common) restrict the ability of occupiers 
to give up occupation, in turn restricting the supply of property for relet in 
times of economic recession, and tending to keep rental values stable. 
Similarly, the stability of rental values and the lengthy periods between rent 
reviews (five years is common) lead to stability of investment income and, 
consequently, stable investment prices. 

It is important not to confuse the notional concept of a 'perfect market' 
with the realistic concept of an 'efficient market'. A 'perfect market' would be 
perfectly 'efficient', but an 'efficient market' need not meet the criteria for a 
'perfect market'. The concept of efficiency is much less restrictive than that of 
perfection, and the many imperfections of the property market do not 
preclude the possibility that the property market is efficient. Indeed studies 1 

suggest that the investment sector is efficient (in a relatively weak sense) 
indicating that prices in general reflect publically available information. That 
is an assumption implicit in the theory of property pricing that we will now 
develop. 

We shall highlight a number of salient points from the above introduction 
to the property market. 

• The value, risk and potential return of a property investment is depen-
dant upon the terms of the leases to which the interest is subject, and 
upon the physical property over which the legal interest exists. 

• The property market is a ubiquitous conglomeration of interrelated sub-
markets in which prices are determined. The principal categorisation is 
into the letting, investment and development sectors, with further sub-
divisions according to, e.g., use-type, location, quality and size. 

• The property market is very imperfect, particularly in contrast with the 
stock market, and values are slow to respond to changing market forces. 
The imperfection derives partly from the substantial value of most 
property interests, but principally from the heterogeneous nature of 
each interest. 



11 Property's Yield and a 
Pricing Model 

Property's rental yield 

As concluded in Part I, an investment's yield serves both as a unit of compar-
ison and as an aid to understanding price. The dividend yield, for instance, is 
widely used to compare the stock market's rating of shares, and a share's yield 
determines the multiple by which its price exceeds the current dividend. That 
multiple is the reciprocal of the required dividend yield. So if investors' 
required yield is 5%, the share's price must be 20 times the current dividend. 

The same is essentially true for property. The rental yield is the most 
important unit for comparing the market's rating of property investments, 
but due to certain unique features of property investments, the relationship 
between price and current income is sometimes more complex than for stock 
market securities. In the first part of this chapter, these features are investi-
gated and the rental yield explained. 

In this and the remaining chapters of Part II, we are concerned essentially 
with pure investment interests in property, e.g., freeholds and leaseholds in 
business property subject to tenancies from which the investor is receiving a 
regular income. But it is pedantic always to include the term 'interest' when 
describing a property investment. It is common to describe a property as 
being sold when, strictly speaking, it is the investor's interest in the property 
which is sold, and that simplification will be frequently used in this text. 

The significance of rent review 

One feature of property investments is that rather than income being variable 
annually, rental payments normally remain fixed for a period of years. The 
timing and frequency with which rental payments can vary is a critical 
feature determining the characteristics, price and yield of an investment. The 
rent payable can be changed either when an existing lease expires and a new 
one commences, or as provided under a lease contract. long leases are still in 
existence which make no provision for rent review, particularly ground leases, 
i.e. leases of urban sites which the tenant has subsequently developed and 
sub-let to occupying tenants. 

A long lease without provision for rent review is unlikely to be granted 
nowadays, due to the impact of inflation on fixed-income investments and 
the tendency for rental values to rise in times of inflation. Just as equity shares 

110 
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gained popularity as a hedge against inflation, investors in property sought 
protection against inflation by introducing provision for rent review into lease 
contracts. Whereas in the immediate post-war period rents would frequently 
be fixed for the duration of a lease, in the 1950s provision was made in most 
new leases for a review of rental value after, say, 21 or 33 years. In the 1960s, 14-
year review periods became accepted, and then in the late 1960s and early 
1970s seven-year, five-year and occasionally three-year reviews were intro-
duced into new commercial leases. Nowadays 20- or 25-year leases subject to 
five-year rent reviews are common. 

In explaining property yields, we must distinguish between 'rack-rented', 
'reversionary', and fixed-income investments. The term 'rack-rented' describes 
an investment in which the rent paid to the investor is the property's rental 
value. A 'reversionary' investment is one in which current rent differs from 
rental value, and in which a review is due to take place within a reasonable 
time. Rent is normally reviewed to the property's rental value at the date of 
the review. A fixed-income investment is one where any scope for rent review 
is so far in the future that it has a negligible effect on present value. 

The price of an investment depends on income expectations, and the 
period of time to elapse before that income is receivable. Thus, the price of a 
'reversionary' investment will reflect both the current level of income as well 
as the change expected at review (the 'reversion'). The longer the period to 
elapse before reversion, the greater will be the impact of current income on 
price, but as the reversion draws closer the price will increasingly reflect the 
income change to take place at reversion. The price of properties with distant 
reversions will be little affected by changes in rental value, but the closer is 
reversion, the more investment prices will reflect rental growth. 

As rental values have generally risen in the post-war era, rental income has 
normally increased substantially at reversion. An indication of value trends 
within the rent review period is shown in Figure 11.1. This assumes that the 
property has been let at its rental value at the start of the lease, with the rent 
subject to review in Year X. The rental value is assumed to grow at a constant 
rate throughout the period, thereby being indicated by a straight line when 
drawn to a logarithmic scale (a curve if drawn to an arithmetic scale). Initially, 
or immediately after review, an investment's value will tend to rise at a rate 
substantially below the rate of rental value growth, but as the reversion draws 
near, capital growth tends to exceed rental value growth. In fact, immediately 
before reversion, the investment's value will tend to rise even if rental value is 
static, and possibly even if rental values are falling slightly. 

In inflationary conditions, rental values are generally expected to rise, thus 
investors purchasing reversionary investments will anticipate three elements 
of return (a) current income, (b) capital gain deriving from rental value growth, 
and (c) capital gain deriving from the passage of time to reversion, sometimes 
called 'uplift'. This latter gain results from previous rental growth and is some-
what similar to the capital growth of a low coupon gilt as it approaches 
redemption, but whereas such growth in a gilt is essentially fixed and 
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Figure 11.1 Effect of rent review on value 

guaranteed, in the case of property it is variable. In effect, rental growth from 
earlier years has been stored up, and is being released as a capital gain as the 
reversion approaches. 

The three elements of return can be illustrated by putting figures into 
Figure 11.1. let us suppose that one year before reversion in Year X, the rent 
paid is £12000 per annum, and the rental value is £50 000 per annum. We 
shall also assume that if it had been let at its rental value, the capital value of 
the investment would have been £1 million, indicating a capitalisation multi-
plier ('years' purchase') of 20 and a yield of 5 %. However, as the reversion to 
rental value is one year ahead, the current value of the investment must be 
somewhat less than £1 million. let us assume that the investment has just 
been purchased at its market value of £963 810. 

At purchase, the income yield is therefore: 

12000 
--- x 100 = 1.2450/0 
963810 

But, on the assumption that rental values and market yields remain 
unchanged over the coming year, then the investment must be worth 
£1 million in one year's time, representing a capital gain (uplift) of £36190. 
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This gain, expressed as a percentage return, is: 

36190 x 100 = 3.755DAt 
963810 

The addition of this capital gain return and the initial income yield is exactly 
5%, being the same as the income yield of the property if let at its rental 
value: 

50000 
--- x 100 = 5.0DAt 
1000000 

The combination of the initial income yield and the gain from uplift is normal-
ly called the 'equivalent yield', presumably because it is equivalent to the 
income yield on a rack-rented property. A rack-rented property can give no 
uplift. The current rental yield from a rack-rented property and the equivalent 
yield from a reversionary property would constitute the total return ORR) that 
investors would receive on the assumption of unchanged rental values and 
market yields. The equivalent yield, like the redemption yield on a dated gilt, is 
an IRR, but whereas the redemption value of a gilt is fixed, the rental value of a 
property is expected to rise in times of inflation to give investors a further 
return. 

The unit commonly used to compare rack-rented property investments is 
therefore the current rental income yield, and in the case of reversionary 
investments, the unit of comparison is the equivalent yield. The rental 
income yield on a rack-rented property would tend to be similar to the 
equivalent yield on a comparable reversionary property, but not identical as 
in this illustration. This is because, like a low-coupon gilt, a reversionary 
investment gives a higher proportion of its return in the form of capital gain. 
Most investors would pay less tax on capital gain than on income, and so less 
tax on a 5% equivalent yield than on a 5% income yield. The price of 
£963810 was used in this example because it is the price which would 
provide an investor with an equivalent yield of 5%. However, because of the 
lower tax liability imposed by this investment in comparison with a rack-
rented property, there is a case for suggesting that investors would accept a 
somewhat lower yield, implying a marginally higher price than £963 810. 

The third element of return anticipated by the purchaser is the return 
deriving from a rise in rental value. If, over the year to reversion, the rental 
value grows by 10% to £55 000, the value of the investment at reversion will 
rise to £1.1 million to give a total IRR of (just over) 15%. Note that the full 
benefit of this rental growth is received at the end of that year because of the 
rent review then taking place. A further 10% rental growth in the following 
year would not provide a 10% gain in that year because of the lengthy period 
to elapse before the next review. Part of the growth is stored up to provide 
uplift as the subsequent review approaches. 



114 Property Investments - Prices and Yields 

Although the capital value of equity-type freehold investments must 
ultimately follow trends in rental values, the effect of rental income being 
fixed for periods of several years is to increase the stability of capital values. If 
reversion is several years ahead, investment values are protected from falling 
rental values by the fixed income, and if reversion is close at hand, investment 
values have generally been protected from a short-term fall in rental values by 
the uplift accruing from previous rental growth. The rent review system has 
meant that even in times of recession (such as in 1980--2 when rental values 
rose only marginally), a portfolio of property investments could provide 
respectable returns due to the release of uplift deriving from rental growth in 
earlier periods of boom. 

The relationship between rental value, rental payment and the capital 
value of a property investment let on regular rent reviews is shown in Figure 
11.2. Note that the investment-value profile assumes a constant market yield. 
As in the case of stock-market investments, property values may also rise or 
fall as a result of a change in the level of yields in the market. Note also that, 
unlike the illustration, prime investment properties are normally let on the 
basis that rents can only be reviewed upwards, i.e. if there is a net decline in 
rental value over the period between reviews, the rental payment would 
remain unchanged. 

In conditions of rising rental values, tenants will normally be paying rents 
below rental value, but when rental values are on a sustained downward 
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trend, rental payments would tend to exceed rental values. In the inflationary 
conditions of the post-war period, rising rental values and the system of rent 
reviews have meant that income from property investments has rarely fallen, 
in contrast to dividend income from shares which, being variable annually, has 
been more volatile. It requires a sustained period of falling rental values to 
cause a rent reduction at review. That occurred in the central London office 
market in the 199G-2 recession when most properties were 'over-rented', but 
investors were protected to an extent by the standard upward-only review 
clause in most leases. 

One further complication can arise in the calculation of a property's yield. 
Unlike an investor in shares or bonds, a property investor may be required to 
pay certain unavoidable recurrent expenses, such as maintenance, repairs 
and insurance of buildings, together with rent collection and certain other 
management costs. The liability of an investor to pay such periodic expenses 
depends on the lease conditions, but whereas in most modern leases the 
burden is placed on the occupying tenant, in many older leases the respon-
sibility rests with the landlord. If the investor is liable for such items, the annual 
cost is deducted from the gross rental income when calculating the rental 
yield. 

Rental yield - leasehold investments 

As a lease can be granted only for a finite period (sometimes very long), 
leasehold investments must ultimately come to an end. However, unlike a 
dated gilt, the interest can have no value at its termination, thus ultimately a 
leasehold investment is a depreciating asset. As the market value of a lease-
hold reflects the length of the lease still to run, then if its rental yield was the 
simple relationship of current rent to current value, the yield would vary 
according to the remaining term of the lease. The yield would tend to rise as 
the value fell as the end of the lease approached. Consequently, direct yield 
comparisons could be made only between leaseholds of similar duration. The 
dearth of sales evidence of leasehold investments renders such a comparison 
inadequate, so traditionally leaseholds have been compared by the rental 
yield after deducting the annual sinking-fund instalment required to replace 
the value of the investment over the remaining term of the lease. 

A purchaser of a leasehold is deemed to set aside in a sinking fund that part 
of his annual profit rent which would be exactly sufficient to replace the 
purchase price of the investment over the remaining period of the lease. The 
sum accumulated at the end of the lease would therefore be sufficient to 
purchase another leasehold identical to the first, and so on in perpetuity. By 
this concept, leasehold investments are notionally converted into perpetual 
investments, thereby enabling their yields (net of the annual sinking-fund 
instalment) to be comparable with yields on freeholds and leaseholds of 
different duration. The yield traditionally used for comparing leasehold 
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investments (sometimes called the 'remunerative rate') is therefore the rela-
tionship between the current net profit rent, less the annual sinking-fund 
instalment, and the current market value of the investment, assuming it is 
sub-let at full rental value. 

For a variety of reasons,' this yield is a potentially unreliable unit of 
comparison and there is a strong case (especially for relatively short leases) 
for using the expected IRR as an alternative. 

We will conclude this section by restating the yields appropriate to each 
case . 

• The yields commonly used as units of comparison are as follows: 
(1) Rack-rented and fixed-income freeholds: 

Rental income yield %, which is: 

Current annual net rent x 100 
Market value 

(2) Reversionary freeholds: 

Equivalent yield %, which is the annuallRR deriving from both the 
net rent and the capital change which arises from the passage of 
time to reversion (assuming that the rental value and market yield 
remain constant). 

(3) Leaseholds (rack-rented): 
Remunerative rate %, which is: 

Current net profit rent - Sinking-fund instalment x 100 
Market value 

The yields defined above are sometimes called the 'all-risks yield' or simply 
'the yield'. In each case it is the rate used by valuers when using the traditional 
Years' Purchase (YP) method of valuation. When the net rental income from a 
rack-rented freehold is capitalised at a rate of 5% (a YP of 20), the valuer is 
calculating the capital value which gives investors an income yield of 5%. 
When the current income and rental value of a reversionary property are 
capitalised at 5%, the valuer is calculating the value which gives investors an 
equivalent yield of 5%. 

A property pricing model 

In Chapter 6, a OCF pricing model was introduced which was appropriate to 
all income-earning investments (Equation (6.4)). This can be restated to apply 
specifically to property investments: 
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R, R2 R3 ( ) Po=--+ + +... 11.1 
(1 + r) (1 + r)2 (1 + r)3 

where R,,2,) = expected net rental income in future periods 1, 2, 3; 
r = investors' target return ORR) p.a. and Po = current price or market value. 

This basic model will now be adapted to explain the pricing and rental 
yields of freehold investments subject to a variety of rent review arrange-
ments. 

Fixed-income freeholds 

In the case of a freehold investment in a property let on a very long lease 
without provision for rent review, the rental income is fixed, and Equation (11.1) 
can be simplified to: 

R 
Po =-

r 
(11.2) 

Expressed in words, this states that the market value of a fixed-income free-
hold is the net rent receivable divided by investors' target return. 

But 

is the rental yield (quoted as a decimal), which we shall give the symbol y, so 
for fixed-income freeholds: 

y=r (11.3) 

This expression states that the rental yield of a fixed-income freehold equals 
investors' target return. That is the same relationship as between the interest 
yield and investors' target return on an undated gilt, although in both cases 
the relationship implies an expectation of stable market yields. If investors 
purchased either investment in expectation of a change in yield, then they 
must anticipate a capital gain or loss which would result in a total return 
above or below the income yield. 

Example 11.1 

On the assumption that investors anticipate stable market yields, and that 
their target return is 15%, estimate the value of a freehold interest in a city 
centre site let for 150 years in 1950 at a net rent of £10 000 per annum (fixed): 



118 Property Investments - Prices and Yields 

R 
Po =-

r 

10000 
--=£66667 
0.15 

The reversion to rental value in the year 2100 is so far distant that it will have 
virtually no present value. Virtually all the return from the investment derives 
from the £10 000 of fixed income. 

Freeholds with annual rent review 

If a freehold investment is subject to annual rent review then, assuming a 
constant rate of rental value growth, the basic DCF model can be restated as 
follows: 

(11.4) 

which simplifies to: 

R P =_0_ 
o r- g (11.5) 

where Ro = current rental value and g = expected rental value growth rate p.a. 
But as, 

R 
~ = y (the rental yield) 
Po 

then 

y=r-g (11.6) 

Expressed in words, the yield of a freehold investment let on a long lease with 
annual rent reviews is investors' target return less their expected rental value 
growth rate per annum. 

This relationship between income yield, target return and growth is basi-
cally the same as for ordinary shares (where d = r - g). 

Note that the rent received by the investor in any year is deemed to be the 
rental value at the start of the year. The rent received in Year 1 is thus the rental 
value in Year O. Rent is deemed to be received annually in arrears. 



Property's Yield and a Pricing Model 119 

Example 11.2 

Estimate the market value of a freehold interest in a prime city-centre shop 
recently let at a rent of £50000 subject to annual review. Assume investors' 
target IRR is 15%, and rental growth is expected to be 10% per annum: 

R P =_0_ 
o r-g 

_ 50000 = £1000000 
0.15 - 0.10 

Freeholds with regular review periods exceeding one year 

Very few investment properties are let on annual review, and the large 
majority are subject to review at regular intervals of five or seven years. If a 
property was let on a long lease subject to rent review at three-year intervals, 
the basic DCF model could be restated as follows: 

(11.7) 

which simplifies to: 

R p = 0 
o ((1 +g)" -1) r-r 

(1 + r)" -1 

(11.8) 

where Ro = current rental value (start of lease or at rent review) and 
n = interval between rent reviews (years). 

But as 

then 

R /=y, 
o 

((1 +gt -1) 
y = r - r (1 + rt _ 1 (11.9) 
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This expression states that yields of freehold property investments let on 
regular rent reviews depend on investors' target return, their rental growth 
expectation, and the period between rent reviews. As in the case of Equation 
(11.6), the yield is determined by investors' target return less a growth element, 
but rather than the growth element being simply investors' annual rental 
growth expectation, it is that growth rate reduced by the effect of the rent 
review period delaying the receipt of higher income. 

Example 11.3 

On the assumption that investors anticipate 10% rental growth and have a 
target IRR of 15%, estimate the market value of a freehold interest in a city 
centre commercial property just let on a long lease at a rent of £50000 
subject to five-year reviews. 

We shall solve this question in two stages - first we shall calculate investors' 
required yield and then the investment's value: 

= r _ r((1 + g)" - 1) 
Y (1 + r)" - 1 

( (1 + 0.10)5 - 1) 
= 0.15 - 0.15 5 

(1 +0.15) -1 

= 0.0595 or 5.95% 

Ro Po =-
Y 
50000 
0.0595 

= £840336 

Impact of the rent review period on property yields 

Note the effect that the five-year rent review has had on the yield and value 
of the property in Example 11.3 in contrast with that in Example 11.2. In both 
examples, the target return and rental growth expectation were the same, but 
the yield in Example 11.3 is almost 1 % higher, and the value almost £160000 
lower, purely because rent reviews are at five-yearly intervals instead of 
annually. The effect on investors' returns of the five-year reviews is illustrated 
by the different expected income from the two investments: 
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Expected rental income (£) 
Year 

1 2 3 4 5 6 
Annual Review 50000 55000 60500 66550 73205 80526 
5-year review 50000 50000 50000 50000 50000 80526 

Difference 5000 10500 16550 23205 

Whereas the two investments will provide the same income in Years 1 and 
6, an investor in the property let on five-year review will lose out on substan-
tial amounts of income in Years 2, 3, 4 and 5 in comparison with what he 
would have received if the property had been let on annual review. If the two 
properties had the same yield, investors would anticipate a higher total return 
from the property let on annual review. This would lead to an excess demand 
over supply for such properties, resulting in their prices rising and their yields 
falling until the yield differential indicated above came about. 

If the two investments are considered to be of equal risk and investment 
quality, investors' target return will tend to be the same for each. But because 
of the effect of the five-year rent review on future income, investors will 
require a higher initial income yield from that property to give them the 
same total IRR as they could get by investing in the property with annual 
review. 5.95% is the yield required to give investors an expected IRR of 15%. 
Consequently, although the initial rental income is £50 000 in each case, the 
value of the property with five-year review must be only £840 336 in contrast 
to £1000000 for the property let on annual review . 

• In times of generally rising rental values, the longer the period between 
rent reviews (ceteris paribus) the higher will be the yield required by 
investors. The market forces of demand and supply will bring about the 
yield differential. 

The reader should be aware of certain simplifying assumptions made in the 
foregoing analysis. First, rental income is deemed to be received annually in 
arrears, whereas it would normally be received quarterly or half-yearly in 
advance. Second, the rent review period in Equations (11.8) and (11.9) is 
deemed to remain constant in perpetuity. Third, the equations are valid only 
if no changes in market yields are anticipated, so that expected capital growth 
must ultimately equal expected rental growth. Fourth, the rental growth rate 
is deemed to be constant in perpetuity. Despite these limitations, the various 
equations neatly encapsulate (for non-reversionary freeholds) the essential 
relationships between price, rental income, yield, target return, growth expec-
tation and the rent review period. 
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Reversionary and other investments 

In cases where the above assumptions are not valid, and in the case of 
leasehold investments, the full DCF model can be applied with appropriate 
adjustment. In the case of reversionary freeholds, price can be explained by a 
combination of the simplified expressions and the full DCF model. 

Example 11.4 

Estimate the market value of a freehold interest in a city-centre commercial 
property let on a 33-year lease 30 years ago at a fixed rent of £5000. It is 
expected that, at the expiry of the current lease, the property will be relet on a 
five-year rent review basis. The current net rental value is £50000 and, as 
before, investors' target return is assumed to be 15% and their rental growth 
expectation 10% per annum. 

The following equation encapsulates all the information in the question 
which can influence its present value: 

We know the target IRR and the rent receivable over the next three years, so 
the main problem is to calculate the expected price on the assumption of a 
sale of the investment on reversion at the end of Year 3: 

R 
P =.-i 

3 Y 

The rental income in Year 4 is the expected rental value (RV) at the end of 
Year 3, which is the current rental value subject to 10% growth per annum 
over three years. 

So: 

Expected RV in 3 years = 50000 (1 + 0.10)3 = £66 550 
Expected yield at reversion = 5.950/0 (see Example 11.3) 

66550 
P3 = -- = £1118487 

0.0595 

5000 5000 5000 + 1118487 
P = + + = £746 840 
o (1 + 0.15) (1 + 0.15)2 (1 + 0.15)3 
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Property pricing model- summary 

In our analysis of stock-market investments (Chapter 6) we concluded that 
stock prices could be considered as either: 

or 

(a) the present value of expected future income flows, as represented by 
the full OCF model. In the case of equity shares: 

(b) current income divided by the current income yield. For shares: 

D P __ 1 
0- d 

However, it was shown that, given constant growth assumptions, (b) was 
merely a simplified version of (a), the link between the two models being the 
expression: 

d=r-g 

Virtually the same concept applies to property pricing. Property values can be 
considered as the discounted value of expected future net rental income 
flows (OCF model): 

R R R P= 1 + 2 + 3 + ... 
o (1 + r) (1 + r)2 (1 + r)3 

or as the current rent divided by the rental yield (non-reversionary invest-
ments): 

R 
P = -1 (the YP model) o y 

Given constant rental growth assumptions, the link between the two models 
is the expression: 

= r _ r(1 + gt - 1) Y (1 + rt-1 
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The YP model can therefore be considered as merely a simplified version of 
the full DCF model. When using the full DCF model, the rental growth 
expectation, rent review period and target return are explicitly stated, but in 
the YP model these three variables are implicitly reflected in y, the income 
yield. For freehold investments let on regular rent reviews, Equation (11.8) most 
neatly encapsulates the four principal variables determining price, and it is 
these variables which we must therefore examine in our quest to explain the 
price of property. Although Equation (11.8) is not strictly valid for reversionary 
or leasehold interests, the values of these investments are also determined by 
the same four variables. Additionally, the price of reversionary investments is 
determined by the period to elapse before reversion, and leaseholds by their 
duration and the liability to pay a head rent. 

These two models also represent the two property valuation methods 
normally used in practice. When using the DCF method, the valuer must 
attempt to quantify the market's rental growth expectation and target 
return. As these two variables can never be precisely known, only estimated, 
the YP model has the advantage that hard evidence of current rents and 
yields is available from transactions taking place in the property market. That 
makes the YP model the more popular for the valuation of relatively standard 
investments, whereas DCF is probably superior for the valuation of more 
complex investments, particularly short leaseholds and reversionary invest-
ments where growth potential is complex, where good market-sales evidence 
of comparable properties is unavailable and where the yield is difficult to 
determine. 

The purpose of valuation is usually to assess the market value of a property, 
a problem deriving essentially from the heterogeneity of property interests. 
Our purpose in this book is to explain property values; to explain why different 
property investments have different values, and why the general level of 
values moves over time. In the pursuit of that objective we shall be addres-
sing ourselves essentially to Equation (11.8) and the variables contained there-
in, although in this Part we shall restrict ourselves to explaining rental yields 
according to Equation (11.9). In the next two chapters, we shall therefore 
examine the characteristics of property investments which determine inves-
tors' target return and growth expectations - two major variables in our 
pricing model. 

We will conclude this chapter with the following points . 

• The market value or price of a property investment can be considered as: 
(a) the present value of expected future net rental income, or 
(b) a multiple of the current net rent. In the case of non-reversionary 

freeholds the multiple is the reciprocal of investors' required income 
yield . 

• The yield of a rack-rented freehold subject to regular rent review depends 
on investors' target return, their rental value growth expectation and the 
period between rent reviews. 
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• Ceteris paribus, the higher the investors' target return, or the lower the 
investors' rental growth expectation, or the longer the period between 
rent reviews, the higher will be a property's yield . 

• In the case of freehold property subject to a very long lease without 
provision for rent review, the yield will tend to equate with investors' 
target return. 



12 Property's Risk and the 
Level of Yields 

In Chapter 11 we introduced a model of the determination of property's yield 
(restated below). In this chapter the principal variables in the model will be 
investigated and the level of yields in the property market explained. 

= r- r((1 +gr -1) 
y (1 + rt -1 

The model shows (for rack-rented freeholds with regular rent review) the 
mathematical relationship between a property's yield, rent review period, 
investors' growth expectation and target return. The expression cannot be 
used to calculate the yield appropriate to any property investment because 
two of the variables - investors' target return and growth expectation - are 
always unknown. Nonetheless, by examining the characteristics of property 
which determine these variables, we can tentatively quantify or 'guesstimate' 
their values, thereby helping to explain the level of yields {or changes in yields} 
occurring in the property market. We shall first examine the determinants of 
investors' target return, represented by the symbol r in the equation above. 

In Part I we concluded that investors' target return from any investment is 
composed of the return available from alternative relatively riskless invest-
ments plus a premium to compensate investors for the extra (market) risk of 
the investment in question. Additionally, the target return must reflect differ-
ences in liquidity, marketability, transaction cost, management cost and 
taxation. These aspects of property investments will now be examined in 
comparison with those of stock-market investments. 

Risk 

The individual investment 

In Chapter 8, an investment's risk was defined as the variability of its annual 
return ORR), and as the return varies as a result of changes in both income and 
price, this concept of risk encompasses risk to income as well as risk to capital. 
The risk characteristics of fixed-income freeholds must be similar to those of 
undated gilts. Most tenants subject to fixed head rents benefit from substan-
tial profit rents, and it is unlikely that they will default on their rental pay-
ments, as this might result in the loss of their own valuable interest. Thus, as in 

126 
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the case of gilts, fixed-income freeholds must tend to be very secure and the 
principal risk must derive from changes in the level of long-term interest rates 
and the rate of inflation. 

The risk characteristics of equity property investments must be somewhat 
akin to equity shares. In both cases, income can vary over time, and may even 
cease. A company may declare no dividend and a property investment may 
suffer from tenant default or a rent void. The variability of both dividends and 
rents can lead to a proportionately greater variability in price, due to changes 
in the growth expectation on which yield and price is based. Despite these 
similarities, however, property is innately a less risky investment than ordinary 
shares. 

An ordinary share is a claim over an intangible and potentially ephemeral 
asset - the profit-making ability of a company. As explained in Part I, corporate 
profitability is dependent on a large variety of factors, some of which are 
critically dependent on good management, and others which are beyond 
management control. Property investments, on the other hand, are rights 
over land and buildings, tangible and very durable assets. Property values 
and rental income are less dependent on management ability, and if a tenant 
goes bankrupt the investor should suffer a relatively minor loss - perhaps a 
brief rent void and the expense of finding and leasing to a new tenant. 
Whereas corporate bankruptcy can mean that shareholders lose all their 
capital invested, the loss to the company's landlord is likely to be minimal, 
partly because rent is normally paid in advance, partly because it is a priority 
payment in the event of bankruptcy, but principally because the property is 
durable and can be relet to another tenant. 

In circumstances less extreme than bankruptcy, a company in difficulty will 
stop paying dividends before it stops paying rent. Rent is a contractual 
obligation like interest on debt, dividends are not. Furthermore, much prime 
property is let to public authorities who are unlikely to default on their 
payments, and who will tend to remain as tenants over long periods, thereby 
again reducing the risk of voids and the expense of reletting. 

Prime commercial and industrial property is largely free of two of the three 
risk 'strata' to which company shares are subject (see Chapter 9). It faces little 
risk from the problems of the individual firm, and also from the problems of a 
specific trade or business type. This is because property is mobile between 
user and, to a certain extent, between use. Shops, offices, factories and ware-
houses can be used by many different firms and types of business, and the 
problems of one firm or business type should not normally cause a prime 
property to be left unoccupied for a long period. That is why investors are 
reluctant to buy purpose-built factories - if versatility is reduced, the risk of 
rent voids increases. 

On the other hand, property is vulnerable to national and local economic 
recession and to a slump in certain broad categories of industry and com-
merce. For instance, shop investments are vulnerable to a decline in 
consumer expenditure and the problems of the retail trade, and factories are 
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vulnerable to a slump in manufacturing activity. Property also suffers the 
disadvantage of being fixed in location, thereby being vulnerable to rent 
voids or falling rental values arising from a localised recession. That is partly 
why the bulk of the property portfolios of the major institutional investors are 
located in the more economically healthy parts of the country. 

Property which is subject to institutional investment is usually of such 
quality and in such a location that there is little risk of long-term rent voids. If 
a property is unoccupied over an extended period it often means that the 
landlord is holding out for too high a rent, rather than indicating an inability to 
find a tenant. However, such property is not riskless, it is still vulnerable to 
falling rental and capital values. 

The investment category 

So far this discussion has been concerned largely with the risk of individual 
properties vis-a.-vis individual shares. But a substantial part of these risks can 
be avoided by portfolio diversification. Just as the risk of holding shares in any 
company can be reduced by investing in other shares, so (e.g.) the risk of 
localised recession faced by individual properties may largely be avoided by 
investing in other locations. These risks may be of little consequence to the 
investing institutions because they hold diversified portfolios of each invest-
ment type, and due to the dominance of these institutions in the stock and 
property markets, such risks will be of little significance in determining market 
prices and yields. We will therefore proceed to examine the relative risk of 
separate portfolios of gilts, equities and property. 

Here it is important to point out the problems of comparing returns from 
property with stock-market securities. With stock prices being recorded daily 
and dividends widely reported, it is a simple matter to accurately measure 
returns. But there are major difficulties in measuring property returns, arising 
primarily from the heterogeneous nature of property and the small number of 
sales which take place. This means that property performance indices have to 
be based on valuations rather than sale prices, and valuations are fallible. In 
particular, there is a tendency for the valuation of the index constituents at 
one date to be influenced by the valuation at the previous date, so that the 
index underestimates the periodic fluctuations in market prices and.returns. 
This problem of 'smoothing' is greater the more frequently returns are 
measured and valuations made. 

Another problem in comparing investment risk is defining and measuring 
the risk that really concerns investors and which is reflected in market prices. 
Can risk be adequately represented by the variability of annual returns? 
Should it be measured in real terms rather than money terms? Should we 
just measure downside fluctuations in returns rather than variability upwards 
and downwards? Over what period should returns be measured? Is a year 
relevant or is it just used for convenience? Perhaps investors are more 



1500 
1400 
1300 
1200 
1100 
1000 

900 

800 

700 

600 

400 

300 

100 

80 

60 

50 

40 

30 

Property's Risk and the Level of Yields 129 

FTA An ShIte Indu 1347 II II - - JLWlndu &11& 
- Long Dated Gilts - ,.. 

June '992 

I,... 
r, -1,.-

I ~ ~ ~ 

I,... l.I /. ~ ... 

b.I 17 ~ ....; 

~ 
~ f--.. II 

~ 
e-

A V 
\ ~ ~ Id" ~ .... --;. ~ V V.V ..., V 

, 
68 69 70 71 72 73 1. 15 76 11 78 79 80 81 82 83 84 85 86 87 88 89 90 91 92 93 

Source: Jones Lang Wootton. 

Figure 12.1 Overall performance of property, gilts and equities 

concerned with fluctuations over shorter or longer periods such as three or 
five years. 

These are just some of the questions posed by this kind of study and which, 
like performance measurement, go beyond the scope of this book. However, 
an indication of property's low risk relative to gilts and equities is given in Table 
12.1, which shows the results of a study 1 of the relative performance of long-
dated gilts, equities and property over the 25-year period 1967-92. The data 
source for this study was the JLW Property Index. The function of this index is 
to measure the performance of a typical institutional property portfolio, 
diversified according to property type and location, containing both prime 
and secondary property and measuring total returns which reflect the impact 
of, e.g., rent voids and depreciation. 

Table 12.1 shows mean returns and a variety of risk measures calculated in 
both money (nominal) terms and in real (net of RPI) terms, over three-year and 
five-year periods as well as annually. The reason for calculating returns over 
the longer periods was twofold. First, the possibility of understating fluctua-
tions in property's annual returns (due to the smoothing effect of valuations) is 
unlikely to be perpetuated over three- or five-year periods. Second, it seems 
possible that, due to the long-term nature of their liabilities, the investing 
institutions are less concerned with risk over one year than over these longer 
periods. 
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Table 12.1 Risks and returns 1967-92 (June to June) 

Types of returns Property Long gilts· Equitiest 

Annual money returns 
Mean return % 13.B 10.7 17.7 
Standard deviation % 11.2 12.3 21,3 
Downside semi-variance 69.1 BO.2 256.2 
'Beta' coefficient 0.11 0.34 1,00 

Annual real returns 
Mean return % 4.5 1.7 B.2 
Standard deviation % 10.B 12.7 20.9 
Downside semi-variance 72.1 7B.2 219.6 
Downside real-variance 41.B 64.2 126.5 
'Beta' coefficient 0.16 0.39 1.00 

Triennial money returns 
Mean return % 50.5 37.3 61,0 
Standard deviation % 27.B 28.4 46.6 
Downside semi-variance 366.9 3B7.B 1107.4 
'Beta' coefficient 0.12 0.50 100 

Triennial real returns 
Mean return % 15.3 5.5 24.B 
Standard deviation % 22.5 25.6 42.1 
Downside semi-variance 291.9 30B.9 B01.6 
Downside real-variance 101.8 207.8 300.6 
'Beta' coefficient 0.20 0.52 1.00 

Quinquennial money returns 
Mean return % 9B.4 72.9 126.7 
Standard deviation % 38.1 44.4 B7.0 
Downside semi-variance 541.2 922.1 3497.3 
'Beta' coefficient 0.03 0.43 1.00 

Quinquennial real returns 
Mean return % 25.6 10.8 48.5 
Standard deviation % 27.4 36.0 71.9 
Downside semi-variance 346.4 544.4 2000.9 
Downside real-variance 4B.1 296.2 340.0 
'Beta' coefficient 0.14 0.45 lOO 

Correlation coefficients Property/ Property/ Gilts/ 
gilts equities equities 

Annual money returns 0.02 0.21 0.59 
Triennial money returns 0.06 0.19 0.82 
Quinquennial money returns 0.02 O.OB 0.83 

Annual real returns 0.15 0.29 0.63 
Triennial real returns 0.20 0.35 0.B7 
Quinquennial real returns 0.19 0.34 0.90 
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Note 
Standard deviation is a measure of the dispersion of returns around the mean. 
Downside semi-variance measures the variability of returns below the mean. 
Downside real variance measures the variability of real returns below a nil real return. 
It measures an investment's ability to keep pace with inflation. 
'Beta' coefficient is a measure of the variability of returns relative to equity shares (FT-A 
All-share index). It is not a true beta which could be legitimately used in the Capital 
Asset Pricing Model. 
• Measured from Phillips & Drew 25-year gilt index until December 1975 and the FT-A 
over-15 -year gilt index thereafter. 
t FT-A All-share index. 
Data source: JLW Property Index. 

Table 12.1 shows property as having less risk than either gilts or equities on 
all 21 measures. Property's risk advantage over equity shares is substantial, but 
over gilts it is relatively small, particularly in terms of standard deviation and 
downside semi-variance measured over annual and triennial periods. 

The stability of property's returns relative to equities is no great surprise. On 
occasion, returns from shares have fluctuated dramatically, in particular from 
-50% in 1974 to + 148% in 1975/ although these years were exceptional. It 
is property's stability relative to long gilts which is more surprising, although 
these have fluctuated from -15 % to + 51 % in the worst and best years. In 
contrast, until the 1990s, there has been only one calendar year (1974) in 
which property's returns have been negative. 

The mixed portfolio 

But we still have not focused on the risk that is of real importance to the 
institutional investor. It is not the risk of each investment type that is impor-
tant but the risk that each brings to a combined portfolio. As institutions hold 
portfolios composed principally of property, equities and gilts (and other fixed 
income investments whose returns tend to move in concert with gilts), the 
institutions will be concerned with how returns from each of the three 
categories tend to co-vary, or correlate with each other: It is therefore inter-
esting to find that returns from property show a much lower correlation with 
both gilts and equities than the correlation of gilts with equities (see Table 12.1). 
This appears to hold true whether returns are measured in real or money 
terms and whether calculated over one, three or five years. This highlights the 
merits of property as a diversification for portfolioS dominated by equities and 
gilts. 

The low risk of property relative to gilts and equities derives both from the 
innate characteristics of property investments and the imperfection of the 
market in which it is traded. Rental values have been more stable than 
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corporate profitability, rental income more certain than dividends and proper-
ty values more stable than share prices. The volatility of retl,lrns from equities is 
principally due to the volatility of share prices which, in turn, derives from the 
volatility of corporate profits and their sensitivity to economic and political 
trends. The volatility of returns from gilts derives from the sensitivity of their 
prices to changes in inflation and interest rates. Although property's returns 
are also affected by economic trends and changing interest rates, it is a good 
hedge against inflation and prices are stabilised by long leases and lengthy 
rent review periods. 

The low correlation of property's returns with gilts and equities can be 
partly explained by the tendency of returns from gilts and equities to lead 
the economic cycle whereas property has tended to lag. A rise in gilt prices 
has tended to precede a bull market in shares, which in turn has tended to 
peak before the height of economic activity. On the other hand, rental growth 
from commercial and industrial property tends to lag economic activity, and 
the effect of lengthy rent review periods is to cause a delay before rental 
growth is converted to higher investment income. The property investor may 
gain from a rise in income when equities are suffering from the impact of the 
next recession. Thus property has tended to provide a stabilising influence 
over the economic cycle to portfolios dominated by equities and gilts. 

Liability matching 

One further aspect of risk that we must address is the ability of investment 
returns to match the liabilities of investors. This is of particular importance to 
the life assurance and pension funds whose essential function is to payout 
pensions and benefits to their members. As the principal concern of these 
institutions is to meet these liabilities, it seems probable that they are less 
concerned with the variability of investment returns per se than the variability 
of returns vis-a-vis their liabilities. This is reflected by a policy of matching their 
liabilities with investments of similar characteristics. The long-term nature of 
the institutions' liabilities and their links with inflation and the level of wages 
suggests that the measure of risk in Table 12.1 that comes closest to reflecting 
their concern is the 'downside real variance' of returns over five years. That 
measures the risk of failing to keep pace with inflation over five-year periods, 
and property's superiority on that measure generally seems to confirm its risk 
advantage over the other investment types. 

Liquidity 

In terms of liquidity, property is clearly at a disadvantage in comparison with 
stock-market securities. Shares can be sold on the stock market within a few 
minutes of the decision being made, and the seller should receive the 
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proceeds within two to four weeks. On the other hand several months may 
elapse before the completion of a property sale. TIme is involved in drawing up 
particulars of sale and in advertising. Interested parties must be allowed to 
inspect the property and legal documents, and sufficient time must be given 
for valuations to be undertaken, finance arranged and the legal formalities 
completed. 

Although investors have a preference for liquidity, this may not be a major 
factor determining property yields. The life assurance and pension funds 
which dominate the property investment market have little need for liquidity 
from property. Such needs as they have can be met either by their inflow of 
funds or from their other investment assets, and they have traditionally 
regarded their property holdings as a long term 'lock-away'. 

On the other hand, property's illiquidity can create difficulties for specialist 
property funds such as property unit trusts and property bonds when facing 
large encashments by unit holders. It is also a disadvantage to all investors 
striving to manage portfolios in the face of market change. The investor who 
decides to sell property because of fear of a market downturn may be unable 
to sell before the downturn arrives and prices fall. 

Marketability 

Property investments of a quality acceptable to institutional investors have 
normally been very marketable, particularly during the period 1967-82 when 
the institutions were actively increasing their property portfoliOS. H~wever, 
during the market slumps of 1974 and 1990-2 property became difficult to 
sell. Property which is not acceptable to financial institutions tends to be 
particularly difficult to sell in times of high interest rates, as buyers of such 
investments generally purchase with the help of borrowed money. 

In comparison with gilts and equities, property is clearly less marketable. In 
fact, one of the fundamental differences is that, whereas stocks and shares 
can always be sold instantly on the stock market, a property can sometimes 
languish unsold on the property market for months. In the stock market prices 
move quickly to equate demand with supply, but in the property market 
demand and supply can be unbalanced for months or even years before 
market prices move to a 'market clearing' level. By that time demand and 
supply have probably changed again, so that market prices tend to lag 
changes in buying or selling pressure. That is one feature of an imperfect 
market. 

Taxation liability 

Standing property investments (as distinct from property developments) are 
taxed on much the same basis as ordinary shares. The investor is normally 
subject to tax on investment income and capital gain (in excess of inflation) 
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realised on sale. Gilts and certain corporate bonds are exempt from eGT but 
interest is taxable. Despite this concession, most investors pay more tax on an 
investment in gilts than on shares or property, because with gilts the majority 
of the return tends to derive from income rather than from capital gain. 
Although an investor such as a life assurance fund or an individual may face 
the same nominal tax rate on income and capital gain, effectively capital gain 
is more valuable due to the indexation allowance and the fact that payment 
of the tax is postponed until sale. Historica"y, equities and property have given 
the bulk of their returns in capital gain rather than income, thus they have 
faced less tax than gilts per 1 % of return. 

Transaction costs 

The complexity and heterogeneity of property investments in comparison 
with stocks and shares necessarily means that more expert advice is required 
by both seller and purchaser. The main expenses of the purchaser are legal 
fees, valuer's fees and stamp duty, whereas the seller normally faces legal fees 
and selling agent's fees and expenses. These amount to much more than the 
costs of buying or selling the same value of stocks and shares, particularly in 
the case of gilts which are exempt from stamp duty and where dealing costs 
are very low for large deals. However; as property tends to be held for much 
longer periods than gilts, the relative annual transaction costs incurred 
through holding a portfolio of each becomes much less significant. None-
theless property is still at a disadvantage. 

Management costs 

In the case of property where the annual liability for repairs and insurance is 
borne by the tenant, management duties include the following: 

(a) rent collection, accounting and ensuring that lease covenants are 
being complied with; 

(b) portfolio management, annual revaluation and performance analysis; 
(c) non-annual negotiations at rent review and at the end of leases. 

The annualised cost of these items is estimated at not less than 0.35% of the 
value of the portfolio. The cost of managing a portfolio of gilts or equities is 
variable but normally less, particularly in the case of gilts. 

Property's target return 

We can now reach some tentative conclusions about investors' target return 
from property. The target return is normally compared with the redemption 
yield on conventional long-dated gilts (valued at par). Although long gilts are 
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not riskless, they provide a better comparison than Treasury bills because they 
are a closer substitute for property for the long-term investor, and there is a 
closer relationship between their yields and property yields over time. Long 
gilts are also considered to be a better comparison than undated gilts 
because the market in longs is larger and less speculative, and their redemp-
tion yields are believed to provide a better indication of the opportunity cost 
of long-term investment capital. In fact, the investing institutions use gilt yields 
as a yardstick for comparing returns with other investments.3 

It is conventional to assume that the target return on good quality property 
investments is 2% above the redemption yield on long-dated gilts. The 
evidence for this 2% premium probably originates from the yield premium 
over gilts which was available from prime commercial property in the non-
inflationary conditions of the inter-war period, as well as from the yield 
premium generally provided by fixed-income ground rents in recent times. In 
neither of these situations would rental growth be significant, so market yields 
provided good evidence of investors' target return. However, the existence of 
a 2% yield premium on non-growth property investments does not prove 
that a similar (or any) premium is appropriate for growth investments. This is 
because (e.g.) fixed-income investments, 

(a) fail to benefit from the low taxation of capital gain relative to income, 
(b) lack the ability to reduce portfolio risk by providing returns with a low 

correlation to gilts and equities, and 
(c) cannot reduce risk in real terms or match the inflation-linked liabilities 

of the investing institutions. 

Market evidence of the relative movement of yields on gilts and property over 
the 1980s suggest that there is no constant relationship between gilt yields 
and property's target return. In fact, it seems that the yield differential has 
varied over a range of 4% or more, which would be consistent with property's 
target return moving from a 2% premium to a 2% discount and back again.4 
As previously explained, it is not possible to precisely identify property's target 
return or the yield differential with gilts, nor can it be proved that property has 
traded on a yield discount to gilts, yet a 2% yield discount would be a 
pOSSible outcome to our investigation of the relative merits of gilts and 
property and might be arrived at as follows: 

Risk 
Liquidity and marketability 
Taxation liability 
Transaction costs 
Management costs 

Yield difference 

% 
-2.50 
+lOO 
-lOO 
+0.25 
+0.25 

-2.00 
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The above figures tentatively quantify the relative costs and benefits of 
investing in a portfolio of property compared with a similar sized portfolio of 
long-dated gilts. For instance, it is suggested that property's poorer liquidity 
and marketability would tend to cause investors to require an extra 1 % IRR, 
but that property's lower taxation liability would compensate by the same 
amount. The figures illustrate how property's yield differential with gilts might 
have been negative, but they also indicate why the differential will constantly 
be changing. Transaction costs of gilts have changed since Big Bang, and the 
relative taxation liability of the two investments has changed and will con-
tinue to change according to (a) changes in the proportion of return which 
derives from income and capital gain, and (b) changes in the rates of tax 
charged. 

By far the most difficult figure to estimate is the allowance for the relative 
risk of the two investments, because it is investors' perception of risk which 
will be reflected in the target return, and that perception will be constantly 
changing. The investigation of the risk of gilts and property illustrated in Table 
12.1 mayor may not be accurate (depending largely on whether theJLW Index 
is a good representation of returns from property), and the 2.5% discount for 
risk suggested above mayor may not be a fair interpretation of it. But even if 
the analysis is accurate, it may not reflect investors' perception of the relative 
risk. An additional complication is that the study is historical whereas investors 
are making buy/sell decisions for the future. The risk of gilts seems unlikely to 
be as great in the next twenty years as it has been in the past twenty years, 
due to a lower and less volatile outlook for inflation. It is investors' perception 
of the relative future risk of gilts and property which influences property's 
target return, yield and price at any point in time. 

Property's target return differential with gilt yields is a measure of the 
investment market's relative rating of the two investments and must inevit-
ably vary with economic trends and sentiment. At the time of writing, 
property is in the doldrums and the yield premium is likely to be high, 
perhaps over 3%. But henceforth in this book we shall assume that, for 
good-quality commercial-property investments, the conventional 2% yield 
premium is correct, i.e. that the target return is 2% above the redemption 
yield on long-dated gilts. However, it is important to appreciate that the 
premium will not only vary over time, but will vary also between one invest-
ment and another (see Chapter 13). 

Before proceeding to investigate the growth variable in our model of yield 
determination, we will specify a number of conclusions from this chapter so 
far, and include simple examples to help consolidate an understanding of the 
material. 

• There are difficulties in assessing property's risk relative to other invest-
ments and in defining the risk that concerns the dominant investors and 
which will be reflected in market prices. However, it seems probable that 
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property has generally proved a less risky investment than either equities 
or long-dated gilts since the late 196Os. 

• The low correlation of property's returns with both equities and fixed-
income investments makes it a valuable diversification for portfolios 
dominated by equities and gilts. 

• Property's target return is best estimated by reference to the redemption 
yield on long-dated gilts and is conventionally assumed to be 2% above 
the gilt yield. However, the yield premium is a variable not a constant and 
probably varied over a range of at least 4% in the 1980s. 

• The risk that is reflected in the target return and market prices is not 
historic risk, but investors' perception of future risk. 

Example 12.1 

In Example 11.3, we saw that if investors' target return was 15% and their 
growth expectation was 10%, then the rental yield of a property let on five-
year rent review would tend towards 5.95%. Calculate the change in yield 
which would tend to take place if the target return fell from 15% to 14%, on 
the assumption that the rental growth expectation was unchanged: 

= r _ r((1 + gt -1) 
Y (1 + r)" - 1 

( (1 + 0.10)5 - 1) = 0.14 - 0.14 5 
(1 +0.14) -1 

= 0.048 or 4.8% 

So a fall in the target return will tend to cause a (marginally greater) fall in 
property yields. Conversely, a rise in the target return will tend to cause a rise 
in property yields. The change in target return could result from a change in 
either or both the gilt yield or the yield premium. However property yields do 
not respond to every change in gilt yields. First, gilt prices and yields are far 
more volatile than those of property, and property yields tend to follow gilts 
only when a significant trend is taking place (see Figure 12.2). Second, the 
influence which was responsible for causing a yield change on gilts may also 
cause a change in property's growth expectation. If a rise in gilt yields resulted 
from a rise in inflation, for example, this would also tend to cause a rise in 
investors' rental growth expectation, and the changes in the two variables 
would tend to cancel each other out to leave the yield unchanged. That helps 
to explain why yields on property have tended to remain relatively stable in 
comparison with yields on fixed-income investments. 
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Example 12.2 

What might be the effect on the yield of the property in Example 12.1 if a fall in 
the growth expectation from 10% to 9% per annum had coincided with the 
fall in the target return? 

=r_r(1+gt -1) 
y (1 + rt-1 

(1 + 0.09)5 - 1) 
= 0.14 - 0.14 

(1 + 0.14)5 - 1 

= 0.0585 or 5.85% 

Although a marginal fall of 0.1 % is indicated, it is unlikely that any discernible 
yield change would take place in reality. 

Investors' growth expectation 

We shall now examine the second major variable in our model of yield 
determination - investors' growth expectation as represented by the symbol 
g. This requires some clarification. First, it represents an annual rental value 
growth rate (not growth arising from changing yield or uplift, as the model 
assumes that the property is rack rented and there is no expectation of yield 
change). Second, it represents investors' (or the market's) expectation for 
future rental growth. Yields and prices are based on expectations even in the 
knowledge that the outcome may be very different. Third, given the inevit-
ability that rental growth will fluctuate, g must be considered as an average 
growth rate, in fact a discounted average growth rate into perpetuity, meaning 
that g will be strongly influenced by the rate of growth expected in the near 
future and less influenced by growth expected in later years. Fourth, as rental 
values may fall as well as rise, g may be negative as well as positive. 

Impact of depreciation 

An important factor affecting the yield and price of growth investments in 
property is depreciation through obsolescence. Whereas land is a truly 
perpetual investment buildings must depreciate, and the value of the build-
ing element substantially exceeds the value of land in most commercial and 
industrial properties. Obsolescence affects property gradually over time, but 
rather than causing an actual fall in value in times of inflation, it works as a 
depressant on growth. Consequently, depreciation is best regarded as the 
extent by which rental growth on actual property falls short of growth on 
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equivalent (hypothetical) property which is brand new, and which (notionally) 
remains new permanently. 

As investors will take account of the inevitability of depreciation in their 
buy and sell decisions, prices and yields must reflect their expectations for 
depreciation. Thus the symbol g in the yield model must represent growth 
after allowing for the expected rate of depreciation. That means that g has two 
components, 

(1) rental growth expected from new property, and 
(2) negative growth due to depreciation. 

As these two components are interacting growth rates, their mathematical 
relationship with g in the yield model is represented as follows: 

g = gm - d - dgm 

where g = rental growth rate, actual property; gm = rental growth rate, 
perpetually new (modern) property; and d = rate of depreciation. 

A simple example will help to clarify this analysis. 

Example 12.3 

On the basis of the past performance of an index of hypothetical new 
property (e.g., Investors Chronicle Hillier Parker Rent Index), future rental 
growth for offices is predicted to average 8% p.a. Assuming a target return 
of 12%, five-year rent reviews and a 2% rate of depreciation, what would be 
the lowest yield on which offices could justifiably be bought? 

First, calculate the growth rate appropriate to actual offices which is 
equivalent to 8% for hypothetical new offices: 

g = gm - d - dgm 

= 0.08 - 0.02 - (0.02 x 0.08) 

= 0.0584 or 5.84% 

Then use this growth rate to calculate the yield required to give an IRR of 12% 

= r _ r((1 + g)" - 1) 
Y (1 + r)" - 1 

( (1 + 0.0584)5 - 1) 
= 0.12 - 0.12 (1 + 0.12)5 _ 1 

= 0.068 or 6.8% 
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Note that we have used the formulae here as tools of investment analysis. 
However, if the figures in the question reflect the expectations and target 
return of the market, then office yields will tend towards 6.8%. 

Note also that the growth rate on actual property is similar but not 
identical to the growth rate on equivalent new property less the rate of 
depreciation (5.84% is rather less than 8% -2%). The formulae used here 
show correct mathematical relationships which l:an be used to calculate to 
any number of decimal points, but that is pointless as none of the variables 
can be precisely identified an~ neither in reality can the yield. The purpose of 
the model is to help explain the level of property yields and how they are 
influenced by changes in the variables. It also helps to quantify resultant 
changes in yield, but to calculate to more than one decimal point is pointless 
and misleading. 

Market's implied rental growth expectation 

One interesting and useful exercise in property investment analysis is to 
restate the yield model in terms of g in order to calculate investors' implied 
rental growth expectation: 

g = Cr - y)(1 r+ rt + y) l/n_1 (12.1) 

where g = market's implied rental growth expectation. 
It seems somewhat less problematic to estimate investors' target return 

than their growth expectation so, in the knowledge of rental yields in the 
market (y), Equation (12.1) can be solved to find the market's implied rental 
growth expectation on the assumption that investors are rational and the 
market is efficient. 

Example 12.4 

Freehold investments in prime rack-rented office property let on long leases 
subject to five-year rent reviews have recently been selling on yields of 5%. 
On the assumption of a 12% target return, calculate investors' implied rental 
growth expectation. 

((r - y){1 + rt + y) lin 
g = -1 r 
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( 0.12 - 0.05)(1 + 0.12)5 + 0.05) 1/5 
g= -1 

0.12 

= (1.4447)1/5 - 1 

= 0.076 or 7.6% p.a. 

The annual rental growth expectation required to justify the purchase of the 
property is 7.6%. That is the rental growth which would provide the investor 
with his target return of 12%. If investors felt that such a growth rate was 
unlikely, they would not buy the property at such a low yield, but buy gilts 
instead, thereby causing the property's price to fall and yield to rise to the level 
required by investors. Conversely, if investors anticipated a higher growth rate, 
property would be in greater demand, price would rise and yield fall to the 
level just considered acceptable. Thus, assuming that investors' target return is 
indeed 12%, 7.6% is exactly the rental growth anticipated by the market. 

We have now digressed somewhat from our original objective. Instead of 
explaining how market yields are determined by investors' growth expecta-
tion, we have illustrated how market yields can be used to quantify the 
market's rental growth expectation. However, if we now suppose a change in 
investors' growth expectation from that calculated in Example 12.4, we can 
use our model to illustrate the yield change which would tend to result. 

Example 12.5 

If investors' rental growth expectation for the properties in Example 12.4 fell 
from 7.6% to 7% per annum, what change in yield would tend to take place, 
assuming no change in investors' target return? 

= r _ r(1 + g)" - 1) 
Y (1 + r)" -1 

_ _ (1 + 0.07)5 - 1) - 0.12 0.12 5 
(1 + 0.12) - 1 

= 0.057 or 5.7% 

The properties' yield would tend to rise to 5.7% as a result of the fall in growth 
expectation. 

We conclude this section by highlighting the following points . 

• A fall in growth expectations will tend to cause a rise in yields, and a rise 
in growth expectations will tend to cause a fall in yields. 
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• The rental growth expectation represented by the symbol g has two 
components (both of which are variables) namely (1) rental growth 
expected from hypothetical new property, and (2) the expected impact 
of depreciation through obsolescence . 

• Ceteris paribus, the higher the growth expectation or the lower the 
expected rate of depreciation, the lower will be the yield 

Impact of the rent review period 

This is best illustrated by Example 12.6. 

Example 12.6 

If, instead of five-year rent reviews, the properties in Example 12.4 had been let 
on a long lease subject to 14-year reviews, what effect would that have 
tended to have on the yield? 

= r- r((1 +gt -1) 
y (1 + rt-1 

( (1 + 0.076) 14 - 1) 
= 0.12 - 0.12 14 

(1+0.12) -1 

= 0.065 or 6.5% 

The effect of the less frequent reviews would be to cause the property's yield 
to rise from 5% to 6.5%. A higher yield is required by investors to compensate 
for the lower return resulting from the long review period, despite the fact that 
rental value growth is unaffected. Generally speaking, the less frequent the 
rent review, the higher will be a property's yield. 

It could be argued that the investor's income is more secure than on a five 
year review basis, and that therefore the target return should be below 12%. 
In contrast, however, such investments have proved relatively unmarketable 
and thus no adjustment to the target return is proposed here. 

Frequency and timing of income 

Whereas most gilt-edged securities and equity shares pay interest or divi-
dends half yearly, the majority of modern lease contracts stipulate that rent 
is paid quarterly or half-yearly in advance. As already stated, most equations 
in this book are based on the assumption that income is received annually in 
arrears. So to be strictly valid for a property on which rent is received quarterly 
in advance, our yield model in Equation (11.9) must be amended as follows:4 
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_ 4(~-1) ((1 +r)" - (1 +g)") (12.3) 
y - V'1 + r (1 + r)" - 1 . 

Example 12.7 illustrates the impact that this factor would tend to have on 
property yields. 

Example 12.7 

What would tend to be the effect on the yield of the office property in 
Example 12.4 if rent was payable quarterly in advance instead of annually in 
arrears as previously assumed? 

Using Equation (12.3): 

_ 4( V'1 + 0.12 - 1) ((1 + 0.12)5 - (1 + 0.076)5) 
Y - V'1 + 0.12 (1 + 0.12)5 - 1 

= 0.047 or 4.7% 

So the effect is to reduce the yield from 5% to 4.7%. 

The yield model revised 

Before relating our theory of yield determination to the experience of yield 
trends over the last twenty years, we will summarise the conclusions reached 
so far. 

The basic model (11.9) indicates that property yields are determined by 
three variables, namely, investors' target return, their rental growth expecta-
tion and the period between rent reviews. However, the target return and the 
growth expectation each have two components, thus: 

• Property yields are determined by five variables, namely redemption 
yields on long-dated gilts, investors' required yield premium (or dis-
count), rental growth expectations for new property, expectations for 
depreciation, and the rent review period. Furthermore, if the assumption 
is dropped that rent is paid annually in arrears, the frequency and timing 
of rental payments cor.stitutes a further variable. 

Historical yield trends 

In relating our theory of yield determination to market evidence of yield 
trends, it will be assumed that there have been no significant changes in 
either the rent review period or the frequency of rental payments. In fact in 
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the 1970s, yield movements can largely be explained by changes in just two of 
the variables, gilt yields and rental growth. Figure 12.2 illustrates a clear 
correlation between property yields and the gilt yield over the period 1971-7 
inclusive. Although less stable, strong upward and downward trends in the gilt 
yield are generally mirrored by similar trends in property. Moreover, the 
periods during which gilt and property yields diverged (1972-3 and 1978--9), 
were periods of sharply rising rental growth. If rental growth (and the growth 
expectation) is rising to compensate for a rise in the gilt yield, then property 
yields would tend to remain relatively stable, as they did during the above 
periods. The yield trends in the 1970s also illustrate a traditional cyclical trend, 
rising on the advent of a recession (1974) and falling in times of economic 
recovery and boom (1971-3 and 1977-9). 

In contrast with the 1970s, property yield trends in the 1980s appear 
perverse. On the basis of previous trends, a significant rise in yields would 
have been expected over the two-year period, late 1979 to late 1981, due to 
the combination of the rising gilt yield and the fall in rental growth expecta-
tions associated with the slide into recession. Yet yields remained obstinately 
stable. Conversely, a fall in property yields might have been expected in 1982 
(due to the sharp fall in the gilt yield) followed by a continuing downward 
trend as the economy recovered and rental growth increased. In fact, proper-
ty yields rose sharply in 1982 and continued to rise until 1987, despite rising 
rental growth. These trends can be explained by reference to significant 
changes in property's yield premium relative to gilts, and investors' percep-
tion of depreciation through obsolescence. 

Property yield trends in the 1980s are more realistically represented in 
Figure 12.3 than in Figure 12.2. The divergence between the two figures is due 
to the Healey and Baker chart representing prime property whereas Hillier 
Parker measures average yields for property acceptable to institutional inves-
tors. The definition of prime property narrowed significantly in the early 1980s, 
so that although the Healey & Baker series is a fair representation of invest-
ment yields in the 1970s, it represents only the very best quality property in 
the 1980s. 

So how can the movement of property yields over the period 1980-7 be 
explained? First, we will take the period late 1979 to 1981 inclusive, which 
started after the peak of the 1978-9 boom. During this period gilt yields rose 
by about 2.5% while the UK economy sank into its deepest recession since 
the 1930s. The recession would inevitably have reduced rental growth expec-
tations, by an amount estimated at 1.5% p.a. in the case of offices.s This 
combination of the rising gilt yield, falling growth and stable property yields 
implies a reduction in the differential between the gilt yield and property's 
target return of about 4%, consistent with property's target return moving 
from a 2% premium to a 2% discount on the gilt yield. 

A 2% yield discount on gilts accords with the investigation of property's 
risk and target return earlier in this chapter, and seems feasible in the 
economic and investment market context of the time. This two-year period 
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featured conditions which were remarkably favourable to property compared 
with both gilts and equities. Gilts proved vulnerable to the high level of 
interest rates required by the government's monetarist policies, a PSBR rising 
out of control and an upsurge in inflation in the wake of the second oil price 
shock. Equities looked risky as bankruptcies soared and profits plunged in 
response to record interest rates, an overvalued currency, the world recession 
and ever-rising fuel and labour costs. This was the classic 'stagflationary' 
context in which property had tended to outperform gilts and equities in 
earlier periods, and with new evidence of out-performance and its counter-
cyclical qualities, it seems quite rational for institutional investors to have 
purchased property on a target return discount to gilts. 

Whereas the divergence of gilt and property yields over 1979-81 is 
explained by a fa" in property's target return differential with gilts, the con-
vergence of gilt and property yields over the period 1982-7 is explained by an 
opposite trend, together with a sharp increase in investors' perception of 
property's vulnerability to depreciation. In 1982, the economic fundamentals 
moved beneficially for gilts and equities and adversely for property. By the end 
of the year the battle against inflation appeared to have been won. The 
inflation rate fell to 5% bringing about a dramatic fall in gilt yields and 
providing investors with returns of over 50% for the year. Equities also 
responded we" to the fa" in interest rates and the prospect of economic 
recovery, but property's popularity came to an end and prices fell for the first 
time since 1974. The case for investing in a hedge against inflation sank with 
the decline in inflation and property's case was further undermined by the 
introduction of index-linked gilts (see Chapter 27). 

The convergence of property yields and gilt yields over 1982-7 when (at 
least latterly) rental growth expectations must have been rising, implies a 
sharp rise in the target return differential with gilt yields, reflecting investors' 
reassessment of the relative risk of the investments. Rather than a rise in the 
perception of property's risk, it could be explained by a perception that the 
risk of gilts had been much reduced by the decline of inflation, and by the 
reduced portfolio attractions of property in view of the availability of index-
linked gilts, overseas investments and the improved prospects for UK equities. 

The rise in yields over 1982-7 also reflects a sharp increase in the market's 
perception of depreciation, particularly in the case of office property. This 
arose from the obsolescence suffered by many offices as a result of the 
widespread introduction of computers, and the need for redevelopment or 
extensive refurbishment in order to maximise rental value. 

The rise in property yields came to an end late in 1987 after the stock-
market crash had reminded investors of property's merits as a portfolio 
diversifier, and the economic boom of the late 1980s produced dramatic 
rental growth. However, the improving trend was reversed by the onset of 
the recession and the rise in gilt yields in 1989. Plummeting rental values 
caused a sharp increase in property yields until Hillier Parker's all-property 
average yield uniquely coincided with the gilt yield in 1992. This coincidence 
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of yields reflected not only property's high target return premium over gilt 
yields and falling rents, but the long time lag expected before any upturn in 
rental growth. 

This review of yield trends over the last twenty years highlights the 
relevance of the four main variables subsumed by the yield model, but also 
emphasises the importance of viewing property in the context of a mixed 
asset portfolio. Property's target return differential with gilt yields depends not 
only on the market's perception of property's risk relative to gilts (as well as 
liquidity, marketability, etc.), but on its portfolio attractions relative to all 
alternative investments including index-linked gilts and overseas investments. 

Finally, although we have stressed that market prices are based on expecta-
tions, it often seems that the property market seldom looks far ahead. Instead 
of property values moving according to rental growth expectations, experi-
ence indicates that prices and yields move mainly on evidence of changing 
rents. 



13 The Spectrum of Property 
Yields 

In Chapter 12, we explained how the investment characteristics of property 
determine its yield and how the level of yields changes over time. But different 
property investments can have substantially different yields, mainly because 
of variations in their risk and growth potential. So now we shall examine the 
three main facets of property investments which determine their risk and 
growth potentia~ thereby explaining yields on individual investments. These 
three facets are (a) the investment interest, (b) the type of property over which 
the interest exists, and (c) the quality of the investment. 

The investment interest 

In Part I, we investigated the pricing of stock-market securities in some detail, 
largely because the characteristics which explain stock prices and yields are 
also present in property investments. Property investments can also be fixed-
income, equity or quasi-equity, geared or ungeared, risky or secure, perpetual 
or of limited life. We shall now illustrate how property investments may be 
compared with stock-market securities, enabling their yields to be under-
stood by reference to the yields of their stock-market counterparts. 

In Part I, stock-market investments were grouped into three main cate-
gories according to the ability of their income to vary - fixed-income, equity 
and quasi-equity investments. We saw that income yields on fixed-income 
investments tended to be high, yields on equities tended to be relatively low, 
and yields on quasi-equities varied from high to low according to the fixed-
income/equity characteristics of the investment. In fact, it was suggested that 
rather than three separate categories, we had a spectrum with pure fixed-
income stock at one end, pure equities at the other and in between, the 
quasi-equities varying from the almost fixed-income to the almost pure 
equity. We concluded that, given a reasonable element of security, an invest-
ment's income yield would be largely determined by its position within that 
spectrum, because of the importance of growth potential to the determina-
tion of yields. 

This concept of investments as being located somewhere within the fixed-
income/equity spectrum is particularly relevant to property, because 
although some pure fixed-income and pure equity interests do exist in 
property, the large majority of investment interests are quasi-equities, falling 
somewhere between the extreme ends of the spectrum. 

149 
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As explained in Chapter 10, the characteristics of a property interest 
originate from the legal contracts to which the interest is subject. The char-
acteristics of a freehold investment, for example, being unburdened by any 
higher interest, depend on the conditions of the lease granted to the tenant, 
but the characteristics of a head-leasehold investment depend both on the 
conditions of the head lease and the conditions of the sub-lease. Of particular 
importance to this analysis is the length of the leasehold interests created, 
and the provision for review of rent. Freehold investments will be considered 
first. 

Freehold interests 

The unencumbered freehold in possession (the interest of the owner occu-
pier) endows the freeholder with a perpetual right to the full benefits of 
occupying property. In the case of business property, that is the right to the 
full profits of undertaking business activity on the premises without the 
liability to pay rent. The notional annual return from this interest is the rental 
value of the property (i.e. the annual amount that tenants would be willing to 
pay for occupation), and as this will tend to vary according to changes in the 
profitability of the business activity for which the property is best suited, the 
freehold in possession is a pure equity interest. 

However; if the property is let, then the nature of the freehold interest 
depends on the conditions of the lease. If let either on a one-year lease or 
on a long lease with provision for annual review to rental value, the freehold is 
still an equity interest, at least to the same extent as an ordinary share which 
declares its dividend annually. On the other hand, if a property is let on a long 
lease (say, 66 years or more to run) without provision for rent review, the 
freehold is virtually a fixed-income investment. The reversion to the full rental 
value is so distant that it will have a minimal present value, and therefore 
virtually all the value derives from the right to receive the fixed income. 

Although the rent of retail property is occasionally linked to the tenant's 
sales turnover; annual reviews are exceptional for business property in the UK, 
and although some fixed-income investments remain from leases granted in 
the pre-war or early post-war years, the overwhelming majority of property 
investments lie somewhere between the extreme ends of the fixed-income/ 
equity spectrum. A reversionary freehold subject to a lease with 50 years to 
run without provision for rent review has a small equity element because the 
reversion is close enough to have some current value, and each year the 
property's value will tend to change to reflect both the declining period to 
reversion and changes in the rental value. The value of properties with shorter 
reversions will be more responsive to changing rental values, and as the 
period to reversion shortens, such freeholds will more and more take on the 
attributes of equity type investments. 

In the case of properties let with provision for rent review, the longer the 
period between each review, the closer is that investment to a fixed-income 
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type, and the shorter the review period, the closer it is to an equity. Freeholds 
benefiting from three-, five-, or seven-year reviews are not strictly pure equity 
investments, however, they are regarded as effectively being equity types, and 
it would be pedantic to consider them as quasi-equities. On the other hand, 
investments subject to 14-, 21- or 33-year reviews should be considered as 
quasi-equity investments. A large proportion of the equity is lost, and the 
annual growth potential is signifICantly affected. 

As in the case of stock-market securities, freehold investments may thus be 
located at either end (or anywhere within) the fixed-income/equity spectrum, 
and in times of inflation their position in this spectrum will largely determine 
yield. Fixed-income investments will tend to have high yields because of their 
lack of growth potential, equity type investments will tend to have relatively 
low yields, and the (equivalent) yields of quasi-equity investments will lie 
somewhere in between, according to the relative value of their fixed-income 
and equity elements. 

The investment characteristics of a fixed-income freehold ground rent are 
similar to those of a preference share or undated bond, although the compar-
ison with a preference share is more strictly correct because a freehold is an 
ownership interest. like both these securities, a freehold ground rent is a 
perpetual investment, and its income is fixed and very secure because the 
head tenant's rental payment will normally be covered several times by his 
sub-rental income. Due to these similarities, yields on such freeholds tend to 
remain close to the yields on undated bonds and preference shares, but 
somewhat above, as explained in Chapter 12. 

The investment characteristics of equity property interests are broadly 
similar to equity shares, and consequently the average dividend yield has 
normally been close to the average rental yield on equity interests in prime 
commercial property. Both are perpetual growth investments which benefit or 
suffer from changes in the profitability of their underlying assets. 

A reversionary freehold is comparable to a convertible preference share or 
debenture which has a conversion date similar to the date of the freehold's 
reversion to rental value. In either case, current income is fixed, but the price 
of the investment will reflect the reversion to a more valuable income at the 
conversion/reversion date. If that date is far in the future, the equity element 
will be small, the price will mainly reflect the fixed income and the (equivalent) 
yield will be high. But if the date is close at hand, the majority of the price will 
reflect the value of the equity reversionary interest, and the (equivalent) yield 
will tend to be low. 

When the current lease on a reversionary investment comes to an end, the 
freeholder must be assumed to relet on a frequent review basis. So as the 
reversion approaches, the investment gradually converts to an equity type, 
and investors' required eqUivalent yield will fall. However, in the case of a 
freehold let on a very long lease with lengthy review periods (e.g., 14 or 21 
years), the essential nature of the investment is unaffected by the approach of 
a review. The value of the investment will rise as the review approaches and 
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correspondingly the current income yield must fall, but the equivalent yield 
will tend to remain unchanged. Such investments remain quasi-equities until 
the lease nears its end. 

Leasehold interests 

Leaseholds must tend to be more complex and dissimilar than freehold 
investments (a) because of their limited lives, and (b) because their invest-
ment characteristics depend on the terms of both the head lease and the 
sub-lease. First the implications of the limited lives of leaseholds will be 
examined. 

Ultimately all leasehold interests must come to an end with a nil value, 
consequently an investor holding to the end of a lease must suffer a capital 
loss. That does not imply that such an investment is necessarily unprofitable, 
merely that the expected income to be received over the period of ownership 
must be sufficiently high to compensate for the loss of the investor's capital. 
As all the return from such an investment must come in the form of income, 
and as income is effectively taxed at a higher rate than capital gain (for most 
investors), a leasehold held to its termination must incur a higher level of 
taxation (per 1 % IRR) than an equivalent freehold. 

On the other hand, although they must ultimately depreciate, equity-type 
long-leasehold investments may have substantial growth potential over much 
of their lives, in some cases a greater growth potential than a freehold over a 
similar property. The values of leaseholds do not decline steadily throughout 
their lives, they tend to show a parabolic profile. This is illustrated in Figure 13.1, 
where the value profiles of two leasehold investments, both with 50 years to 
run, are compared with that of a freehold. All three investments are deemed 
to have an initial market value of £1 million, and the properties to be subject 
to identical constant rental value growth. For simplicity, the effect of rent 
reviews has been omitted, so in each case the profiles assume that rental 
income is variable annually. 

The profit-rental income of a leasehold investment is the difference 
between the rental income received from sub-tenants and the head rent 
payable to the landlord. Thus, if the head rent is substantial and fixed through-
out the duration of the lease, the leasehold investment must be geared. 
Because the head rent is a fixed deduction from a growth income, the 
residual profit rent must grow at a rate faster than the growth of the sub-
rental income, and also faster than the income growth of a comparable 
freehold. On the other hand, due to the limited life of leaseholds, the capital 
value of the investment may not grow at as fast a rate as the income. 

Figure 13.1 assumes constant market yields, thus as the freehold's income 
growth must be transmitted into a similar capital growth, the value profile of 
the freehold investment also illustrates the rental income growth trend for 
both the freehold and the ungeared leasehold. The ungeared leasehold is 
deemed to be subject to a 'peppercorn' (negligible) head rent, such that its 
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Figure 13.1 Value profiles of freehold and leasehold investments 

profit rent grows at the same rate as the rental income of the freehold. On the 
other hand, the geared leasehold in Figure 13.1 is subject to a fixed head rent 
which is initially 33% of its sub-rental income, so throughout its life the profit 
rental income of this investment must grow at a rate faster than that of the 
other two investments. 

Note that: 

(1) Although the incomes of both the freehold and the ungeared lease-
hold are growing at the same rate, the capital growth of the leasehold 
is substantially lower, even when the lease has 50 years to run. 

(2) The superior net income growth of the geared lease enables its capital 
value to grow initially at a faster rate than both the ungeared lease and 
the freehold. However, as time passes, the fixed head rent declines as a 
proportion of rental income, the capital growth rate falls, eventually 
leading to a fall in value. 

(3) In times of substantial rental growth, the fall in value of equity type 
leasehold investments tends to be restricted to the last 15 years or so 
of the investment. 

All but relatively short leases may be growth investments. 
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It follows from this that an equity-type leasehold investment could be 
regarded as a growth, non-growth, or depreciating investment, depending 
on the duration of the lease remaining, and the period over which the 
investor intends to hold the investment. Not only do different leasehold 
interests have markedly different characteristics, but the same interest will 
have different characteristics at different stages in its life. An investor requir-
ing a growth investment might well buy a long leasehold investment, but with 
the intention of selling it before its value starts to decline. Another investor 
(particularly one with a nil taxation liability) might well find a short leasehold 
attractive. The high income over the remaining period of the lease should 
provide a return more than sufficient to compensate for the capital loss. 

The terminable nature of leasehold investments tends to make them less 
popular than freeholds with the major investing institutions, who are princi-
pally looking for long-term growth investments. It can also create an addi-
tional risk of rent voids as the lease nears its end. A leaseholder cannot grant a 
sub-lease for a period longer than the remaining term of his head lease. So if 
the existing sub-tenant quits two or three years before the end of the head 
lease, the head leaseholder might have difficulty in reletting the property for 
such a short and inconvenient period. No sub-tenant means no rental income 
for the leaseholder, but he must still pay the head rent to the freeholder; there 
is therefore a risk of suffering a negative cash flow. 

This highlights the risky 'top-slice' nature of leasehold investment income, 
and illustrates that the risk, like the growth potential and other qualities of 
leaseholds, derives from the duration and conditions of both head lease and 
sub-lease. As the profit rent is frequently a geared residual, then if the sub-
rental income falls (e.g., through falling rental values, rent voids or default), the 
effect on the profit rent will be proportionally greater than it would be for a 
freeholder leasing directly to the same occupying tenants. 

Examples 13.1-13.5 illustrate the disparate nature of leasehold interests. In 
each case, it is assumed that the head lease has many years to run. 

Example 13.1 

A leasehold interest in which the head rent is subject to frequent review to full 
rental value. 

In this case, the leaseholder's profit rent must be extinguished at each 
review, and only a small profit rent could build up between reviews. This 
interest could therefore not be a valuable investment. To have a significant 
value, leaseholds must be subject either to a fixed head rent lasting for a 
considerable period, or to a head rent which is reviewable to a level signifi-
cantly below rental value. Additionally, to be considered as a pure investment 
interest, the property must be sub-let (or be capable of being sub-let), and be 
marketable - that is, there must be no restriction in the head lease against 
assignation (sale). 
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Example 13.2 

A leasehold interest subject to a fixed head rent and sub-let for the whole of 
the remaining term of the head lease at a fixed rent. 

As the sub-lease expires on the same date as the head lease, there can be 
no reversionary increase in the profit rent. The profit rent is fixed for the whole 
of the remaining life of the interest, consequently it is a pure fixed-income 
investment. Its yield {after deducting the sinking fund instalment necessary to 
replace the capital at the end of the lease} would therefore tend to reflect the 
yield on long-dated gilts and fixed-income freehold investments, but be 
somewhat higher than the latter due to the top-slice risk and terminable 
nature of the leasehold. 

Example 13.3 

A leasehold interest subject to a 'peppercorn' head rent, and a sub-lease 
which has provision for frequent rent review. 

Due to the insignificant head rent and the variable sub-rent, this invest-
ment is an ungeared equity type. The profit rent will therefore have much the 
same risk and growth characteristics as the income of a freehold over a similar 
property which is subject to a similar rent review pattern. However, as illu-
strated in Figure 13.1, its capital growth potential will tend to be less than for 
the equivalent freehold. The leasehold's yield {after allowing for a sinking fund} 
will tend to reflect yields on similar freehold interests, but be somewhat higher 
due to the lower growth expectation and the disadvantage of being a 
terminable investment. 

Example 13.4 

A leasehold interest subject to a substantial fixed head rent and a sub-lease 
which has provision for frequent rent review. 

This leasehold is a geared equity. The leaseholder's profit rent will depend 
not only on the property's rental value growth, but also on the income-
gearing ratio, i.e. the ratio, head rent/sub-rental income. The higher is the 
head rent as a proportion of sub-rental income, the greater is the growth 
potential of the profit rent, and also the greater is the risk of falling rental 
values and rent voids due to the 'top-slice' nature of this profit rent. 

Example 13.5 

A leasehold interest where the sub-rents are reviewed regularly to rental 
value, and the head rent is reviewed at the same time to a fixed proportion 
of rental value. 

This is an equity-sharing relationship under which both the freehold and 
leasehold interests are equity investments. Confusingly, such a leasehold is 
sometimes called a 'geared' lease - in the sense that the head rent is geared 
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or linked to changes in the rental value - but it is not a geared investment in 
the sense used in this book. At rent review, the profit rent and the head rent 
will both move in proportion to changes in the rental value. 

This investigation has indicated the general investment characteristics and 
approximate yields of some long or medium-length leasehold investments. 
However, as a lease nears its end accelerating cap:tal depreciation means that 
the investment bears little comparison with any other investment type, and 
the anomalies inherent in assessing yields on the traditional 'net of sinking 
fund' basis become increasingly significant. Instead, the increasing ability to 
forecast the profit rent throughout the remainder of the lease makes compar-
ison, analysis and valuation on the basis of the full DCF model more appro-
priate. 

The property type 

This is the second facet of a property investment which is responsible for 
determining its risk and growth characteristics. It is subsidiary to the legal 
interest, because a fixed-income investment can have no growth potential 
whatever the property type may be, and because the income security of 
most fixed-income investments usually makes the property type irrelevant. 
Property type is only relevant to explaining yields on investments with an 
equity element. Therefore, we shall restrict this investigation to good-quality 
equity freehold investments in the principal types of investment property. 

Farmland 

Unlike commercial and industrial property, the value of farmland is crucially 
dependent upon whether it is owner-occupied or let. A freehold interest in an 
'in-hand' farm may exceed the value of an equivalent tenanted farm by 
100%. As the rental value of equivalent farms would be the same, the 'in-
hand' premium implies that the yield on the let farm may be double that of 
the 'in-hand' farm. 

The high price and low yield of 'in-hand' farmland must be due in part to 
non-financial considerations of the wealthy individuals who still dominate 
that sector of the market. There is the enjoyment and prestige of owning 
rural property, farming is considered by many as a fulfilling occupation, and 
some individuals may be induced to pay high prices because of the difficulty 
in obtaining a farm tenancy. However 'in-hand' farmland is not a 'pure' 
investment, and as most institutional investment is in tenanted farms, we 
shall concentrate on these. 

Until the 1980s the post-war growth performance of prime arable land was 
impressive, perhaps surpassing that of any other income-earning investment. 
The growth derived from the rising profitability and efficiency of farming in 
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the UK, helped by the declining stock of arable land which resulted from 
urbanisation and motorway constructiol'\ and the 'roll-over' relief from eGT 
when land was sold for development purposes. Growth is enhanced by the 
minor influence of depreciation in comparison with offices and industrial 
property, and the three-year rent review periods laid down by the Agricult-
ural Holdings Acts. 

Farmland has been regarded as a very secure investment, due not so much 
to the indestructibility of land, as to its invulnerability to economic recession. 
With the demand for food being relatively stable, the returns from farmland 
should be largely uncorrelated with returns from most other equity invest-
ments, thereby making it an attractive addition to a portfolio. Farmers rarely 
default on rental payments, but in that event a landlord could easily relet or 
benefit from the higher value by retaining the farm 'in-hand'. 

Farmland's growth record and low risk resulted in yields falling to as low as 
2% in the early 1970s when many institutions were seeking to increase the 
farmland content of their portfolios. But in the 1980s growth faltered and 
yields rose to 6% for good quality arable, with higher yields for poor quality 
and upland farms. Over the nine years to December 1990 farm values fell by a 
total of 33%, and over the six year period to 1990 institutional ownership of 
let farmland has halved.' 

The main source of the growth of farmland values in the 19705 was rising 
prices for farm produce, particularly after Britain's entry to the EEC However, 
the fundamental problem in the 1980s was food surpluses and the reduction 
in price support from the EC Through its impact on farming profitability, this 
affected rental values and investor's returns (see Part III). 

Woodlands 

An investment in woodlands differs from an investment in farmland and other 
property types in a number of respects. The investor is traditionally an owner-
occupier, the subject of the investment is both the land and the growing crop 
of timber and, unless the plantations include a broad range of tree ages, there 
will be no regularity of income. 

The major part of the value of a plantation is normally in the growing trees 
rather than in the land, and as trees are at risk to fire, disease and windblow, 
woodlands would normally be considered to be a more risky investment than 
farmland. Although risk through fire is insurable, it is uncommon and difficult 
to insure against disease and windblow. 

The principal attraction of woodlands from the point of view of the 
institutional investor is the growth expectation. It is difficult here to avoid a 
pun - woodlands are a growth investment in both a physical and a value 
sense, and have proved to be an excellent inflation 'hedge'! In fact, not only 
are woodlands a good inflation hedge, but they are also an excellent hedge 
against a fall in the value of the pound sterling and UK economic decline. With 
90% of UK's timber-needs being imported, the price of timber in the UK will 
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be set in world markets. So if the value of sterling falls relative to other 
currencies (particularly the currencies of timber exporting countries), the 
sterling price of imported timber will tend to rise. Consequently, the price of 
home-grown timber will tend to rise, as it is a relatively insignificant element of 
total supply and a substitute for imported timber. 

With a relentless fall in the area of mature forests in the world, and a 
growing demand for timber, it is forecast that the price of timber will rise at a 
rate in excess of inflation, making woodlands an attractive long-term invest-
ment prospect. 

Commercial property 

The two components of a commercial or industrial property investment are in 
fundamentally different proportions to that of a farmland investment. 
Although both consist of land and buildings, a farm is essentially land with a 
relatively small amount of buildings and other fixtures (physically and by 
value), whereas commercial and industrial properties are composed mainly 
of buildings with a relatively small amount of land. Whereas the stock of 
farmland cannot increase significantly, the stock of commercial and indus-
trial properties is elastic in the long run because buildings are created by man. 

This is significant in two respects. First, the ability to develop new commer-
cial and industrial properties increases the risk of oversupply and reduces 
growth potential in the face of rising demand. Second, because obsoles-
cence affects buildings but not land, depreciation is significantly greater for 
commercial and industrial property than for farms. As a building's obsoles-
cence increases, its attractiveness to tenants declines. So not only is its growth 
potential reduced but the risk of rent voids tends to rise. 

Another reason for commercial and industrial property being viewed as 
more risky than farmland is that the business activities which occupy such 
property are more vulnerable to national macroeconomic trends than is the 
case with agricultural property. In times of recession or slump, users of shops, 
offices, hotels and other commercial property will all tend to be affected by 
the decline in demand, resulting in lower profitability and reduced space 
requirements, leading in turn to the risk of rent voids and falling rental values. 

Despite these disadvantages, the performance record of commercial prop-
erty investment in terms of both risk and growth has been good. The rental 
and capital growth of office property has derived from the long-term trend in 
the UK economy away from industrial activity towards service activity. There 
has been a massive expansion in both private-sector commercial activity and 
public-sector administration. The growth in shop property has derived from 
the post-war rise in real incomes which, by expanding consumer expenditure, 
has increased the demand for shop property and enabled retailers to pay 
higher rents. 

The above characteristics of commercial and industrial property relative to 
farms helps to explain the traditional hierarchy of yields in the property 
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market. Farms have provided the lowest yields. Shops have been next, 
normally yielding less than offices due probably to their superior growth 
record and the perception that they are less vulnerable to rent voids and to 
depreciation. In the case of prime High Street shops, a large proportion of 
value tends to be in the land rather than in the building, and the burden of 
refitting and modernisation is frequently borne by the tenant rather than the 
landlord. 

Industrial property 

The triple disadvantages of urban property compared with farmland - elastic 
stock, vulnerability to recession, and greater depreciation - are probably even 
more important to industrial than commercial property. In particular, the 
relative speed and ease with which new industrial development can respond 
to a rise in demand restricts its growth in boom conditions, and increases the 
risk of oversupply in a subsequent economic recession. Manufacturing indus-
try is particularly vulnerable to economic fluctuations, and factory premises 
tend to be at greater risk to rent voids than other property types. Factory and 
warehouse property are usually perceived as having a shorter building life 
than shops and offices, and the high proportion of value normally attribut-
able to the building rather than land tends to increase the impact of deprecia-
tion. 

These investment disadvantages and the generally inferior growth record of 
industrial property has resulted in yields remaining Significantly higher than 
those of shops and offices, usually by a margin of 2-3% (see Figures 12.2 and 
12.3). 

Investment quality 

The third major facet of a property investment which determines its yield is 
quality. This relates to both the legal interest and the physical property. The 
principal features of the legal interest which distinguish its quality are: 

(a) length of lease and rent review provision; 
(b) repairing covenant; 
(c) tenant. 

The significance of rent review has already been explained. Investors also 
prefer a lease to contain a 'full repairing and insuring' covenant, under which 
the tenant is responsible for all such expenses. Although the rent payable by 
the tenant would be reduced, this arrangement minimises the investor's 
management expense and the risk of such costs accelerating faster than the 
rent received. 

A landlord will also minimise his management cost by leasing each proper-
ty (particularly an office block) to a single tenant, and the value of an 
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investment can be enhanced by having a well-known company as a tenant. 
Public authorities or large stable public companies are favoured tenants, as 
they are unlikely to default on their rental payments or other commitments. 

The principal features of the physical property which influence its quality 
are: 

(a) age or modernity, and building quality; 
(b) design, layout and size; 
(c) location. 

The quality of a building will not only affect the attractiveness of the property 
from the tenant's point of view (and therefore the rent he is willing to pay), but 
it may also influence the rate of obsolescence and the future growth of the 
property's value. Additionally, there is usually an optimal size for every proper-
ty which will influence its rental value and yield. 

Finally, apart from farm property where soil fertility is crucial, location is 
probably the most important factor determining quality. It is the location of a 
shop relative to pedestrian flow, the location of offices vis-a.-vis a city's 
commercial centre, and the location of industrial property close to transport 
facilities and a population centre which largely determine the growth poten-
tial and risk of an investment, and consequently its yield and value. 

The institutions usually restrict their investment to good quality property 
(but not necessarily prime), and their demand relative to the restricted supply 
of such property has led to a significant yield differential with lower-quality 
investments. 

AppliCation of price theory 

In order to consolidate an understanding of property yield and price theory, 
we shall now examine a variety of investments and estimate the yields and/or 
prices which would tend to be set by the market. For the purpose of this 
exercise, it is assumed that long-dated gilts are yielding 10%. 

Example 13.6 

Estimate the yield and price of a freehold interest in a prime city centre office 
property, recently let for 25 years on a five-year rent review basis to a public 
authority at a rent of £500000 per annum (net). 

This investment is the right to receive £500000 per annum for five years 
followed by an income which may vary every five years according to the 
property's rental value at each review date. The frequent reviews identify the 
investment as an equity type, and as it is a freehold interest in prime office 
property let to a reliable tenant on a relatively long occupation lease, the 
investment would be considered as a highly marketable and relatively secure 
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growth investment. The target return might be 2% above the current yield on 
gilts, but due to the growth expectation, the yield would be low. Traditionally, 
the yield on such investments would have tended towards 5%, and we shall 
assume that to be appropriate in this case. 

As the £500000 rent is also deemed to be the current rental value, a yield 
of 5% implies a price of £10 million: 

R P -....Q 
0-

Y 

= 500 000 = £10000000 
0.05 

Example 13.7 

Estimate the yield and market price of a freehold interest in a prime city 
centre site let for office development purposes in 1951 on a 999 -year lease 
at a fixed rent of £5000 per annum (net). 

This is a fixed-income ground rent of £5000 per annum effectively into 
perpetuity. The reversion is far too distant to have any current value, so all 
the value of the investment is in the fixed income. The tenant has erected an 
office block on the site (see Example 13.8), therefore the head rent is very 
secure, being covered 200 times by the sub-rental income. However, despite 
this security and despite the investment being in a prime commercial proper-
ty, the yield must be high because of the absence of income growth potential. 
Owing to its higher risk, poor liquidity, marketability etc, relative to gilts, we 
shall assume that investors require a 2% premium over the current yield 
available on gilts. Thus the target return is 12%, and as a perpetual fixed-
income investment, the yield will be the same. This implies a price of: 

R 
Po =-

Y 
5000 

=--= £41667 
0.12 

Example 13.8 

Estimate the yield of the head leasehold interest in Example 13.7. The offices 
have been sub-let to a variety of occupiers on 25-year leases subject to five-
year reviews for a total net rent of £1 million. 

This interest is the right to receive the sub-rental income subject to the 
payment of the fixed head rent. This profit rent, currently £995 000, will 
change regularly as sub-tenants' rents are reviewed to rental value, so the 
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investment is an equity type and, although leasehold, it has so long to run 
that it is effectively perpetual. The less reliable tenants compared with Exam-
ple 13.6 (and perhaps also the stigma of being a leasehold rather than a 
freehold interest), would tend to result in a marginally higher yield than for 
the investment in Example 13.6, say 5.5% or 6%. 

Example 13.9 

Estimate the yield on a freehold interest in a 200 hectare prime arable farm in 
East Anglia. Although the original lease expired just over three years ago, the 
tenant remains in occupation. 

As the tenant wili have security of tenure under the Agricultural Holdings 
Acts, he will be liable for rent review every three years. We shall assume that 
the landlord gave the appropriate notices, and that the rent was recently 
raised to the rental value. This is an equity-type freehold in a good-sized 
prime farming unit. Investors' target return on such investments might be 
lower than on commercial property due to their security and portfolio attrac-
tions, so that when coupled with the growth expectation deriving from rental 
growth and the frequent review, low yields result, say 5-f>% in this case. 

Example 13.10 

Estimate the yield on the tenant's interest in Example 13.9. 
The tenant's interest can have no market yield, for three good reasons. First, 

as he is paying a rent at or near the rental value, he can have no significant 
profit rent. Second, we have been concerned here exclusively with pure 
investment interests, and as the tenant is debarred from sub-leasing under 
the Agricultural Holdings Acts, his interest is an occupation interest, not an 
investment one. Third, as he is debarred from selling his interest by the 
Agricultural Holdings Acts, it can have no market value and no market yield. 

Example 13.11 

Estimate the yield of a freehold interest in a secondary estate of industrial 
property let to a variety of occupying tenants on 21-year leases subject to 
seven-year reviews. 

Although this is an equity investment, the yield required by investors will 
tend to be much higher than for any of the investments so far considered. The 
market's target IRR will be high, perhaps 20%, because industrial property is 
less secure than other types and the secondary quality indicates a further 
substantial level of risk from voids and default. There is no law in land 
economics which states that rental value growth of property in secondary 
locations need be any less than that in prime locations, but if the quality of 
buildings leads to a high rate of depreciation then the growth expectation 
must be affected. A yield of 15% is tentatively suggested here. 
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Example 13.12 

Estimate the yield on a freehold interest in a recently refurbished prime city 
centre office property, let 40 years ago on a 42-year lease at a fixed rent of 
£2000 per annum (net). The net rental value is now £100 000. 

This investment is the right to receive £2000 per annum for two years, then 
the reversion to rental value when the freeholder must be expected to relet 
on frequent (say, five-year) reviews. Thus, despite having been subject to a 
fixed rent for 40 years, the investment is unquestionably an equity type. Only 
the future income is relevant to the investor, not the historic income. 

Despite the age of the property, the recent refurbishment and prime 
location indicate that investors' required yield will be similar to the property 
in Example 13.6, i.e. 5%. However, in this case 5% would be the equivalent 
yield; the current income yield must be very small. Whereas all previous 
equity investments considered here have been let at rental value, this is a 
reversionary investment. 

If the reversion to rental value was due immediately rather than in two 
years' time, then on the basis of a 5% yield the value of the investment would 
be £2 million (£100000 x 20). So currently the value must be somewhat below 
£2 million, and thus the current income yield must be somewhat above 0.1 %. 
The value of the investment mainly reflects the proximity of the large rever-
sionary income, not the small current income. 

A purchaser of this investment will anticipate three elements of return over 
the next two years - an income yield of just over 0.1 % p.a., a capital gain due 
to the approach of reversion (uplift) of just under 4.9% p.a., and further capital 
gain deriving from growth in rental value. 

Example 13.13 

Estimate the price of a freehold investment similar in all respects to that in 
Example 13.12 but let 40 years ago on a 66-year lease. The rent paid is also 
£2000 per annum and the rental value £100000 per annum. 

This investment is the right to receive £2000 per annum for 26 years and 
then the reversion to rental value. As in Example 13.12, we must assume that 
the investor will relet the property on a frequent review basis at the expiry of 
the present lease. Due to the long period of fixed income before reversion, the 
investment is clearly not a pure equity, but neither is it a pure fixed-income 
investment. The reversion is suffiCiently close to have a significant present 
value, and the investment's value will tend to vary each year according to 
changing rental values and the approach of reversion. The investment is 
therefore a quasi-equity on which investors must require an equivalent yield 
somewhere between the 5% and 12% yields already determined for equity 
and fixed-income investments over similar property. Market evidence of 
yields on other similar reversionary investments would be rare, and the 
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pricing of such investments is better understood by reference to the full DCF 
pricing model. 

Assuming a target IRR of 12%, the market's implied rental growth expecta-
tion for the property in Example 13.6 is 7.6% per annum (this was calculated in 
Example 12.3 for another property with a 5% yield and five year reviews). 
Therefore if we assume that the property in this example is of similar quality to 
that in Example 13.6, then investors must also impliedly be expecting 7.6% 
growth. Using that growth rate, we can calculate the expected value of the 
investment at reversion in 26 years, on the assumption that it will then have a 
yield of 5%, because at that date it will be an equity investment similar to the 
property in Example 13.6. 

In order to calcult:te the present value of this investment, we shall assume 
that the property is sold immediately after reversion. We must therefore solve 
the following: 

So, 

Expected rental value year 26 = 100 000(1 + 0.076)26 
=£671610 

671610 
P26 = = £13432200 

0.05 

Investors' expected income is therefore £2000 per annum for 26 years plus the 
sale price of £13 432 200 in Year 26. 

The value of that cash flow, using a rate of 12% to discount the income and 
10% for the sale price, is £1142800. 

It would be incorrect to discount both the income and the expected price 
(Year 26) at the same discount rate, because the two elements of return face 
different risk and are taxed at different rates. Although the expected price is 
much less certain than the income, it has been discounted at a relatively low 
rate reflecting the low tax on capital gain. The income has been discounted at 
the return deemed to be required on fixed-income property investments. 
Note that due to the relatively small amount of the current income, the large 
majority of the value of this investment derives from the reversion despite the 
long period to elapse before it is received. 

Example 13.14 

Estimate the price of a leasehold investment in a prime office property with 16 
years to run and subject to a fixed head rent of £20000. The property has 
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been sub-let for the remaining term of the head lease to a public authority on 
a seven-year review basis. The next review is in two years, the current rent is 
£100 000 and the rental value £150000 per annum (net). Freehold invest-
ments over similar property let on five-year review have recently sold on a 
yield of 5%. 

Although the seven-year rent review arrangement means that this invest-
ment has income growth potential, and the substantial fixed head rent 
provides an element of gearing, the relatively short life remaining means that 
the capital value of the investment must shortly start to decline. Rather than 
long-term capital growth, this investment can have no value in 16 years. As 
with Example 13.13, pricing is best understood by reference to the DCF model: 

R R R P _ 1 + 2 + + 16 
o - (1 + r) (1 + r)2 . . . (1 + r) 16 

where R1•2 etc. = expected net profit rent in years 1, 2, etc. 
In order to calculate the investor's expected profit rent over the remaining 

life of the lease, we must calculate the expected rental value at the rent 
review dates in two years' and nine years' time. The rental value at these 
dates determines the sub-rental income, and thus the investor's profit rent 
for the subsequent seven-year periods. As similar properties with five-year 
reviews are selling on a yield of 5%, we can again assume a rental growth 
expectation of 7.6%. 

Expected profit rent: 
Years 
1-2 
3-9 
10-16 

£ 
100000-20000 80000 
150000(1 + 0.076)2 - 20000 = 153666 
150000(1 + 0.076)9 - 20000 = 270002 

The NPVof this cash flow using a discount rate of 17% = £824 682. 
A target return of 17% has been adopted here, as it must tend to be higher 

than the 12% used to discount the income in Example 13.13, due to the 'top-
slice' risk imposed by the income gearing and the short life of the investment. 
All the return from this investment must come in the form of highly taxed 
income. 

It should be appreciated that although this study has implications for property 
valuation, these examples are intended as practical illustrations of our pricing 
theory, not as examples in valuation methodology. 

In Chapters 11-13, the principles of investment pricing previously identified in 
our study of the stock market have been applied to the pricing of property 
investments. This is justifiable because the same investors - the large financial 



166 Property Investments - Prices and Yields 

institutions - dominate both markets, and they apply the same general 
criteria in selecting property investments as they do in selecting stocks and 
shares. The property investment market is merely one sector of the overall 
investment market. 

However, our pricing theory is not yet complete. We shall return to it again 
in Part V, once we have learnt more about the needs of property investors and 
the behaviour of rental values under different economic conditions. Our 
study of property pricing so far has merely revealed something about the 
relationship of price to rental income, or the amount that an investor is 
willing to pay per £1 of current rent. We have not yet investigated the 
determinants of rental value or rental growth. That omission must now be 
rectified. 



III The Determination of 
Rental Value 



14 The Concept of Rent 
as a Surplus 

Introduction 

In seeking to explain how the market determines rental value, we shall address 
the following three questions: 

(a) What causes rent to be paid for the use of property? 
(b) What determines the amount of rent paid for the use of a property? 
(c) What causes rental value to change over time? 

We shall start the analysis with a simple example in the context of farmland, 
then introduce a more rigorous theoretical examination, and finally convert to 
the practicalities of urban property. 

The theory of land rent 

Let us suppose that a 100 hectare low-ground farm is being offered to let on 
the open market by the freeholder, on the following assumptions: 

(a) the tenant will provide and maintain all buildings, fences, roads and 
other fixed equipment; 

(b) the lease is on a year to year basis, i.e. the lease can be terminated by 
either side at the end of any year, and the rent may be reviewed 
annually (For the purpose of this discussion, the Agricultural Holdings 
Acts and related legislation have been repealed); 

(c) the two most profitable uses of the farm are (i) livestock production and 
(ij) cropping (although the former use will include some cropping and 
the latter some livestock in order to gain the benefits of rotation and 
integration of the two activities). The expected revenue and costs per 
hectare of the two uses are shown in Table 14.1. 

If these figures reflect the expectations of the most competent and efficient 
farmers, then: 

(a) the rent to be paid to the landlord for the one-year lease of the farm 
would tend towards £100 per hectare (£10000 for the farm); 

(b) the land would tend to be used for cropping rather than for livestock; 
(c) the farm would tend to be let to the most efficient farmer, or a less 

efficient farmer who was willing to accept lower profits. 

169 
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In other words, assuming a competitive market and that farmers strive to 
maximise profit: 

• the rent paid for the use of land will tend towards the surplus remaining 
after deducting the costs of the optimally employed factors of 
production from the revenue expected from using the land for its most 
profitable use; 

• land tends to be allocated to its most profitable use; 
• land tends to be allocated to one of the most efficient users or to a less 

efficient user willing to accept a lower level of profit. 

Table 14.1 Farm income, costs and surplus 

Livestock Cropping 
enterprise enterprise 

(£) (£) 

Expected revenue from sales (per hectare) 
Livestock 545 200 
Crops, etc. 250 650 

795 850 

Expected costs (per hectare) 
Labour - wages, inc. tenant's labour 200 210 
Capital 

livestock; feeds, etc. 140 50 
seeds, fertilisers, sprays 80 140 
machinery; repairs, depreciation, fuel 80 125 
buildings; repairs, depreCiation, insurance 40 40 
finance; interest on tenant's capital 35 35 

Enterprise - tenant's required profit 150 150 

725 750 

Expected surplus (per hectare) 70 100 

All three of these hypotheses are dependent on competition between land 
users to obtain the use of the land. If we imagine that the tenancy is to be 
granted to the farmer offering the highest rent at public auction, then less 
efficient farmers will gradually drop out of the bidding as the rent bids rise 
above the level which they can afford. Perhaps due to poor crop husbandry 
the inefficient farmer may achieve a poor grain yield, by poor marketing he 
may fail to maximise his income, by wasteful use of seed, fertiliser, machinery 
and labour his costs may be excessive, and generally in an infinite number of 
ways he may fail to maximise the difference between revenue and costs. As a 
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potential tenant cannot afford to offer a rent greater than his expected surplus 
of revenue over costs (including required profit), he must drop out when 
bidding rises above that level. Consequently, a farmer who intends to use 
the land for livestock production will drop out of the auction after bids rise 
above £70 per hectare, unless his level of required profit is less than the £150 
envisaged here. 

Assuming that all farmers require the same level of profit, the farmer who is 
willing to offer the highest rent must intend to use the land for cropping, and 
must tend to be the most efficient. He would offer a rent marginally higher 
than the surplus expected by the second most efficient farmer, who would 
then drop out of the auction, leaving the most efficient farmer as the success-
ful bidder. 

On the assumption that the figures in Table 14.1 represent the expected 
revenue and costs of the second highest bidder, then the rent that would be 
paid to the landlord would be (marginally above) £100 per hectare. We shall 
call this sum 'land rent', being the economic return to (or earnings of) pure 
land, and which we shall define as the residual after deducting the expected 
cost of the optimally employed factors of production from the revenue 
expected from using the land for its most profitable use. 

It should be clear from Table 14.1 that the farm's land rent is dependent on: 

(a) the volume of produce from the cropping enterprise 
(b) the price at which this produce can be sold 
(c) the amount of productive factors employed 
(d) the cost of these factors 
(e) the level of profit required by the farmer 

Land of poorer fertility or subject to a less suitable climate will tend to produce 
a lower output and, thus, a smaller surplus. Likewise, land situated at a 
distance from a marketplace will tend to have a lower land rent than land 
close to the market, due to the cost of transporting the produce to the 
market, or the lower price that will be offered by merchants at the farm gate. 

Note that the surplus earned by any single land use is a geared residual. 
Relatively small changes in either revenue or costs will tend to cause propor-
tionally greater changes in the surplus. Here, a 16% fall in the income 
expected from crops would wipe out the surplus from the cropping enter-
prise. However, the land rent is less volatile than the surplus earned by any 
individual land use, because in the event of a fall in the price of crops, the 
livestock enterprise would become the most profitable use, thereby restricting 
the fall in land rent (assuming that livestock prices remained unchanged). 

If such a fall in the price of crops occurred unexpectedly, the land rent need 
not change at all, because land rent is based on expectations, not on out-
comes, and farmers' expectations for the following year may remain 
unchanged. It would be farmers' profits which would bear the brunt of the 
fall in income, not land rent. On the other hand, if it was felt that the price of 
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crops had fallen permanently, then the land rent would tend to fall. Thus 
although the surplus earned by any crop in any year is potentially very 
volatile, land rent is relatively stable because it is based on farmers' expecta-
tions, not outcomes, and because the use of the land can be changed in the 
event of the first becoming unprofitable. 

Farmers' expected surplus from any crop will take account of all possible 
outcomes for revenue and costs, such as the risk of a poor harvest, the 
volatility of market prices and changes in factor costs. Such risks will also be 
reflected in the level of profit required by the farmer. In estimating the level of 
rent which he can afford to pay, the farmer is undertaking a very similar 
exercise to that of an investor assessing the price he can afford to pay for a 
share. Both face risk and uncertainty, and just as the return that an investor 
achieves is likely to be substantially different from his target return, so a 
farmer's profit in anyone year is likely to prove different from his required, or 
target, profit level. 

Before we can fully answer the three questions posed at the start of this 
chapter we shall have to relax or modify the various simplifying assumptions. 
Only then can we explain the relationship between the theoretical concept of 
land rent and the level of rent paid for business property. However, the reader 
may already have realised that the concept of land rent is essentially the 
rental value of pure land, i.e. the annual rent which would tend to be paid 
for the right to occupy the land if offered to let on the open market. We can 
now answer the three questions as applied to pure land, rather than to land 
and bUildings. 

What causes rent to be paid for the use of land? 

Rent is paid: 

(a) when prospective tenants consider that the income-earning potential 
of the land exceeds all factor costs including sufficient profit, and 

(b) when competition exists between tenants for possession of the land. 

Consequpntly no rent will be paid for land which is incapable of profitable use 
(e.g., land liable to regular flooding), or where there is no land scarcity (e.g., the 
American Western frontier in the early nineteenth century). 

What determines the amount of rent paid for the use of land? 

The amount of rent is determined by the amount of surplus expected from 
using the land for its most profitable use. 

The profit required by the tenant will depend on profit available on alter-
native but similar land which, in turn, will depend on the intensity of the 
competition to obtain possession of such land. The level of required profit 
will also depend on the risks involved in the use of the land, and such non-
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financial considerations as pleasure or prestige obtained from its occupation. 
The greater is the competition to obtain possession of land, the lower will be 
tenants' target profits, and consequently the higher will be the rent that 
tenants are willing to pay. 

What causes rental value to change over time? 

The rental value of land changes over time due to changes in the expected 
surplus of income over the cost of using the land. This in turn results from 
changes in the productivity of the land, the market price of produce, and the 
productivity and costs of the factors of production. For example, the rental 
value of arable farmland has risen substantially over the post-war period due 
to the rising price of farm produce, increases in productivity due to improved 
seed varieties, weed killers and fertilisers, a fall in the cost of labour due to the 
introduction of efficient machinery, and the improved knowledge and man-
agement skills of farmers. 

Before explaining the link between land rent and the rent actually paid for 
the use of a property, we will examine the conditions under which factors of 
production are optimally combined. 

Land rent and the theory of factor combination 

The theory of factor combination derives from the 'law of diminishing returns', 
which states that 'when successive units of a variable factor are combined 
with a fixed amount of another factor, then eventually the resultant incre-
ments in output (per unit of the variable factor input:) will decrease', i.e. the 
marginal product will eventually diminish. 

In illustrating this principle, it is appropriate to imagine land as the fixed 
factor with which successive units of capital - the variable factor - are being 
combined. The principle is illustrated in Figure 14. 1. The total product curve 
traces the output of the land resulting from the combination of varying units 
of capital with the land. The principle is illustrated by changes in the increase 
in output (the marginal product) which result from the use of each additional 
unit of capital.The marginal product is shown hatched, and is also plotted as a 
separate schedule from the base line. The principle of diminishing marginal 
returns is seen to operate after the use of three units of capital, because 
thereafter the marginal product declines with the addition of each succes-
sive unit. Note that the total product must continue to rise so long as the 
marginal product is positive. 

If the fixed factor is assumed to be a hectare of farmland (not shown in 
Figure 14.1) and the variable factor as seed, then the total product curve shows 
the output of grain cropped as a result of varying units of seed being used, 
and the marginal product curve illustrates the extra grain cropped as a result 
of the use of each extra unit of seed. 
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Figure 14.1 Law of diminishing returns 

Although Figure 14.1 illustrates the principle of diminishing returns, it does 
not explain how much capital to combine with the land. To do that, we must 
ascribe money value to the output and introduce the money cost of the 
factor used. Consequently, in Figure 14.2 the marginal product curve has 
been given a price dimension - i.e. instead of representing the marginal 
physical product in units of grain, it represents the marginal revenue product 
(MRP), being the money value of that produce. We have also introduced a 
schedule showing the cost per unit of the capital, and as it is likely that the 
unit cost of capital will be constant no matter the amount used, the schedule 
has been drawn parallel to the base line. As the total product is merely the 
sum of the marginal products, that schedule has been omitted and the scale 
of the diagram has been enlarged for clarity. 

We now have sufficient information to explain the optimal amount of 
capital to combine with the land. If the user of the land employs less than 
OX units of capital, the marginal revenue earned by an extra unit exceeds its 
cost, consequently it is profitable to employ additional units of capital up to 
OX units. If more than OX units are employed the cost of the last unit exceeds 
the revenue it earns. OX is therefore the profit maximising number of units of 
capital to combine with the land. 
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Figure 14.2 Optimal combination of factor inputs 

Thus, we have a theory of the optimal combination of a variable factor with 
a fixed factor. The optimal amount of the variable factor to employ depends 
on its unit cost and its marginal revenue productivity when combined with 
the fixed factor. However, in reality, productive activity involves more than two 
factors, neither of which need be fixed. It takes buildings, machinery, labour 
and enterprise to farm or to undertake virtually any business activity on land, 
and just as there is an optimal combination of factors with land, there is also 
an optimal combination of all factor inputs with each other. 

(£) 

o Land rent 

(Cost/unit of 
p t----------------'k'---- variable factors) 

o x 
Figure 14.3 Land rent as a surplus 

(Units of variable 
factors) 

So we shall now assume that the cost and revenue curves in Figure 14.3 
represent the cost and marginal revenue earned when a package of optimally 
combined variable factors is employed with the land. The package would 
include all factor inputs necessary for efficient farming, including buildings 
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and the farmer's labour, management and enterprise, as shown in Table 14.1. 
With the MRP curve representing the extra revenue to be earned from the 
use of each successive unit of the package of factors, the profit-maximising 
number of units to combine with the land is again OX units. The total revenue 
to be earned by the use of OX units is represented by the figure QYXQ but as 
PYXO represents the total costs of OX units of the variable factors (including 
the farmer's required profits), then QYP represents the surplus of revenue over 
cost from using the land. If the revenue and cost schedules represent the 
most profitable use of the land (cropping in our original discussion), then QYP 
is the land rent as previously defined, i.e. 'the surplus remaining after deduct-
ing the costs of the optimally employed factors of production from the 
revenue expected from using the land for its most profitable use'. 
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land rent 

L-. ___________ ~':--~--- (Units of 
o Xl X variable 
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land rent 
Q 

Pl (Cost/unit of 
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Figure 14.4 The effect of changes in MRP and costs on land rent and the intensity of 
land use 
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The relative surpluses earned by cropping in comparison with livestock are 
represented in Figure 14.4A. If it is assumed that the unit costs of cropping are 
similar to those of livestock (OP), the lower marginal revenue productivity of 
livestock (Q1 YoJ in comparison with cropping (QY) results in a lower surplus 
(Q1 Y1P instead of QYP), as well as in the use of fewer units of the variable 
factors (OX1 instead of OX). That could explain why in Table 14.1 higher costs 
per hectare were ascribed to cropping compared with livestock. It is not 
because unit costs of cropping were considered to be higher than for live-
stock, but because marginal productivity theory suggests that profit-maximis-
ing farmers would employ more units of the variable factors for the cropping 
enterprise. In other words, farmers would use the land more intensively for 
cropping than for livestock production. 

Figure 14.4A also illustrates the effect of a change in the MRP of the most 
profitable land use, say as a result of a change in the price of crops. The 
downward-sloping profile of the MRP curve indicates that, assuming stable 
costs, changes in the MRP (represented by vertical movement of the whole 
MRP curve) will tend to affect both the land rent and the intensity with which 
the land is used. Similarly, changes in the unit costs of the factors will tend to 
affect both the land rent and the intensity with which the land is used. Figure 
14.4B shows the effect of a rise in unit costs from OP to OP1 , on the assump-
tion that the MRP remains stable. land rent will fall from QYP to QY1P1 and the 
amount of the variable factors employed will fall from OX to OX1 • 

So the land rent depends on the MRP and unit costs of the (optimally 
employed) factors involved in using the land for its most profitable use. land 
rent will change over time as a result of changes in the MRP and factor costs. 

As well as providing a graphical representation of the original example, this 
more theoretical study has enabled us to derive a theory about the intensity 
of land use, which is important both to the study of rent as well as to our later 
study of property development. The amount of variable factors used in 
combination with land depends on their cost and marginal productivity 
when combined with land. The higher the productivity of land, the more 
intensively it will tend to be used. That is why farmland which is particularly 
fertile or advantageously located near a population centre will tend to be 
farmed more intensively than remote or less fertile land, and why land in city 
centres is more intensively developed than land in more peripheral urban 
locations. 

Up till now, we have assumed that the amount of land under consideration 
is fixed in size, but this n€ed not necessarily be the case. Where land is 
variable, the condition for optimal combination is fulfilled when the MRP to 
be earned from the use of an extra £1 worth of the land is exactly the same as 
the MRP to be earned from the use of an extra £1 worth of each of the other 
cooperating factors. The amount of each factor used will depend on its cost 
and MRP when combined with the other factors. As factor costs change so 
will the optimal combination. If land is cheap, it will tend to be used liberally. If 
expensive, it will be used intensively. 
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This condition for optimal factor combination explains why rent per hec-
tare varies according to farm size. Factors are not available in £1 units, but are 
largely indivisible. The indivisibility of factors such as buildings, labour, com-
bine harvesters, and the management potential of farmers, tends to lead to an 
optimal farm size which varies according to the type of farm. The land rent per 
hectare of a 200-hectare arable farm will tend to be significantly higher than 
that of a similar 100-hectare holding. In the larger farm, factor combination 
can be closer to the optimal and factor cost per unit of output minimised. 

Relationship between land rent and rental value 

We shall now remove the simplifying assumptions made at the start of this 
chapter and thereby explain the relationship between land rent and the rental 
value of property. On the basis of our assumptions, the rental value of the 
farm is the same as the land rent. Tenant farmers would be willing and able 
(indeed forced by competition) to offer up to £100 per hectare to the landlord. 
However, the terms of the lease are unrealistic. First, property subject to a 
lease normally includes buildings and other fixed equipment, and second, 
leases of business property are rarely on a year to year basis. Rent is rarely a 
single payment for one year of occupation, it is usually a sum paid annually for 
a longer period of occupation. Under the Agricultural Holdings Acts and 
related legislation, tenant farmers have security of tenure for life, and are 
subject to regular rent review. 

We shall now investigate the impact on rental value of (first) lease condi-
tions and (second) the provision of fixtures with land under a lease contract. 

Effect on rental value of lease conditions 

Security of tenure, even for a limited period and whether provided by statute 
or under a lease contract, must tend to affect the rent that tenants are willing 
to offer under competitive conditions. Tenants will take a longer-term view of 
the use of the land, and will take account of benefits to be received from any 
improvements they make to the property, or losses to be suffered from its 
misuse. 

The period between rent reviews will also affect rental value, particularly in 
times of inflation. Rather than taking a view on revenue and costs over a single 
year, a potential tenant will bid a rent which reflects his expected revenue and 
costs over the period in which the rent will be fixed. Theoretically, the rent 
offered will tend towards the (discounted) average expected surplus per 
annum over the rent review period. If profit is expected to rise in line with 
inflation, the longer the period between rent reviews the higher will be the 
rent that tenants will be willing to pay. Under a three-year review arrangement 
tenants should be willing to increase their rent bids, and therefore accept 
lower profits in the first year than they would accept under an annual review 
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arrangement, in the expectation of making higher profits in Years 2 and 3. If 
that seems dubious, there can be little doubt that a tenant subject to 14-year 
reviews would be willing to offer a Significantly higher rent than if faced with 
annual reviews (in times of inflation). 

It is therefore not simply the physical quality of a property, but the terms or 
conditions of the lease which affect its rental value. Other relevant conditions 
are whether rent is paid in advance or arrears, and whether landlord or tenant 
is responsible for the repair and insurance of the fixtures. 

The security of tenure provided to farming tenants, the keen competition 
to obtain the few farms available for let, and the basis on which farm rents are 
reviewed has led to the situation where rents offered on the open market are 
occasionally well above the level that could be justified on the grounds of 
farming profitability. What is being offered on such occasions is an extra 
amount in the form of a premium, called 'key money'. This is offered in the 
hope of obtaining the tenancy and the associated security of tenure, in the 
knowledge that at subsequent reviews the rent will be adjusted to the market 
rental value. The payment of 'key money' implies that rents agreed at rent 
review tend to be below what many tenants would be able to pay, and it 
reflects the fact that the tenancy virtually guarantees an attractive self-
employed business for the tenant and his family in succession. Key money is 
not exclusive to farm property, it is also a feature of prime shop property in 
times of buoyant trading. Retailers may be willing to offer key money in order 
to ensure possession of a shop location which is considered critical to their 
business. 

Key money would not be paid on a year to year tenancy. It is paid only 
because security of tenure is guaranteed for a long period, either under a lease 
contract or by statute. 

Effect on rental value of the provision 01 fixtures 

Whereas land rent is a payment for pure land, let property normally includes 
buildings and other fixed equipment such as fences, drains and roadways. 
Thus the rent normally paid by a tenant to a landlord will incfude a payment 
for such fixtures, as well as for the land itself. 

It is not easy to distinguish the return attributable to buildings from the 
return attributable to land at any point in time. In the short run, a landlord 
would be willing to lease existing buildings as long as the rent received for 
them covered his short-run :;upply costs, e.g., repairs, insurance and manage-
ment. However, buildings would not be redeveloped when obsolete unless 
the landlord anticipated that he would receive a rent for them which would 
cover both the short-term supply costs and a sufficient return on the capital 
spent on the redevelopment. The extra rent (above that payable for pure land) 
which is just sufficient to induce the development of the buildings is the 
annual long-run supply cost of (or long-run economic return to) the buildings 
and fixtures. 



180 The Determination of Rental Value 

The annual costs of the buildings and fixtures in Table 14.1 can be consid-
ered as being the long-run supply costs, as they include a figure for deprecia-
tion. Thus if the buildings were let with the land, and if the landlord was 
responsible for repairs and insurance, then the rental value of the farm would 
tend towards £140 per hectare. That is a land rent of £100 plus £40 for the 
buildings and fixtures. 

Although such a theoretical division can be made between the rent 
attributable to the land and the rent attributable to the fixtures, it tends to 
be artificial and largely irrelevant. What we are interested in is the rental value 
of the whole property, land and fixtures combined, and at any point in time, 
the rent that tenants are willing to pay for fixtures will depend on their 
contribution to the profitability of the farm as a whole. Furthermore, in the 
case of modern urban property of investment quality, the existing buildings 
are likely to have a long projected life span. Except in the very long run, the 
buildings and fixtures are not variable, they are almost as fixed as the site on 
which they stand. 

Therefore, instead of assuming that buildings and fixtures are variable 
factors, we shall now regard the whole property -land and fixtures combined 
- as the fixed factor, with which the tenant occupier can combine variable 
amounts of labour, capital and enterprise in order to undertake his business 
activity (see Figure 14.5). 

If Figure 14.5 represents the same property as Figure 14.3, then the MRP 
schedule will be unchanged, but this time the cost per unit of the variable 
factors excludes the supply costs of the buildings and fixtures, and conse-
quently OP in Figure 14.5 is lower than in Figure 14.3. OQYX represents the 
tenant's total revenue from using the property for its most profitable use, and 
OPYX represents the total cost of the factors he provides, including his target 
profit. Therefore PQY is the surplus of revenue over costs - being the rent that 
efficient tenants would be willing to pay - and represents the property's rental 
value. 

The rental value PQY in Figure 14.5 must be greater than the land rent PQY 
in Figure 14.3 because it includes a return to the buildings and fixtures as well 
as the return to pure land. If the landlord pays all the costs of the fixtures, PQY 
in Figure 14.5 represents gross rental value, but if the short-run supply costs 
(such as repairs and insurance) are paid by the tenant and are therefore 
included in OPYX, then PQY represents the property's net rental value. 

This analysis provides us with a more useful concept of rental value than 
the land rent analysis: 

(a) because the property (land plus fixtures) is regarded as a single fixed 
factor under most circumstances (except when taking a very long-run 
view, or in the case of a property ripe for redevelopment); 

(b) because it separates the factors provided by the landlord, for which 
rent is paid, from the factors provided by the tenant (labour, materials, 
enterprise, etc.) which really are the variable ones. 
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(£) 

Q Rental value 
(Cost/unit of 

p variable 
I---------------~~- factors) 

Total cost of variable factors 
L-______________ ~--(Units of 

o X variable 
factors) 

Figure 14.5 Rental value as a surplus over the cost of using property 

Reverting finally to the three questions posed at the start of this chapter, we 
will conclude that: 

• rent is paid for the use of property when prospective tenants in competi-
tion consider that the revenue-earning potential of carrying on a busi-
ness activity on the property exceeds the costs of the factors which they 
must provide (including normal profit); 

• the amount of rent paid for the use of a property (rental value) will tend 
towards the surplus expected by efficient tenants after deducting their 
expected business costs (including normal profit) from the revenue they 
expect from using the property for its most profitable use; 

• the rental value of a property will change over time according to changes 
in the expected surplus of revenue over costs. 

The following conclusions are also worth stating: 

• The surplus concept envisages rental value as an 'expected super-normal 
profit', which competition forces tenants to pay to the landlord. 

• Rental values will tend to vary according to changes in the profitability of 
the type of business for which the property is best suited. 

• A property's rental value will depend not only on the physical land and 
buildings but on the terms of the lease, including, e.g., the length of the 
lease, rent review period and repairing covenants. 

• The greater the rental value of a property, the more intensively it will tend 
to be used. 



15 Rental Value - a Demand 
and Supply Analysis 

Introduction 

Rental value is the market price (per annum) of occupying property, and 
market prices are determined by the interaction of demand and supply. So, 
rental value is determined by demand and supply, specifically by occupation 
(or tenant) demand and the supply of property to let. 

The concept of rent as a surplus is essentially a demand-side theory. Rather 
than providing a full explanation of rent determination, it helps to explain 
occupation demand and the maximum rent that a tenant might be willing to 
pay. Nonetheless, the surplus concept is particularly useful in explaining the 
rental value of farmland and prime High Street shops, because in these cases 
supply tends to be very inelastic and rent is essentially demand determined. 
However, in the cases of office and industrial property, the supply side is much 
more important and an understanding of rent determination requires a 
detailed insight into both supply and demand. 

Using conventional static analysis, rent determination is illustrated in Figure 
15.1A. From an equilibrium level of rental value, R, occupation demand rises 
from 0 to 0, (say as a result of an upturn in economic activity after a 
recession), and with short-run supply being inelastic (curve 55,) rental values 
rise to R,. By increasing the profitability of development, rising property values 
induce an increase in supply, but only after a time lag, as represented by the 
(relatively elastic) medium-run supply curve (Sm). So rental values would tend 
to settle back to R2 , as indicated by the intersection of curves 0, and 5m , 

assuming no further change in demand. 
The normal experience of office rents in any individual town is that, 

whereas rents can rise quite sharply on an economic upturn, they tend to 
level off rather than fall when the supply of new property subsequently 
increases. That implies a further rise in occupation demand during the 
development period (to D2 , see Figure 15.1 B) to match the increased supply 
and maintain rents at R1 • 

However, in certain circumstances, the combination of a substantial 
increase in supply through development and a levelling off in demand in a 
subsequent recession can cause a substantial fall in rental values. If (see Figure 
15.1C) the rise in tenant demand to 0, caused rental values to rise to R" that 
could induce a rise in supply from 55' to 552 , which could cause rental values 
to fall back to R3 , almost as low as where they started. 

Something like this happened in the City of London office market in both 
the mid-1970s and the early 1990s (see Chapter 16). A sharp rise in demand in 
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the preceding boom caused rents to escalate, which together with a relaxa-
tion of development control, induced a development boom. When the 
resultant supply increase met the relatively stable (or slightly falling> demand 
in the subsequent recession rents fell dramatically. 

If demand fell back from 0 1 to 0, then rental values could end up at R<j, well 
below where they started, because although office supply is moderately 
elastic upwards in the medium run (through property development) in 
response to a rise in values, it is virtually inelastic downwards in response to 
a fall in values (because of durability). 

These illustrations provide some basis for the analysis of rent determination. 
The concepts illustrated by equilibrium analysis can be useful, but they are 
simplistic. With its many imperfections and its endemic time lags, the proper-
ty market is seldom in equilibrium, and the full complexities of the market's 
pricing of property cannot easily be conveyed by graphics. 

We will now proceed to examine the demand- and supply-side forces at 
work in the letting sector of the property market, drawing on relevant 
principles from elementary price theory. However, a word of caution may be 
in order beforehand. The significance of some of this content may be obscure 
to the reader without some understanding of elementary price theory. In 
particular, the reader should appreciate the significance of the elasticity of 
demand and supply, and be able to distinguish between changes in demand 
and supply which result from a change in price (movement along a curve) 
from changes in demand and supply resulting from a change in some other 
variable (a shift in the curve itself). Although care has been taken to explain 
most of the concepts, reference to an elementary economics textbook is 
recommended for the reader whose understanding of elementary micro-
economics is shaky. 

Occupation demand for business property 

The principle of derived demand 

From the point of view of the tenant, land and business property are factors of 
production and, as in the case of all factors, demand depends on their ability 
to produce goods and services when combined with other factors of produc-
tion. Therefore, the demand for a factor is a derived demand, derived from the 
demand for the products of the factor. For example, the occupation demand 
for dairy farms depends on the demand for milk and dairy products, the 
occupation demand for shops derives from the demand for retail goods, the 
occupation demand for factories is derived from the demand for manufac-
tured goods. 

So, through its influence on occupation demand, the demand for goods 
and services must influence rental value. That principle is implicit in, and 
illustrated by, the surplus concept of rent explained in the last chapter. 
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However, the surplus concept does more than illustrate the principle of 
derived demand. For instance, it shows how any exogenous change in factor 
costs (i.e. costs other than land) will tend to affect occupation demand with-
out any change in the demand for the products. But, although the principle of 
derived demand does not provide a complete explanation of demand 
change, it does explain the dominant influence on occupation demand for 
property. Changes in demand for the goods and services provided by busi-
ness tenants will affect both the level of output and the prices which they can 
charge for their produce, the two together determining the revenue and 
largely determining the expected surplus to be earned from using property. 

When the rent of arable farmland was rising simultaneously with a sharp 
rise in the price of corn during the Napoleonic Wars, it was assumed that the 
rising price of corn was being caused by landlords increasing rents charged to 
tenant farmers. It was the economist David Ricardo who pointed out that it 
was the rising demand for corn to feed the troops that had caused the price 
of corn to rise which then, by increasing tenant demand, was transmitted into 
rising rents 

Generally speaking, it is the aggregate power of consumers which deter-
mines tenant demand and rental values. Despite the element of monopoly 
power arising from the uniqueness of any individual property, landlords rarely 
have the power to raise rents autonomously. 

Income elasticity of demand 

With occupation demand for property being derived from the demand for 
the goods or services provided on the property, and with the demand for 
goods and services being sensitive to changes in disposable incomes, another 
useful concept in understanding occupation demand is income elasticity of 
demand. Essentially this is a measure of the responsiveness of demand to 
changes in people's incomes, defined as follows: 

. % change in demand 
Income elasticity of demand = ---~----

% change in incomes 

Property is said to have a strongly positive income elasticity of demand - in 
other words, changes in incomes tend to have a substantial direct effect on 
the occupation demand for property. Increasing real incomes over the post-
war period have ultimately been the principal cause of rising property values 
in the UK. However, different categories of property will have different income 
elasticities. Occupation demand for factories is more income elastic than for 
farms, because the demand for food is more stable than the demand for 
manufactured goods in response to changing incomes. Occupation demand 
for prime shops may be less elastic in response to a fall in average real incomes 
than is the demand for secondary shops. It is even conceivable that very old 
tenement flats may have a negative income elasticity of occupation demand, 
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i.e. be an 'inferior good' for which demand declines in response to a rise in 
incomes. 

The income elasticity of occupation demand is a major determinant of 
both the risk and growth potential of property investments. The variability of 
real incomes over the economic cycle has meant that occupation demand 
and rental growth for commercial and industrial property have followed a 
cyclical pattern. The greater the income elasticity of demand for a particular 
category of property, the greater will be its rental growth potential in times of 
economic recovery and boom, and the greater will be its vulnerability to 
falling rents and voids in times of recession. Conversely, there is evidence to 
indicate that the relatively stable demand for food results in relatively stable 
occupation demand and rental values for supermarkets and food stores." 2 

In seeking to explain occupation demand for business property, emphasis 
has been given to the concepts of derived demand and surplus profitability. 
That may be somewhat simplistic, e.g., demand for office and industrial space 
will also be affected by technological change. The widespread introduction of 
microcomputers into most office-based activities in the 1980s is likely to have 
had an effect on floorspace demand for reasons apart from its effect on 
corporate profitability and the demand for goods and services, either 
because the efficiency of computers reduces the need for office staff and 
(hence) floorspace, or because the requirement for computers increases the 
floorspace requirements per employee. However, need which is not backed 
up by purchasing power has no effect on demand, hence the emphasis given 
to how the financial power of the consumer tends to be converted into 
occupation demand by the producer. 

Price elasticity of demand 

Until now we have been concerned with the pOSition of, and shifts in the 
position of the demand curve. In turning to (price) elasticity of demand, we 
are now concerned with the shape of the demand curve. Price elasticity of 
demand is a measure of the change in demand which results from a change 
in price: 

. I" f d d % change in quantity demanded 
Price e astlclty 0 eman = h 

% c ange in price 

In the context of rent determination, it refers to the responsiveness of occupa-
tion demand to a change in rent. Does a rise in rent cut off demand and cause 
tenants to vacate property? Does a fall in rent attract a rise in demand? The 
concept is important to understanding property's risk and growth character-
istics. It helps to explain why rental values may continue to rise in buoyant 
conditions, rather than flagging after a brief spurt. 

Economic theory tells us that the elasticity of demand for a factor depends 
on the elasticity of demand for its product. The inelastic demand for food 
again explains the inelastic occupation demand for farms and foodstores. An 
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inelastic demand for his product implies that it is relatively easy for a tenant to 
pass on rising costs by raising prices for the goods or services he provides, 
thereby enabling him to sustain his rental payments. 

The elasticity of demand for a factor also depends on the price and 
availability of substitutes. There is no substitute for land and property in a 
general sense, neither are the major categories of property close substitutes 
for each other; an office is not a substitute for a shop. Although a factory, 
office or shop in one area might seem to be· a close substitute for a similar 
property in another area, the critical importance of location to property is a 
fundamental reason for the perception that property in general has a very 
inelastic demand. Precise location is particularly important to retailers. A shop 
on the 'wrong' side of a street, or beyond a few metres of 'dead' frontage, 
would not be regarded by retailers as a sufficiently close substitute for a shop 
in a prime location. The concept of demand elasticity helps to explain the 
large disparities in rental value between similar shops in different parts of the 
High Street. 

The individual nature of each building <e.g., in terms of size, design and 
layout) and the specific accommodation needs of different businesses 
accentuates the lack of substitutability of one property for another. Offices 
without air-conditioning are not regarded as an acceptable substitute for air-
conditioned premises by most firms in the financial services business in the 
City of London, nor is a suite of 50000 tt2 a close substitute for a suite of 
200000 fe. There is also evidence that the demand for new industrial rroper-
ty is less sensitive to rent than the demand for secondary property. Many 
tenants do not regard old property as a sufficient substitute for new and are 
willing to pay higher rents for new property. 

However, publicly owned property to let is clearly a close substitute for 
similar privately owned property. So where ample factory accommodation is 
made available by a local authority at restricted rents, tenant demand for any 
nearby privately owned accommodation would prove price elastic. Small rent 
increases in the private sector would encourage tenants to lease the local 
authority premises in preference, thereby preventing any sustained rental 
growth. 

In seeking to explain rental values, it is the demand to lease property that is 
relevant, but we must acknowledge owner occupation as the alternative 
means of occupation. Thus the cost and availability of owner-occupied 
premises will tend to affect the demand for rented accommodation. Firms 
which regard buying as an alternative to leasing will take account of the 
relative costs, particularly the cost and availability of finance (for purchase), 
expectations for future rental growth, and taxation relief on rent and interest 
paym.ents. 

The elasticity of demand for a factor depends on the scope for using it more 
(or less) intensively. As rents rise, tenants will strive to occupy less space. Yet in 
the case of business property there will be a limit to such savings if efficiency 
is not to be impaired. 
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The elasticity of demand for a factor also depends on its cost as a propor-
tion of total factor costs. So, the higher that rent becomes as a proportion of 
business costs, the more elastic will be occupation demand. For most occu-
piers of industrial and office property, rent is a relatively small proportion of 
total costs, again helping to explain the perception that occupation demand 
is relatively inelastic. However, the cost of occupation to a business is not only 
rent but rates, service charges and (usually) repairs and insurance and, in the 
case of prime High Street shops, rent and rates together tend to be an 
unusually high proportion of total business costs. The dramatic increase in 
the rates burden faced by many retailers in the recession of 1980-2, together 
with rent increases arising from the previous boom, had a particularly severe 
effect, forcing many retailers out of business and leading to a sharp increase in 
empty shops. 

When selecting a property to let, business tenants are making a long-term 
strategic decision of critical importance to the profitability of their business. 
While the level of rent is important it will frequently be outweighed by other 
considerations, and once in occupation the costs of moving (including possi-
ble loss of business goodwill) are a major disincentive to vacating existing 
accommodation. 

Before turning to the supply side of the price equation we will summarise 
the main principles identified so far. 

• Rental value is determined by the interaction of occupation (or tenant) 
demand and the supply of property to let. 

• Occupation demand derives primarily from the demand for the goods or 
services which the property is suited to provide, together with the 
expected profitability of that business activity. 

• With demand for goods and services being dependent on household 
incomes, particularly real disposable incomes, occupation demand is 
sensitive to changes in incomes and tends to vary over the economic 
cycle. 

• The demand for most property appears to be relatively price inelastic, 
probably due primarily to the lack of substitutability of one property for 
another, and to the fact that for most tenants rent tends to be a relatively 
small proportion of total costs. 

Supply of property to let 

Market supply and stock 

For simplicity, the illustrations at the start of this chapter were made by a 
consideration of changes in stocks. Demand was treated as the total amount 
of floorspace demanded by tenants (i.e. floorspace occupied by sitting 
tenants as we" as demand from tenants seeking tenancies), and supply as 
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f100rspace stock. But, more strictly, prices are determined by market flows. 
Rental values at any point in time are determined by demand from tenants 
actively seeking accommodation, and the supply of f100rspace being offered 
to let on the market. Market supply is neither stock, nor new additions to 
stock, nor net changes in stock. It is property for which tenants are being 
sought, and which will normally consist of both existing property being 
offered for relet and new property being let for the first time. 

The significance of the stock of property is in explaining long-term market 
supply, and consequently the general level of property prices over time. In the 
long run, supply depends on stock, but in the short-run supply can vary 
independently of changes in stock. 

The link between stock and market supply can be usefully illustrated by an 
analogy with gilt-edged securities. Over the post-war period the stock of gilts 
has varied substantially, reflecting changes in the government's borrowing 
requirement. New gilts are regularly being issued, and old ones redeemed. If 
new issues exceed redemptions in any year, stock must be increasing. and if 
redemptions exceed new issues, stock must be declining. If records of market 
transactions in gilts are investigated, it will be found that the amount of gilts 
being traded annually has varied roughly in line with changes in stock. So 
long-term supply is a function of stock. However, the volume of transactions 
day to day, or week to week, will vary independently of changes in stock, 
because investors' decisions to sell and buy are made in response to changes 
in variables such as inflation and interest rates. 

Similarly with property. The difference between development completions 
and properties demolished represents net changes in the stock of physical 
property. The long-run supply of property to let will tend to vary in line with 
long-run changes in stock, but the supply in any week, month, or even year 
will rise or fall not in response to changes in stock, but according to changes in 
such variables as consumer expenditure or the level of economic activity. 

The analysis is complicated by the fact that we cannot equate the physical 
stock of property with a stock of tenanted properties. The stock of both 
tenanted property and property investments can vary independently of 
changes in physical stock because of the existence of owner-occupied prop-
erty. In the post-war period, for example, the stock and long-term supply of 
tenanted farmland has been declining at a rate faster than the decline in the 
physical stock of farmland. landlords have been reluctant to relet farms which 
become vacant, due to the loss of the 'in-hand' premium. 

Conversely, over the same period, an opposite trend has taken place in 
prime commercial and industrial property. The stock of tenanted property and 
property investments has expanded at a rate greater than the expansion in 
the stock of physical commercial and industrial property. Taxation is very 
important in determining the relative cost to an occupier of owner occupa-
tion compared with leasing. and one important reason for the trend towards 
leaSing commercial and industrial property is that rent is an allowable 
expense against profit for corporation tax purposes. 
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The two elements of supply 

The market supply of commercial and industrial property to let at any point in 
time normally consists of existing property being offered for relet (or trans-
ferred from owner occupation) and new property being let for the first time. 
The ratio of existing supply to new supply will vary from place to place and 
from time to time, but due to the durability of property, existing supply tends 
to dominate. The annual supply of new offices to let in the City of london 
consistently averaged about one third of the total annual supply over the 
period 1973-80,4 but exceptionally in the late 1980s new supply exceeded 
the supply of existing property due to the development boom. In other 
locations and for other property types new supply would normally constitute 
a smaller proportion of the total. 

As existing offices are a close substitute for new offices of the same quality, 
tenants may largely be indifferent between them, and they are taken together 
as far as our demand analysis is concerned. However, in a supply-side analysis 
they must be examined separately, because the two elements of supply are 
subject to different influences. 

The supply of existing property being offered for relet at any point in time 
will depend on the number of tenants who have recently decided to vacate 
property. Tenants' decisions to vacate, like decisions to take up a lease, depend 
principally on their expectations for the future profitability of business activity. 
Thus, the supply of existing property for relet tends to vary inversely with 
changes in occupation demand. In times when economic activity and busi-
ness profitability are rising, occupation demand will tend to rise and the 
supply of existing property for relet will tend to fall, as sitting tenants continue 
in occupation. Conversely in recessionary conditions demand will tend to fall 
and supply to rise. 

The supply of existing property for relet is likely to be more stable than 
demand, as in most cases existing tenants would vacate at a break or at the 
end of a lease. The lengthy terms of most business leases in the UK tends to 
increase the stability of supply. 

The supply of new property to let at any point in time depends on decisions 
to develop new property, normally taken some time preViously. A full analysis 
of the determinants of development activity must await Part IV, but essen-
tially the volume of development activity depends on the level of expected 
development profit. The profitability of development depends on the differ-
ence between the value of the completed property and the total cost of 
development. Thus, when rental and capital values are rising relative to 
development cost, the amount of new projects will tend to increase. 

It is rising demand for commercial and industrial property which induces an 
increase in new supply, but after a time lag. The substantial time involved in 
development projects means that supply cannot respond immediately to 
changes in demand. The development period varies according to the type of 
property, but very approximately it will vary from a minimum of six months for 
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industrial property to five years or longer for major city centre commercial 
developments (the National Westminster Bank headquarters in the City of 
london took over 10 years from inception to completion). This long time lag 
before new supply can respond to increased demand makes it essential to 
introduce a time dimension into our analysis. 

Supply in the short run 

In the short run, both the new and existing elements of supply tend to be 
relatively inelastic. 

. I" f I % change in quantity supplied 
Pnce e astlclty 0 supp y = h" % c ange In pnce 

The short-run supply inelasticity of new property results from the time 
involved in site acquisition, design, obtaining statutory approvals and compe-
titive quotations and the construction process itself. We shall define the short 
run as the period which must elapse between the date that the decision is 
made to go ahead with a project, and the date when the property is com-
pleted and is available for occupation. So if new developments have to be 
completed before being offered to let then, by definition, the supply of new 
property is inelastic in the short run in response to changing price or other 
market conditions. 

However, an element of elasticity is introduced by the ability of developers 
to market property to let before completion, in fact even before the work has 
started. In times of rising occupation demand and rental values, developers 
tend to delay leasing until the project is nearing completion, whereas in times 
of falling demand developers tend to market projects early in order to reduce 
the risk of a rent void at completion. 

Although the supply of new commercial property is relatively price inelastic 
in the short run (meaning that an increase in values cannot induce a quick 
increase in supply), that does not mean that the short-run supply of new 
property is fixed. The supply of new property to let depends on development 
decisions taken some time previously, and at any point in time new supply 
may be on a rising or falling trend as a result of an increase or decline in 
development starts initiated at some previous date. 

The short-run supply of existing property to let also tends to be relatively 
inelastic to changes in rental value. Tenants do not normally reduce their 
space usage as a result of short-term rental-value increases, they are much 
more likely to reduce their space demand in response to failing consumer 
demand or profitability. One reason is the relative unimportance of rent in the 
total costs of most firms, another is the infrequency of rent review, which 
shields tenants temporarily from rental-value increases. The expense of 
moving to alternative accommodation is also a deterrent to giving up a lease. 
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However, rises in total occupation costs including rates appear to have 
caused an increase in the supply of existing shop property in 198~2, and in 
both the early 1970s and the late 1980s dramatically rising rental values of 
offices in the City of london caused a substantial trend towards decentralisa-
tion. Whilst some firms moved out of the City entirely, others made space 
savings by moving those members of staff whose presence in the City was 
unnecessary, retaining a smaller staff in reduced accommodation. 

Despite these examples it appears that, as in the case of new property, the 
supply of existing property is relatively price inelastic, and consequently the 
composite supply function must be relatively inelastic in the short run. 
Additionally, as noted earlier, the supply of existing property for relet is 
relatively stable, due partly to the influence of lengthy lease contracts. This 
indicates a relatively stable composite supply of property to let in comparison 
with the more volatile occupation demand, and we must therefore conclude 
that significant short-term rental-value changes normally result principally 
from changes in occupation demand. 

Supply in the medium run 

Whereas the short run has been defined as the time taken to develop new 
property, the medium run is probably best regarded as the period spanning 
the end of the short run to the length of an economic cycle, say up to ten 
years. Within this timespan both the new and existing components of supply 
are much more elastic than in the short run, and tend to vary cyclically. The 
supply of existing property to let will tend to increase in times of recession as 
tenants cut back their activities, close branches or go out of business. Con-
versely, existing supply will tend to decline in times of economic upturn and 
boom as business becomes more profitable. 

The supply of new commercial and industrial property tends to vary as a 
lagged response to changing values over the economic cycle. Due to the 
length of the development period for city centre office property, there is a 
tendency for developments which were initiated during an economic upturn 
or boom to be completed and made available to let during a subsequent 
downturn. Such trends will be examined in further detail in Chapter 16. 

Supply elasticity in the long run 

The significance of long-run supply elasticity is in the relationship between 
market price and development cost. In the notional case of perfect elasticity, 
supply can instantly respond to any increase in demand, thereby keeping 
price stable. More realistically in the case of manufactured goods, an elastic 
supply implies that price will tend towards production cost (including normal 
profits for producers). This is because market production ultimately depends 
on the existence of profit. A temporary availability of super-normal profit (due 
to market price exceeding production cost) will induce an excess of supply 
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over demand, thereby causing price to fall back towards production costs. 
Conversely, an absence of normal profit will tend to result in a fall in supply 
relative to demand causing price to rise towards production cost. 

The longer the production period and the more durable the product, the 
more important is a time dimension in the analysis. For instance, it is not 
possible to increase the stock of supertankers in response to a short-term 
surge in demand, and their durability resulted in a worldwide glut after 
demand for oil fell in the wake of the oil price shock of the 1970s. Thus, within 
the short to medium term, existing stock tends to be inelastic and price is 
mainly demand determined. But after a year or two in a rising market new 
supertankers can be built to meet demand, and even in a falling market new 
ships will eventually be required as existing stock wears out or becomes 
obsolete. So, market price must ultimately tend towards production cost. 

In the case of goods with a perfectly inelastic supply there can be no link 
between production cost and market price, except insofar as demand may be 
affected by the availability of a substitute good with an elastic supply. The 
price of a Rembrandt has no link with production cost (except insofar as 
potential buyers may regard the work of modern painters as a substitute). 

In translating these concepts to proper~ the analysis is complicated by its 
dual components, building and land, each having very different economic 
characteristics, e.g.: 

(a) the overall stock of land is fixed whereas that of buildings is elastic; 
(b) land is perpetually durable whereas buildings deteriorate and become 

obsolete. 

Whereas land is a finite natural resow-ce, buildings are essentially a manufac-
tured product somewhat like supertankers. They have a lengthy production 
period and, although relatively durable, they ultimately become obsolete and 
require replacement. 

It follows from the above that the proportion of land and buildings which 
comprises a property will tend to have a significant effect on its supply 
elasticity and value. The mix varies according to property type, location and 
quality. Farmland and prime High Street shops consist mainly of land (by 
value) whereas offices and industrial property are normally composed mainly 
of buildings. 

In the case of traditional farms, land is clearly the essential element. The 
bUildings <and other capital improvements such as fences, roads etc) are 
adjuncts which improve the effICiency of the land use. As the stock of land is 
inelastic, it follows that the supply of farms must be inelastic, even in the long 
run. Tenant demand must therefore provide the principal explanation for 
rental value and we cannot expect any direct relationship between value 
and building costs. 

The stock of prime High Street shops is also very inelastic, even in the long 
run. This is because of the importance of location relative to pedestrian flow, 
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and the inability to satisfy demand in that location by either spatial or vertical 
development. Demand is principally for the area fronting the street at street 
level (the so-called Zone A) and that space cannot be significantly increased. 
Prime Zone A space is as inelastic as the frontage of the prime shopping pitch 
in any town. Thus, the demand side of the equation must provide the principal 
explanation for rental value, and there will be no direct relationship over time 
with building costs. 

Although the stock of shop floorspace in any prime High Street location will 
tend to be inelastic, the stock of shops in general in any town or city will be 
much more elastic. In particular, the development of covered shopping 
centres and the trend towards out-of-town shopping pose a major threat by 
providing a more Clttractive or convenient alternative to the shopper. The 
traditional prime shopping pitch is also vulnerable to changing transport 
facilities or town centre redevelopment which can change established pat-
terns of pedestrian flow. The inelastic stock of prime traditional shops does 
not, therefore, guarantee rental growth in the context of rising consumer 
expenditure. The availability of an attractive substitute with a relatively elastic 
stock (e.g., shopping centres) could result in a decline in occupation demand. 

In contrast to farms and prime shops, the stock of office and industrial 
space is much more elastic in the long run. Within the constraints of planning 
control, office demand can be met by building vertically and by transferring 
land from other urban uses. In the case of industrial property precise location 
is normally less critical, and adequate land with planning permission is 
normally available to satisfy demand. This stock elasticity means that the 
supply side of the price equation is much more important than for farms 
and shops, and in the long run one would expect values to show a close 
relationship with development cost. 

However, the supply elasticity of office and industrial property will vary 
from one location to another. In places such as Mayfair in london where 
office development is strictly controlled, values will be demand determined. 
Similarly, in fully developed urban areas, the scarcity of land and the inability 
to satisfy industrial demand by vertical development will result in an inelastic 
supply of industrial property. Only in locations where supply is elastic can we 
expect values to have a close long-term link with development cost. Yet even 
in the examples above the link is not entirely broken because tenant demand 
will be affected by the availability of cheaper accommodation in substitute 
locations where supply is elastic. 

The supply elasticity of offices and industrial property over the country as a 
whole provides the long-term link between market values and inflation. The 
dominance of construction cost in total development cost, and the close link 
between construction cost and the rate of inflation, means that the value of 
office and industrial property will tend to keep pace with inflation in the long 
run. But in the cases of farmland and High Street shops, any link with inflation 
must have a demand side source, e.g., disposable incomes or consumer 
expenditure. 
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A close long-term link between development cost and market value can 
only exist for modern or modernised properties, whereas any individual 
property's value must decline through obsolescence. Furthermore, the link 
requires a generally stable or rising demand for f1oorspace. In the context of 
falling demand, all property has an inelastic supply due to durability. If there is 
a surplus of floorspace there can be no link with development cost, and 
inflation cannot provide a support to values, except in the very long run. 
Ultimately, all property will become obsolete and will need to be replaced, so 
values must tend towards development costs again. But ultimately the indivi-
dual property is obsolete, so in the context of falling demand, no property is a 
guaranteed hedge against inflation. 

We will conclude this supply-side section with the following salient points. 

• Market supply is the amount of space being offered to let which, at any 
point in time, will normally consist of two components, new and existing 
property. 

• In the short run, the supply of the four main property types tends to be 
inelastic, and rental values are primarily demand determined .. 

• This applies also in the cases of farms and High Street shops in the long 
run. However, the relatively elastic supply of office and industrial property 
in the long run means that there should be a long-term relationship in 
these cases between values and development costs. 

• The post-war investment performance of prime shops can be explained 
by the rental growth arising from the combination of a strongly positive 
income elasticity of demand and a long-term inelastic supply. 

• In the cases of office and industrial property, the long-term link between 
value and development cost in the context of rising demand has tended 
to make such property a hedge against cost-push inflation. 

• In the context of falling demand, the link with development cost is 
broken and inflation will not provide a support to values .. 

• We have developed two conceptual parameters to our theory of rent 
determination, (a) the demand-side (surplus) concept, which sees rental 
value as a super-normal profit, and (b) the supply-side concept, which 
envisages rent as an annualised development cost. In most circum-
stances, the explanation for a property's rental value will lie somewhere 
in between. 

Cross-sectional analysis 

It is important to distinguish between cross-sectional and time series analyses. 
The former seeks to explain differences in values at any pOint in time, e.g., 

(a) between one property and another in the same location; 
(b) between one location and another. 
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Time series analysis seeks to explain value trends over time, e.g., 

(a) for any individual property; 
(b) for any sub-market; 
(c) for UK property as a whole. 

The concepts discussed so far in Part III are relevant to both forms of analysis, 
and their application is illustrated further in Chapter 16. However, in this 
section factors explaining rent differences between individual properties and 
different locations will be identified. 

The rental value of any individual property depends on the demand for it 
from prospective tenants, and the demand depends on its efficacy in fulfilling 
the function for which it is used. That follows from the concept of rent as a 
surplus. The value of a business property will be maximised when its size, 
layout and design maximises the difference between revenue productivity 
and user cost. In other words the rental value (per ft2) of a commercial or 
industrial property will be maximised when it maximises the tenant's profit. 
The building may be required to attract business customers, it should provide 
the services essential to efficient use, and be of such construction as will 
minimise recurrent expenses such as heating and maintenance. 

Of dominant importance in understanding the demand for any urban 
property is its location, both in a regional as well as a local sense. Once built, 
a property cannot move to where demand for its services is high. It is 
dependent on attracting demand where it stands. If all business activity was 
transacted by telecommunication, location would be of minimal importance, 
but business frequently involves the transfer of goods or face to face contact 
between people, and the movement of people and goods is both expensive 
and time consuming. location is critical to business property, because it 
determines the convenience and travel costs of customers and employees, 
and the transport costs of goods and raw materials. 

More specifically, the proximity of a labour force and road, rail (and perhaps 
sea or air) transport facilities is important to the profitability of manufacturing 
or wholesaling, and thus to the value of factory and warehouse premises. 
Similarly, the proximity of urban transport facilities and the volume of pedes-
trians in an adjacent street is crucial to retail turnover, profitability and the 
value of shops. The proximity of transport for customers and workers, and the 
availability of car parking, is important to office property. With a traditional 
radial transport network, the most accessible part of a town is normally the 
centre. Consequently, shopping and commercial activities have been 
attracted there, and that is where property values tend to be highest. 

Whereas a general store in a residential area might benefit from being 
isolated from competition, most commercial businesses enjoy a symbiotic 
relationship with other similar or related businesses. Shops will tend to locate 
beside other shops in order to take advantage of the custom attracted there, 
even if in direct competition, e.g., jewellers often locate beside other jewellers, 
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and shoe shops beside other shoe shops. Although not so dependent on 
passing trade, the professions and certain other businesses benefit from the 
complementarity of their activities. Accountants, solicitors, surveyors, and 
bankers are to some degree interdependent and gain from close physical 
contact. Perhaps the ultimate example of interdependence influencing busi-
ness location is in the City of london, where stockbrokers and securities 
traders are attracted by the presence of the Stock Exchange, insurance 
companies and brokers are attracted by lloyds (the insurance market), and 
banks are attracted by the Bank of England and the money markets. 

A detailed examination of urban values can reveal subtle and sudden 
changes which might at first seem inexplicable, particularly in the case of 
shop property. Shops on one side of a street may have rental values substan-
tially different from similar shops on the other. Even on the same side of the 
street, shop values can change dramatically within a few metres. A busy 
urban street can prove a subconscious barrier to pedestrian shoppers, dis-
couraging a look at shop windows on the other side, and a few yards of 'dead 
frontage' interrupting a continuous succession of shops will deter investiga-
tion beyond. With much city centre shopping being undertaken on impulse or 
in response to window display, the volume of pedestrians on the adjacent 
street is crucial to a shop's turnover, and the volume of pedestrian flow can 
change markedly within a few metres. 

At an inter-urban or regional scale, shop rental values will vary primarily 
according to differences in the spending power of the local population, which 
in turn will depend upon the health of the local economy. But the value of 
shops in certain locations, e.g., Central london and Edinburgh, can also be 
substantially affected by the impact of spending by tourists. 

There is a wide variation in prime High Street shop rents in towns and cities 
across Britain. That is what one would expect. With an inelastic supply, shop 
values are primarily demand determined, and demand will vary from town to 
town according to the size and wealth of the local population. However, the 
same disparity of values across the country is not seen for prime industrial or 
even for prime office property. That supports our theory of the significance of 
supply elasticity. If industrial and office values are ultimately related to devel-
opment costs, and if development costs vary little from one location to 
another, then one would expect to see some similarity of values across the 
country for properties of similar quality. 

The reader who found this chapter confUSing is recommended to continue on 
to the next chapter before reading this chapter again and, if necessary, 
referring to an elementary textbook on price theory. The practical illustrations 
in Chapter 16 should help to consolidate an understanding of the rather 
theoretical concepts in this chapter. 



16 Rental Value and the 
Sub-Market 

Introduction 

So far in Part III we have examined the theoretical background to rent 
determination, identified pricing concepts and explained their relevance. 
While emphasising, e.g., the significance of time lags and elasticities in the 
property market, little attempt has been made to quantify these because 
they will vary from one type of property to another, from place to place and 
from time to time. The objective is for the reader to understand the concepts, 
recognise their application and thereby make judgements about their signifi-
cance to rent determination in any particular circumstance. 

The property market is not a single entity but a system of diverse but 
interrelated sub-markets. Trends in UK property are merely an aggregation of 
trends in an infinite number of sub-markets, distinguished according to, e.g., 
use type, location, quality and size. The value of any individual property or 
sub-group of properties is determined by the forces of demand and supply 
acting in its own sub-market. The theory of rent determination developed in 
Chapters 14 and 15 will now be applied to explain rental values in the 
individual sub-market, with particular emphasis on the three principal types 
of investment property - shops, offices and industrial property. 

Farmland 

It should be clear from Chapter 14 why the rental value of farmland varies 
from one farm to another. Soil fertility is clearly of dominant importance 
because fertility primarily determines the crop which can be grown, its yield 
and quality. Consequently. the most fertile land tends to have the highest 
rental value per hectare. The location of a farm is also important, due partly to 
variations in climate which affect productivity, and partly with respect to 
markets and centres of population, which affect transport costs and the level 
of local demand. Although improvements in transport have substantially 
reduced the impact of location on farm rents since the time of von ThOnen, 
ferry costs are still a significant factor determining the use and rental value of 
agricultural land in the Northern and Western Isles of Scotland. Small changes 
in rental value can sometimes be observed when a sugar-beet factory or 
barley-malting plant opens up or is closed down in an area, as this will tend 
to affect the most profitable crop of local farms, and the surplus which can be 
earned. 

198 
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A farm's rental value per hectare will also be affected by its size (highest 
rents tend to be paid for arable farms in excess of 200 hectares), the compact-
ness and layout of land and buildings, and the adequacy and condition of the 
farm buildings, fences, land drains and other fixtures. All these and other 
factors must influence rental value as they will affect the surplus which can 
be earned by using the farm. 

In view of the inelastic supply of farmland, rental value trends will depend 
on changes in revenue productivity relative to farming costs. The post-war 
growth of values was due to the rising profitability of farming through, e.g., the 
introduction of improved seed varieties, pesticides and weed killers which 
increased the volume and quality of crops, and improvements in livestock 
breeds, animal health and husbandry which increased the output of dairy 
and livestock enterprises. Mechanisation has reduced harvest losses and the 
real cost of labour, and grain drying and crop storage systems have enabled 
farmers to gain from the higher prices which prevail beyond the harvest 
season. These and many other factors, including improved knowledge and 
farm management skills, have all contributed towards a rise in the surplus to 
be gained from farming land, and consequently a rise in occupation demand. 

Of dominant importance to farm rents are the prices received for the sale 
of farm produce, and whereas the relatively high prices set by the European 
Community for grain, meat and dairy products boosted UK farming after 
Britain's entry to the EC, a decline in prices relative to farming costs has 
resulted in a significant fall in rental values since the mid 1980s. Future trends 
in farm rents and investors' returns from farmland are likely to be primarily 
determined by the level of prices set by the EC. However, different farms will 
be differently affected. Rents of low-ground cropping farms will vary with the 
price of cereals and other crops, rents of dairy farms will be closely related to 
the price of milk and dairy products, and rents of upland farms will depend on 
the prices of beef and mutton. 

Retail property 

Cross-sectional analysis 

Before turning our attention to shop property, it is worth considering the case 
of petrol filling stations. These do not occupy a major place in the property 
investment market because, just as the ownership of public houses has been 
dominated by the major brewers, the large multinational petrol companies 
own the majority of prime filling stations to make petrol retailing an integral 
part of their business. However, petrol stations are worthy of attention 
because they provide a peculiarly simple illustration of the relationship 
between location, sales turnover, profit and rent 

The figures below represent the annual income and returns from two 
similar filling stations, and illustrate how the concept of rent as a surplus can 
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help to explain rental value differences between one property and another. 
Although station 8 has half the turnover of A, its rental value is only one third, 
because the factors of production provided by the tenant are being used 
less efficiently, and operating costs are therefore a higher percentage of 
revenue. 

Station %of Station %01 
A gross 8 gross 

profit profit 

Throughput (gallons p.aJ 1000000 500000 
Cross margin per gal., say 15p 15p 
Gross profit £150000 £15000 
Operating costs, say £60000 40% £37500 50% 

£90000 £37500 
ReqUired net profit, say £45000 30% £22500 30% 
Rental value £45000 300;. £15000 200/0 

In fact, this probably underestimates the rent differential between the two 
stations. The gross profit margin per gallon of petrol would tend to be greater 
for the larger station due to the discount offered by petrol companies for bulk 
sales. Also, in contrast to station 8, the throughput of station A is sufficient to 
attract petrol companies to bid for the tenancy, and petrol companies are 
willing to accept lower profits on petrol sales than would be acceptable to 
other operators, thus enabling them to offer higher rents. The required net 
profit here should be considered as including interest on capital. 

According to the theory of optimal factor combination, the higher revenue 
productivity of station A means that the site would tend to be developed 
more intensively. It would tend to be more fully modernised and have a 
greater number of pumps, bigger storage tanks and a larger forecourt. Total 
operating costs would therefore tend to be higher than for station 8, but 
operating costs per gallon sold would be lower, leaving a higher residual 
available to pay in rent. 

Despite petrol companies' propaganda, quality varies little between brands, 
and in the modern self-service station there is little service provided Petrol 
stations essentially provide a single, virtually identical product, and customers 
tend to buy principally according to need, convenience and price. It is the 
stations with the largest throughput which will be best able to provide 
motorists with the keenest price, and stations with the highest throughput 
are those located adjacent to the greatest volume of traffic. Therefore by far 
the most important factor determining the rent of a petrol station is its 
location relative to traffic flow and other competing petrol stations. 
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Figure 16.1 Shop location and pedestrian flow 

Similarly, in the case of traditional High Street shops it is location relative to 
the volume of pedestrian traffic in the adjacent street which is outstandingly 
the most important determinant of turnover and rental value per ft2. Two 
shops, even in close proximity, can have completely different values depend-
ing on the volume of pedestrian flow in the street on to which they front. The 
two shops (A and B in Figure 16.1) are deemed to be identical in every respect 
except that A fronts on to the busy High Street, and B on to the quieter Back 
Street. The relationship of turnover and rental value can again be explained by 
the surplus concept, as illustrated below: 

Shop %of Shop %of 
A turnover B turnover 

(£) (£) 

Sales turnover (exc. V.AI) 1000000 500000 

Gross profit 300000 300/0 150000 30% 
Operating costs 150000 15% 100000 20% 

wages, rates, etc. 
150000 50000 

Required net profit 50000 5% 25000 5% 

Rental value 100000 100/0 25000 5% 

As with the petrol station, these figures should be taken as being merely 
illustrative of the relationship of turnover to rent. Turnover, gross margins and 
profit levels vary substantially according to the type of retail business. How-
ever, the example shows that the differential in rent tends to be greater than 
that of the turnover of the two shops. Shop A has double the turnover but 
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four times the rent, and with a sharply different investment yield as between 
prime and secondary locations, the capital value of Shop A could be eight 
times that of Shop B. 

In contrast to filling stations, shops do not offer identical products, nor is the 
quality of service uniform To a greater extent than the motorist, the shopper 
will seek out a specific shop because of its reputation, or due to previous 
experience or loyalty. Nonetheless, as the shopper will wish to avoid excessive 
travelling and walking, convenience of shops to transport facilities is impor-
tant, and as many purchases are made on impulse or as a result of window 
display, the volume of pedestrians on the adjacent street is crucial to sales. 
High rents are thus usually paid around bus or train termini or underground 
stations, particularly by such retailers as newsagents, fruiterers and florists. 

As already mentioned, most shops enjoy a symbiotic relationship with each 
other, i.e. they benefit mutually from close proximity as they feed off each 
other's custom Because of the drawing power of such national multiple 
traders as Marks & Spencer and Boots, highest rents are often paid for shops 
in close proximity to such 'magnet' traders, and despite the high rents 
payable, these multiples seek occupation of the best trading pitches in order 
to maximise turnover and profit. The presence of 'magnet' traders, a good mix 
of retail type, and the minimisation of 'dead frontage' (i.e. premises occupied 
by banks, building societies and betting shops), are factors crucially important 
to the success of modern shopping developments. 

Rental values vary from one pitch to another within a street, from one 
street to another within a town, and from one town to another. The general 
level of shop rental values in any town centre must tend to be determined by 
the stock of shops in relation to the spending power of the population in the 
catchment area served by the town centre. The retail spending power of a 
population depends on the size of the population, its wealth and level of 
disposable incomes . 

• Generally speaking, the larger the town and the greater its prosperity, the 
higher is the level of prime shop rental values. 

Time series trends 

The performance of shop rents in real terms over the twenty-year period 
1972-92 is shown in Figure 16.2 in relation to retail sales volume and retail 
profits. The impact of economic cycles on both rents and retail profits is clear, 
both being much more volatile than the volume of retail sales which is also 
influenced by the cycle. There is a close coincidence between the trends, 
peaks and troughs in retail sales and shop rents, at least until the early 1980s. 
During the recession of 1980-2 it was the policy of many retailers to maintain 
sales volume at the expense of profit margins, and it may have been the need 
to rebuild profit levels which delayed until 1984 the upturn in rents in response 
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Figure 16.2 Shop rents, retail sales and profit 

to the rise in retail sales. Generally, retail rents appear to have lagged trends in 
profits somewhat since the 1970s and also lagged the 1988 peak in retail sales. 

Not only is the national level of rents constantly changing but the inter-
town and intra-town structure of rents is also dynamic, resulting in 
substantially different growth performances for shops in different locations. 
The rental growth of the individual shop will be influenced by retail spending 
in its immediate location. That, in turn, will depend on loca~ regional and 
national economic trends, together with any local changes in shopping 
habits, or the pattern of pedestrian flow arising from, e.g., street pedestrianisa-
tion or the development of a new shopping centre. As the property investor is 
primarily concerned with future rental growth, he has plenty to think about 
when selecting shops for his portfolio. 

Highest growth in retail sales will tend to take place in towns with both a 
rising population and a growing economy. Of particular importance to any 
town or region is the performance of its base industries. Towns whose econo-
mies are dominated by a single industry, or where employment is largely in 
declining industries such as mining or shipbuilding would not provide an 
attractive context for retail investment. 

One interesting aspect of this subject is how rental growth varies according 
to town size. Over the period 1965-78, the Hillier Parker research team found 
that shop rental growth in medium-sized towns in England and Wales 
consistently outperformed rents in both smaller and larger towns.1 However, 
over the period 1977-86, their sample of smallest towns emphatically out-
performed the three other size categories.2 Furthermore, since the early 1970s 
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shops in large cities (excluding london) have performed best in economic 
booms and relatively badly in recessions, producing volatile growth trends in 
comparison with shops in smaller towns. Similarly, Healey and Baker3 found 
that their largest category (major regional centres) performed worst in the 
recession of 1980-3 and best in the recovery of 198~. Conversely, the 
smallest category (smaller sub-regional centres) performed best in the reces-
sion and worst in the upturn. 

These trends must all have their foundations in economics, socio-econom-
ics and demographics, but proving their cause is not easy, nor is it obvious 
which trends are 'one off', temporary or long-term. The volatility of rental 
growth in cities might be explained by their industrial base and their relative 
vulnerability to the economic cycle compared with the more rural based 
economies of small towns. A long-term underperformance of shops in large 
cities (excluding london) may be due to a combination of population decline, 
the problems of manufacturing industry, traffic congestion and inadequate 
car parking in city centres or, more recently, the development of 'out of 
centre' shopping. The rising burden of rates has also fallen particularly heavily 
on prime shops in cities. 

Shop rental growth in central london has occasionally followed a different 
trend from the rest of the country, illustrating a negative correlation with UK 
retail sales in the early 1980s. Both Hillier Parker4 and Healey & BakerS have 
identified a positive correlation between central london shop rents and the 
number of visitors to london. The number of overseas visitors is particularly 
affected by the strength or weakness of the pound sterling. In times when the 
pound is weak relative to other currencies, overseas tourists are attracted by 
the cheapness of British goods and a holiday in the UK. Visitors are particularly 
attracted to Oxford Street and the other main shopping streets of the West 
End of london, where changes in tourist expenditure have been reflected in a 
change in rents after a time lag of about a year. 

Another interesting comparison is rental ~rowth for prime shops compared 
with secondary. According to Hillier Parker, secondary shops outperformed 
prime in the first half of the 1980s in all locations measured except for parts of 
inner london. It would be dangerous to ascribe reasons for this trend, but in 
the case of shops the quality classification is essentially due to location, and 
there is no law in land economics which states that rental growth in prime 
locations need exceed that elsewhere. 

Trends in retailing 

The 1980s saw widespread changes in the business of retailing which have 
enormous significance for retail property. This section will briefly outline some 
of the more important trends and discuss their Significance. 

Perhaps the most important trend in the 1980s was the move to 'out-of-
town' or 'out-of-centre' locations by retailers of food, 'do-it-yourself (DIY) and 
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bulky items such as furniture, electrical and 'white' goods (e.g., refrigerators, 
washing machines), together with a growing dominance of national traders at 
the expense of 'independents'. The trend out-of-centre was founded on the 
expansion of car ownership, traffic congestion in town centres and the 
relatively low cost of land in peripheral locations. This allows extensive car 
parking and large floor areas which, in turn, enable retailers to provide wider 
choice and price discounts due to economies of scale. 

The move out of centre by food retailers coincided with a demand for 
flexible shopping hours and 'one-stop' shopping due to an increase in the 
number of single-person households and housewives with daytime jobs. 
These trends resulted in the development of shopping centres at the expense 
of local neighbourhood shops and a sharp reduction in the number of High 
Street supermarkets. Whereas, out-of-centre provision for food retailing has 
typically been in the form of 'superstores' of some 50000 ft2, retailers of bulky 
goods have been housed in retail warehouses, normally within an integral 
'retail park', designed for the person shopping by car, enabling him to take 
away his purchases rather than depend on subsequent delivery. 

The 1980s saw the continued development of covered shopping centres, in 
town centres, out-of-centre and out-of-town, providing greater comfort for 
the shopper, facilitating one-stop shopping and, particularly at the level of 
'regional' centres, exploiting the trend towards mixing shopping with leisure. 
Arguably it is major regional or sub-regional centres such as those at Brent 
Cross in north London and the Metro Centre at Gateshead which pose the 
greatest threat to the traditional town centre. As well as extensive shopping 
facilities, they provide many of the leisure attractions of the town centre, such 
as restaurants, cinemas and ice rinks. With the facilities in a warm and 
comfortable ambience, these centres are an attractive alternative to the 
town centre for a 'day-out' for families and young people. 

The move out of town reversed an earlier post-war trend which had 
resulted in a reduction in the number of suburban and local shops and a 
concentration in town centres. However forecasts of continuing decline and 
the ultimate demise of traditional shops are probably exaggerated. Develop-
ment of regional centres is likely to be tightly controlled by planning autho-
rities, and the out-of-town trend may be mainly restricted to the retailing of 
food and bulky goods. This implies that out-of-town shops will satisfy need 
and convenience, whereas town centres will provide pleasure and 'compar-
ison' shopping, e.g., for clothing, fashion and jewellery. However, to compete 
with out-of-town locations, many town centres will need to improve access-
ibility, and provide a more attractive environment and enhanced facilities. 

The alternative of continuing decline for town-centre shopping would 
prove disastrous for shop values. Whereas the inelastic supply of prime 
traditional shops boosts rental growth in times of rising demand, the effect is 
reversed in times of falling demand. There would be no support for values in 
the event of a major decline in town-centre shopping. 
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Property type and rent determination 

In the cases of farmland, petrol stations and traditional shops, we have 
illustrated the determination of rental value by the theory of surplus. In fact, 
farmers and retailers often assess the rent that they can afford to pay by 
deducting expected costs from expected revenue, in much the same way as 
we have shown. Surplus theory is particularly relevant to these property types 
because of supply inelasticity, the element of scarcity, and the close relation-
ship between the individual property and the earning capacity of the business 
appropriate to it. To a greater extent than office or industrial property, the 
occupation of a farm, filling station or a shop virtually guarantees to the 
competent tenant a certain level of income. In other words, the profitability 
of farming and retailing (in a prime location) is closely tied to the land. But the 
profitability of carrying out a business in office and industrial property is less 
dependent on the property occupied. In these cases, a demand and supply 
approach is more appropriate. 

The surplus theory should not be interpreted too literally. In deciding what 
rent to offer, the prospective tenant will be influenced by rents paid for 
comparable properties. He is not likely to offer more rent than he considers 
necessary to win the tenancy. 

The surplus theory assumes strong competition between tenants to obtain 
a tenancy. Thus, with competition greatest for prime locations, the theory may 
provide a more valid explanation for prime rents than for other locations, and 
for prime High Street shops than for shops in general {where supply is much 
more elastic}. With shop rents more flexible upwards than downwards, it is 
probably also a better explanation for rising rents in times of boom than when 
rents are static or falling. Intense competition between retailers in the period 
1986-9 was a major cause of the rental boom and, arguably, caused rents in 
some locations to rise too high at the expense of retailers' profits. 

The dominance of national multiple retailers in prime locations, and their 
willingness to offer rents beyond what could be justified on the basis of short-
term trading prospects, may seem to raise doubts about the theory's applic-
ability. In contrast to independent retailers, the national and international 
multiples frequently offer whatever rent they consider necessary to locate in 
a prime pitch, in apparent disregard to surplus profit. In fact, such policies do 
not refute the surplus theory. The multiples are merely taking a longer-term 
view than would be taken by independent traders. The multiples are taking 
strategic decisions to occupy the locations which they feel will provide 
attractive profits in the long term. As established traders (and public compa-
nies), they have the financial resources to sustain short-term low returns from 
some of their outlets in the cause of maximising longer-term profits. Fre-
quently, however, the multiples will also be able to outbid independents on a 
short-term view due to their economies of scale, including bulk purchasing of 
goods from manufacturers or suppliers. 
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Measuring market forces 

Before proceeding to examine the determination of office rents we need to 
look briefly at the mechanism by which property changes hands. In the stock 
market, buyers and sellers do not deal with each other but with specialist 
dealers. Because sellers don't need to seek out a buyer before trading (or vice 
versa), there is no delay in transactions. Prices are quickly sensitive to even 
minor changes in supply and demand as market makers respond to increased 
buying or selling pressure by raising or lowering prices. 

The dealing mechanism is radically different in the property market. There is 
no equivalent of the market maker, primarily because of property's hetero-
genous nature. The unique characteristics of any property interest means that 
a potential tenant or investor must spend time and money investigating 
whether a property meets his needs and, if so, what he should pay in terms 
of rent or price. A double transaction, from seller to dealer and from dealer to 
buyer, is not financially viable. 

The time necessarily involved in a tenant finding a suitable property means 
that it may be months before a transaction takes place. Thus even in an active 
and healthy letting market there must tend to be a considerable pool of 
property available to let (i.e. the supply of property to let). Equally, there will 
be temporarily frustrated tenants looking for suitable property to occupy 
(occupation, or tenant, demand). If supply and demand are broadly in bal-
ance (in terms of floors pace), rental values will tend to be stable in real terms, 
and rising gently in times of inflation. 

Whereas the supply of space available to let may be quantified through 
advertisements and literature provided by letting agents, occupation demand 
at any point in time is difficult to measure because firms do not normally 
advertise their space needs. Changes in the balance of demand and supply 
can best be identified by changes in the amount of extra space being offered 
to let ('additional supply'), and the amount of space successfully let ('take-up') 
within the same period. Take-up is not a measure of demand, it is a measure of 
letting transactions or satisfied demand. However, a rise in take-up in condi-
tions of ample supply would tend to indicate a rise in demand. If additional 
supply exceeds take-up, then supply is rising, and probably rising relative to 
demand. If take-up exceeds additional supply, then supply is falling, and 
demand is probably exceeding supply. Take-up and additional supply (which 
includes existing, new and refurbished property) are the two dynamiC indica-
tors of market trends. 

This analysis, which is particularly relevant to office and industrial property, 
is illustrated in Figure 16.3 for City of london office f1oorspace. When addi-
tional supply exceeds take-up, total floorspace availability (supply) is rising, 
and vice versa. Figure 16.4 illustrates the correlation between changes in 
rental growth and 'market balance', i.e. the balance between take-up and 
additional supply. Rental growth trends mirror changes in market balance, but 
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Figure 16.3 Trends in City of London office floorspace supply 
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with a time lag of over six months - the period required for changes to 
become apparent to the market. In periods when take-up has exceeded 
additional supply, rental values have tended to rise sharply, and when addi-
tional supply has substantially exceeded take-up (as in 1974-6 and 1990-2), 
rental values have fallen. 

Office property 

Whereas a shop is a place to display and sell goods, an office is a place to 
house personnel who undertake administrative services. The quality of the 
building is more important for offices than for shops. The building should 
promote working efficiency and comfort, and minimise running costs. It 
should provide the necessary services and enable flexible sub-division of 
floorspace. The provision of car parking is also important to value, as is 
location. location relative to other offices, and to transport facilities for 
customers and staff makes the town centre the traditional location for 
offices, but traffic congestion. and lack of car parking help to explain the 
trend to out-of-centre business parks. 

Cye/lcal influences on office rents 

Office occupiers cover a diverse range of functions, and include both the 
public sector and the private sector, the professions and trade, financial 
services and manufacturing. Office-based activities serve all aspects of the 
economy, and demand for these services reflects the level of economic 
activity. Thus, occupation demand and rental values tend to follow a cyclical 
trend. 

Figure 16.5 illustrates the relationship between GOP and the rental growth 
of prime offices in 15 major UK office centres monitored by Richard Ellis7 over 
the four economic cycles from 1961 to 1981. Economic upturns in 1962-3, 
1968,1972-3 and 1977-8 resulted in an acceleration in rental growth as rising 
demand met a short-run inelastic supply. The rising values tended to induce 
an increase in office development contributing to a decline in rental growth 
when, after a time lag, the increased supply of new space coincided with 
falling demand when the economy subsequently went into recession (1964-
5, 1970-1, 1974-5, 1981-2). 

In none of the 15 centres included in the Richard Ellis research did office 
rental growth manage to conSistently avoid a cyclical trend. Nor did any 
centre consistently outperform or underperform over the 20 years of the 
survey. However, the duration of each cycle and the growth performance 
within it have varied substantially from centre to centre. In any individual 
centre, rental values typically followed a stepped pattern, rising sharply due 
to demand/supply imbalance on an economic upturn then stabilising on a 
plateau for two years or more. 
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Figure 16.5 Cyclical growth in office rents and GOP 

These cyclical trends in office rents have occurred within a long-term 
expansion in service activity and office stock in post-war Britain. The secular 
trend away from manufacturing employment towards employment in office-
based service activity continues. Indeed during the twelve years of the 
Thatcher leadership, service employment rose by 2.6 million at the expense 
of some two million jobs in manufacturing, and in the South East region, 
service activity is estimated to account for 78% of employment Oune 1990).8 

Rental trends in the City of London 

It might be assumed from the above that although rental growth rates would 
vary from location to location, trends would be in the same direction. Figure 
16.6 shows that that is not necessarily the case. In the boomlbust cycle of the 
Thatcher period, as well as that of the 1970s, office rents in the City and in 
Scotland followed different trends. However, taking a longer-term view, in 
both cycles Scottish rents followed the trend in london, but after a two- to 
three-year time lag. 

We shall now examine rental trends in the City of London in the two boom/ 
bust cycles in order to consolidate a practical understanding of the forces 
which determine rents. By analysing the City office market, we gain an 
understanding of a uniquely dynamic market, highly significant on the inter-
national stage as well as at national level. This brief case study also provides a 
useful preface to the analysis of the two boom/bust phases of the property 
market which are detailed in Chapters 26 and 27. 

Our theory of office rent determination has stated that rental values are 
demand led, and that demand is derived from the demand for the services 
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provided. Thus it is important to appreciate that business activity in the City is 
dominated by financial services. london is the financial capital of Europe and, 
along with New York and Tokyo, is one of the three leading financial centres of 
the world. It is also important to understand that the City is merely a district of 
central london, which should be distinguished from other central London 
areas such as the West End. It is located at the original heart of the city and 
comprises about one square mile. 

Apart from the Stock Exchange, the City contains the banking and money 
markets governed by the Bank of England, and the insurance market domi-
nated by 1I0yds. There are also markets in foreign exchange, commodities, 
gold and precious metals, shipping, financial futures and options. However, in 
the central core of the City, banking, insurance and investment services 
dominate. Therefore it is the demand for these services that must explain 
tenant demand and office rental values in this location. 

One feature of City offices worthy of mention is the importance of location 
to an extent unusual for office property. Market operators are willing to pay 
high rents in order to be close to their market, for both practical purposes and 
for prestige. Banks prefer a location close to the Bank of England, insurance 
companies and brokers prefer to be close to 1I0yds. The importance of 
location would indicate a price-inelastic demand for office space, thereby 
explaining a substantial rent differential with less attractive locations on the 
City fringe, and contributing towards what (until the 1980s) used to be the 
highest office rents in the world. 

City office rents 1970-7 

Strong rental growth of City offices in the late 1960s derived from a combina-
tion of expansion in demand and restriction in supply. The rising demand 
originated principally from an expansion in both domestic and international 
banking. The growth in domestic banking was due to rising living standards, 
the increased flow of savings, and growth in the demand to borrow from the 
personal, corporate and public sectors of the economy. But of greater signifi-
cance was the dramatic expansion in the short-term money markets, parti-
cularly the Eurodollar ·market. Together with the dominance of Uoyds in 
international insurance, it was the growth of foreign-currency borrowing and 
lending which was chiefly responsible for the City's growth as an international 
financial centre. The expansion of international banking attracted a steady 
influx of foreign banks to london, creating a rising demand for top-quality 
floorspace. In 1990, there were 480 foreign banks with offices in London, more 
than in any other financial centre in the world and a fivefold increase since 
the mid-1960s. 

The other dominant factor responsible for rental growth in the late 1960s 
and early 1970s was the control of development. Although the planning 
authority had restricted development for many years, the incoming labour 
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government imposed a virtual freeze on development in November 1964. 
Due to the 'Brown Ban' (after George Brown, the minister responsible) supply 
was unable to satisfy the rising demand, thereby contributing towards the 
high rate of rental growth in the late 1960s, and providing a base for the 
escalation in rents which occurred in the boom years of 1971-3. 
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After two years of recession, in 1971 the Conservative government com-
menced a reflation of the economy so that over the next two years the 
economy expanded dramatically. The domestic boom coincided with a 
world boom and caused a huge expansion in the money markets and 
'secondary' banking in the UK. This, together with an influx of European 
banks into the City due to Britain's entry to the EEC, conspired to create a 
surge in office demand which, interacting with the fIXed stock, resulted in 
central City rents doubling within a year. Paradoxically, this rental spiral was 
exacerbated by a government-imposed freeze in business rents (see Chapter 
24). 

The 43% fall recorded by the ICHP rent index over 1973-6 approximated to 
70% after adjusting for inflation - probably the largest real fall in rents 
recorded in any sector of the UK property market. The circumstances creat-
ing this collapse are examined in Chapter 26 and are only briefly summarised 
here, but the explanation is provided by the forces of demand and supply. 

At the end of 1973 a domestic and international recession was triggered by 
a quadrupling of crude oil prices. The speed and severity of the government's 
deflationary measures, coupled with the mismanagement of a number of 
secondary banks, led to a major financial crisis including widespread bank-
ruptcies in secondary banking. The glut of floorspace which resulted from the 
financial crisis was exacerbated by a trend towards decentralisation set off by 
the previous rental boom. This trend (which illustrates a certain price elasticity 
of supply) was encouraged by a 'quango' called the Location of Offices 
Bureau (LOB) which was able to provide financial assistance to firms relocat-
ing. Firms which were unable to justify the expense of a City location reduced 
their costs by relocating all or part of their staff to other parts of London or 
prOVincial towns. 

However, the principal cause of the fall in rents in the mid-1970s was the 
surge in development completions. One of the first actions of the Conserva-
tive government on coming to power in 1970 was to relax office development 
controls. Thus, development activity in the City increased dramatically in the 
boom period causing a surge of completions some three years later. The 
supply of offices to let was further increased by the early marketing of 
developments undergoing construction. Under these influences the supply 
of vacant office space rose to well above 10% of City floors pace stock. A 
deeper and more prolonged rental decline was avoided by the banking 
activity which resulted from the recycling of OPEC 'petrodollars' through the 
London money market. 

City office rents 1985-92 

The story of this period starts with 'Big Bang', the soubriquet given to the 
deregulation of the financial markets in October 1986. Big Bang had many 
facets, including (a) an end to 'face-to-face' trading in the Stock Exchange in 
favour of a system using computers and telephones, (b) the international-
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isation (globalisation) of securities trading, and (c) the creation of a new 
regulatory system for investor protection. However, perhaps the most impor-
tant change was (d) the creation of financial conglomerates. 

New financial conglomerates typically involved a major bank (clearing 
bank and/or merchant bank) taking over a stockbroker and stockjobber. 
Many of the major groups also acquired a fund management arm, frequently 
a money market operation and, in two or three cases, a property agency. The 
majority of groups also have overseas subsidiaries and some of the largest 
groups are owned by American, Japanese, Swiss, German or French institu-
tions. Thus the structure of the City's financial services industry was trans-
formed from a large number of independent firms, most of which had 
previously undertaken a single clearly defined function, to a smaller number 
of integrated groups each striving to provide a broad range of financial 
services, frequently at an internationalleve/. 

The changing structure of the financial services industry coincided with a 
substantial increase in both domestic and international investment activity 
and the move to a computer-based system of stock trading. This revolution, 
together with the introduction of microcomputers into most office-based 
activities, brought about fundamental changes in the specification, quality, 
unit size and amount of office accommodation required in the City. A 
particular need arose for large undivided floor areas, air conditioning and 
floating floors which could house the cabling required for electronic equip-
ment. Whereas just two or three years earlier the dominant demand in the 
City had been for small office suites, the new financial groups reqUired large 
buildings, in excess of 100 000 ft2. Although it was not usually practicable to 
collect all their operations in one bUilding, they wished to house a major 
element of their business under one roof, e.g., their securities trading arm or 
fund management operation. 

As Big Bang approached, the type of accommodation required by financial 
conglomerates was in very short supply in the City. By far the largest single 
development taking place was the Broadgate scheme on the eastern bound-
ary of the City, designed by the developers Rosehaugh Stanhope specifically 
to meet the requirements of the financial services industry. However, this 
single development could not hope to meet the burgeoning floorspace 
needs in either amount or timing, and the large financial groups were forced 
to look elsewhere in central london, particularly the West End and to London 
Bridge City on the South bank of the Thames. The combination of the 
inadequate supply and quality of accommodation, together with occupation 
costs which were the highest in the world threatened the future of the City as 
an international financial centre. 

It was in this context that the hugely ambitious office scheme at Canary 
Wharf in the derelict London docklands was conceived. Helped by the 
absence of planning controls and the relief from rates accorded by Enterprise 
Zone status, this development envisaged an entirely new financial centre 
amounting to some 12 million fe, costing over £3 billion. In view of its 
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location just 2.5 miles east of the Bank of England, the threat posed by this 
project was sufficient to persuade the City planning authorities to relax their 
density restrictions. 

Occupation demand in the City had been growing steadily in the years 
prior to Big Bang in response to economic recovery, a buoyant stock market 
and expansion in financial services. However, in the twelve months following 
Big Bang in October 1986 City office rents rose dramatically. Rising demand 
meeting an inadequate supply of suitable accommodation drove vacancy 
rates down to just 2% of floorspace stock, and led to a rate of rental growth 
reminiscent of 1972. 

The first threat to City office values came with the stock-market crash of 
October 1987, just one year after Big Bang. The dramatic fall in share prices 
caused a sharp reduction in share trading and a fall in the numbers of staff 
required in the securities business. The decline in staff numbers meant a 
decline in floorspace needs and, although no dramatic reduction in occupa-
tion demand was evident, the market underwent a significant change in 
sentiment. The urgency to obtain new accommodation lost its edge and 
tenants' willingness to force rents upwards disappeared as the profitability of 
securities trading collapsed. Although rental values continued to grow over 
the next two years at a much reduced rate, potential tenants gradually 
realised that within a relatively short time there would be an ample choice 
of accommodation. 

As in the 1970s it is principally on the supply side that the reasons for the 
dramatic decline in City office rents in 1990-2 are to be found. Whereas office 
redevelopment had been continuing at a modest rate prior to Big Bang, the 
level of activity increased dramatically thereafter, particularly on the north 
and east fringes of the City. In the three years 1987-9 alone, developments 
totalling over 20 millon ft2 of office floors pace were started, about one third of 
existing floorspace stock. The boom reflected the high projected profitability 
of development, resulting not only from rising values and relaxed density 
controls, but also from the acceleration of obsolescence which necessarily 
widened the gap between the value of an obsolete office block and that of 
modern offices designed for the electronic age. 

Whereas development starts in the City peaked in 1988, completions 
continued to rise until 1991 when over 8 million ft2 of space was finished, 
most of which was available to let. That year also saw the completion of the 
main tower of Canary Wharf, but a slight decline in completions in the West 
End. The outcome was some 40 million fe of offices available to let throughout 
central london comprising new, second hand and f100rspace under construc-
tion.The glut of space arose not only through redevelopment but as a result of 
relocation of office jobs from central London. In a similar response to the rise 
in office rents in 1972-3, the number of jobs being relocated increased by a 
multiple of four from 1985 to 1990. The cost of property was the principal 
reason for this trend, but other significant factors were high wage costs, 
transport congestion and the poor quality of life in central london. 
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With positive occupation demand and a sharp decline in both develop-
ment completions and relocations, the City office market started to stabilise 
in 1992. However, revival in the letting market was hampered by the inflexible 
structure of the traditional lease. Tenants wishing to move to larger or newly 
developed premises experienced difficulty in assigning existing leases, parti-
cularly in cases where the rent payable exceeded rental value. Despite rental 
values in real terms being below their lowest level following the 1970s collapse, 
the huge glut of office space in central london seemed to preclude any early 
recovery in rents. 

Industrial property 

Essentially, industrial property is space for the manufacture or storage of 
goods prior to distribution. Building size and specification can vary enor-
mously from 'nursery' units for small and start-up businesses to giant regional 
warehouses of over 250000 ft2, used by major retailers. Retail distribution has 
undergone dramatic changes in recent years. 'Electronic point-of-sale' (EPOS) 
information is relayed to computerised stock-control systems enabling order 
lists to be assembled on the basis of 'just-in-time' om delivery. Building 
specification will depend on function, but major considerations include -
eaves height to enable the use of automatic racking systems, floor areas 
unobstructed by piers and stanchions, floor reinforcement to take heavy 
loads, insulated roofing and space heating to enhance workers' comfort, 
adequate loading and parking space, ancillary office accommodation and 
staff facilities. Functional efficiency is critical but so is the adaptability of 
buildings. As in the case of all business property, value will depend primarily 
on the property's ability to maximise the profit of potential occupiers. 

Light industrial use was merged with offices under the B1 use class in the 
1987 Town & Country Planning Use Classes Order. This allowed the develop-
ment of many 'business parks' of 'hi-tech' buildings mostly having a large 
office content. It enabled companies to combine their administration and 
sales with their production or distribution activities, and was particularly 
attractive to companies in such high-technology areas as electronics, com-
puters, chemicals, pharmaceuticals, research and development. These build-
ings are generally finished to a higher specification than traditional industrial 
property and would normally provide substantially more car parking, together 
with extensive landscaped areas, often occupying an area in excess of 40 
hectares, as at Stockley Park, West london. 

Traditional industrial premises rarely need to attract customers to their 
door, nor do they normally benefit from an immediate proximity to other 
related businesses. Thus precise location is less important to value than for 
shops and offices. But uncongested accessibility to motorways or other 
transport facilities is critical, as is proximity to a centre of population and a 
skilled workforce. Modern factory and warehouse premises will normally be 
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contained within an industrial estate where the above considerations have 
been met. 

Although relatively high rents for industrial property surround most British 
cities, proximity to London is the most important influence on industrial rents 
in England, with values heavily concentrated towards the south and east of 
the country. Highest rents have been paid to the west and south of London, 
particularly either side of the M4 motorway to Heathrow airport (and beyond) 
and south by Gatwick airport to Brighton on the south coast. However, 
development in the 1980s of the M25 orbital motorway around London 
seems to have partially restored the balance to the north and east of the 
capital. Proximity to a motorway is clearly advantageous to industrial property 
and high rent corridors tend to lie alongside motorways, particularly in urban 
areas. However, exceptionally high rents will only be sustained where land 
scarcity prevents supply responding to demand. 

Time series trends 

As in the case of both shop and office property, the general level of industrial 
property rents is influenced by economic trends. In fact, the impact of the 
national economic cycle on tenant demand would tend to be exaggerated in 
comparison with the other two property types due to the effect of the stock 
or inventory cycle. 

During a recovery phase in the trade cycle, retailers will tend to increase 
their orders from wholesalers by an amount greater than their increased sales, 
in order to build up stock to a level commensurate with their higher level of 
sales. Similarly, wholesalers will tend to increase orders from manufacturers by 
an amount greater than their (increased) sales to retailers, and manufacturers 
may also raise output to a level higher than the (increased) level of orders, if a 
further rise in demand is anticipated. So in times of rising demand, manufac-
turing output will tend to rise by a greater proportion than the rise in 
consumption, as stocks of goods are built up. Conversely, in a recessionary 
phase of the economic cycle, manufacturing output will tend to fall by a 
greater proportion than consumption as retailers, wholesalers and manufac-
turers attempt to reduce stocks. 

Whereas retailers, wholesalers, distributors and importers can (up to a 
point) pass back the burden of reduced sales, the manufacturer is at the end 
of the line, and may be faced with substantial cutbacks in production during 
the destocking process. This may involve temporary or permanent closure of 
sections of his business, thus bringing vacant property on to the letting 
market. Wholesalers, importers and distributors will similarly require less ware-
house accommodation, occupation demand will fall and existing supply 
increase, tending to cause either a fall in rental value or, at least, a decline in 
rental growth. The rate of destocking will depend on the rate by which 
demand is falling, expectations for the future, and the level of interest rates. 
Interest rates tend to be high early in a recessionary phase of the cycle, and as 
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Figure 16.7 Industrial rents, industrial production and vacant floorspace 
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the excess stocks have to be financed, the level of interest rates is a significant 
factor determining the speed and severity of the destocking process. 

Figure 16.7 shows the relationship over the twenty-year period 1972-92 
between industrial production, vacant industrial floorspace and the ICHP 
industrial rent index adjusted for inflation. A very close correlation between 
the three series could not be expected as they are not entirely compatible, 
e.g., the index for industrial production relates to the UK, whereas, vacant 
industrial floorspace covers England and Wales onl~ and the ICHP rent index 
is restricted to good-quality industrial property in Great Britain. Nonetheless, 
there is a clear correlation between the trends shown by the three indices, 
especially a coincidence of the timing of the peaks of the booms. 

In contrast however, there have been substantial time lags between the 
troughs in industrial production and subsequent troughs in real industrial 
rents. This can be explained by (a) the excess floorspace capacity of tenants 
at the bottom of a cycle which must be absorbed before tenants require more 
space, and (b) the large supply of vacant floorspace to let. Only when 
occupation demand starts to exceed the supply of property to let will rents 
start to rise strongl~ and this has only occurred during boom periods, e.g., 
1972-3,1978-9 and 1987-9. 
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17 Site Values and 
Development Activity 

One conclusion already reached is that because existing stock tends to 
dominate the property market, it is mainly the demand for (and supply of) 
existing property which determines price at any point in time. It is the level of 
prices fixed in this 'secondary' market which influences the supply of new 
developments. It has therefore been logical to embark on our quest to explain 
the price of property by emphasising the market in existing property. How-
ever, the supply of new property must also affect price, so it is to the 
development sector of the property market that we must now turn our 
attention. 

Development and the developer 

Generally speaking, land development is the process of improving the pro-
ductivity of land, something which may be achieved without extensive 
construction work. However, in the context of commercial and industrial 
propert~ development normally implies the creation of new buildings, either 
as a result of undeveloped land being built on for the first time (new develop-
ment), or as a result of the replacement of existing buildings by new structures 
{redevelopment}, or through substantial conversion or modernisation {refurb-
ishment} of existing buildings. 

In each of these cases development would normally involve the following 
tasks: 

Site identification and appraisal 

Finding a site with the potential for profitable development. In order to assess 
the viability of the project, the developer would have to select the use, size 
and form of development which would maximise profitability (subject to 
planning and other constraints). He would have to assess the expected value 
and demand for the property on completion and estimate all development 
costs. 

Site acquisition 

In the case of a major urban project encompassing a number of existing 
properties, site assembly may take several years. Normally all existing legal 
interests must be acquired, and in the short run many owners and occupiers 
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may be unwilling to sell, even at prices well above existing use value. Acquisi-
tion is simplified if the land to be developed is held in a single ownership. 

Planning permission 

Obtaining planning permission and other statutory approval. Ideally, outline 
planning permission should be obtained prior to site acquisition, as restriction 
on use and density may render a project unprofitable. 

Financing 

Finance will normally have to be raised to pay for the site, construction and 
other development costs. 

Design and construction 

The developer will normally appoint such specialists as an architect, quantity 
surveyor and structural engineer to undertake design, costing and detailed 
management of the building work. 

Letting and sale 

Many developments are not sold, but retained as long term investments by 
the developer. From the point of view of assessing the profitability of a project, 
the date of completion of a development is best defined as the date at which 
it becomes fully let; thereafter, ownership should be regarded as an invest-
ment in the completed project. 

A full description of the development process is not attempted in this book, 
nor is a study of methods of development appraisal. The objective of Part IV is 
(a) to explain the economic forces which affect site values, (b) to explain 
changes in the volume of development activity - as by affecting supply, this 
will affect the rental and capital value of existing property - and (c) to 
investigate financing methods and to analyse the risks and returns accruing 
to the various interests involved in development 

The six components of the development process listed above are ulti-
mately the responsibility of the developer, although much of the work may 
be undertaken by professional agents. The developer is the party that moti-
vates, coordinates, makes the crucial decisions and bears the main financial 
risk of the project. Although the majority of prime city centre commercial 
development in the post-war period has been undertaken by property 
companies, much has also been undertaken by owner occupiers (especially 
banks, insurance companies and some major retailers), certain large national 
building contractors and by life assurance and pension funds. In the public 
sector, local authorities, new town development corporations, and certain 
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other public sector agencies have been active, particularly in the develop-
ment of industrial property. 

The developer is the agent who, within the imperfections of the price 
mechanism, is helping to make optimal use of scarce land resources. In that 
respect, as well as by providing the offices, shops, factories and warehouses 
required by the economy, he is carrying out an important economic function 
for the community. 

Although most private-sector development is undertaken for profit, there 
are exceptions. Owner occupiers requiring specialist buildings may be willing 
to undertake development at a loss in order to create a profitable outlet for 
their trading activities. Similarly, large building contractors occasionally take 
on projects of doubtful profitability in order to create construction work for 
themselves in times of low demand. The profit motive is also less important in 
the public sector, especially in the case of local authorities, new-town devel-
opment corporations, and regional development agencies, who have the 
broader responsibility to promote the economy of their area. 

In the case of investment property, however, the profit motive is paramount 
in explaining development activity and site values. Unless otherwise stated, it 
is assumed in this book that the main concern of the developer is profitability, 
and that the developer is a property company or financial institution specia-
lising in such activity. A development is a form of short-term property invest-
ment, and the readiness of developers to undertake such projects will depend 
on the returns expected and the risks perceived. We shall now investigate the 
sources and determinants of the risk and return from property development. 

Risks and returns from property development 

Table 17.1 shows a simple budget for the redevelopment of offices on a prime 
city centre site. The site can be purchased immediately for £2million, it is 
expected that construction work will start in six months' time, and that the 
project will be completed and fully let in two years. After taking account of 
expected demand/supply conditions, the rental value (net) of the completed 
property is expected to be £600000 and the market yield 6%. Construction 
costs, fees and expenses have been carefully estimated at the amounts 
shown. 

Total cost is the cost of all factors of production employed over the 
development per:.iod. These must include the cost of financing each item of 
expenditure, whether the capital used is borrowed or is the developer's own 
equity. The interest rate adopted here is 15 % per annum but the finance costs 
have been calculated on the assumption that interest is charged half yearly at 
half the annual rate (7.5%). As the site is purchased at the start of the 
development, that cost must be financed over the full two-year period. The 
finance costs of construction have been calculated on the basis that these 
costs are spread evenly over the 18 month period of construction, and that 
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Table 17.1 Budget schedule for offlce redevelopment (£) 

Expected value on completion 
Net rental income 
Years purchase at 6% in perpetuity 

Expected capital value (or sale price) 

Expected development cost 
Site cost 

Purchase 
Acquisition fees and expenses, say 

Finance, 7.5% half yearly 

Constructiol) cost 
Demolition and construction 
Architect'S and QS fees 

Finance, 7.5% half yearly 

Disposal Cost 
Fees and expenses, say 

Expected profit 

2000000 
70000 

2070000 
694420 

4500000 
562500 

5062500 
389180 

600000 
16.667 

2764420 

5451680 

83900 

Eo 

10000000 

8300000 

£1700000 

the contractor is paid at the end of each six months, i.e. he is paid one third 
after 12 months, one third after 18-months and one third after 24 months. The 
last instalment is paid at the completion of the project and, as in the case of 
the disposal cost, does not require to be financed. 

On the basis of these figures, the expected profit is £1700000, which we 
shall assume is just sufficient to persuade the developer to go ahead with the 
project. This being so, what are the principal variables which could bring about 
a change in the level of profit ultimately achieved? Although the cost of the 
site constitutes a significant proportion of total cost, once purchased it 
cannot subsequently affect the level of profit directly. Besides, as we shall 
see, rather than changing site value being a determinant of development 
profitability, it is vice versa - the value of a site is dependent on the expected 
profitability of its development. Likewise, as the various professional fees are 
relatively stable percentages of other major variables, these are also unim-
portant as determinants of profitability. 
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On the cost side, this leaves construction and finance costs as the impor-
tant variables, but as total finance cost depends on both the interest rate and 
the length of the development period, there are really three principal cost 
variables. As we have defined the development period as the time elapsing 
from initiation until the property is fully let, this variable encompasses delays 
prior to, and during, construction, as well as rent voids after completion of the 
building. Such delays mean that the capital invested in the project must be 
financed over a longer period, and the receipt of income is postponed. 

On the revenue side, the two variables are the rental value and yield at 
completion. Thus there are five principal variables which may bring about a 
change in the profitability of the project - the rental value and yield at 
completion, construction cost, annual finance cost, and the length of the 
development period. It is changes in these variables which create the major-
ity of risk in development projects. 

let us now investigate the impact of changes in these crucial variables in 
the context of our development. The profitability of development, as with any 
project, is a geared residua~ so that a relatively small change in these variables 
can bring about a proportionately large change in the residual profit. Simple 
calculations show that a 17% fall from the forecast net rental income, or a 
17% rise in the yield on completion would, if either occurred independentl}? 
wipe out all profit from the project. Conversely, an equal but opposite change 
would cause profit to double. The project is therefore said to be very sensitive 
to changes in either variable. The project is less sensitive to a change in 
construction cost - it would require a 31 % rise to extinguish profit - and 
even less sensitive to changes in finance cost - a 33% rise in the interest rate 
to 20% would reduce profit by only 23%. But note the impact that a year's 
delay in letting would have. Assuming all other variables remain the same, the 
increased cost of financing the site purchase and construction over one extra 
year raises total cost by £1278631 and reduces profit by 75%. 

Generally speaking, the greater is any variable as a proportion of the 
project's total value, then the greater is the project's sensitivity to that 
variable. Also, the longer the development period, the greater the impact of 
finance cost. Thus larger projects taking longer to complete tend to be more 
vulnerable to rising finance cost. 

We can see, therefore, that a development project such as this is vulner-
able to adverse changes in a number of variables, but our analysis 50 far is 
simplistic in the respect that these variables are unlikely to change indepen-
dently. Each is dependent on national macroeconomic conditions which will 
tend to influence most or all of the principal variables concurrently. For 
instance, in the short run, rental values are primarily dependent on changes 
in occupation demand, but property yields are also dependent on occupa-
tion demand, as it affects risk and expected rental growth. As occupation 
demand also affects the ability to let a development, it can also influence the 
development period (see Figure 17:1). 
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Figure 17.1 Economic influences on development profit 

Similarly, changing interest rates in the economy will affect both finance 
cost and property yields directly and, as a significant trend in interest rates will 
tend to affect economic activity, a change in this variable could affect four out 
of the five development variables. A rising trend in interest rates may simulta-
neously cause a rise in finance cost, a rise in yields, a fall in rental income 
received at completion and, by delaying the letting of completed projects, 
prolong the development period. A combination of relatively small adverse 
changes in these variables would normally be sufficient to extinguish any 
profitability and, conversely, favourable changes could dramatically improve 
profit. 

As the rate of inflation is a major determinant of the cost of construction, it 
can be seen (Figure 17.1) that there are three macroeconomic variables on 
which development profit is principally dependent. Ultimately the bulk of the 
risk of major development projects derives from changes in these three 
macroeconomic variables. 

The timing of a development project is likely to prove critically important to 
its profitability, and the developer should attempt to forecast economic 
conditions at project completion. Reflationary conditions, by causing an 
upturn in occupation demand, will, tend to cause not only a rise in rental 
values and a reduced risk of rent voids at completion, but possibly also a fall in 
yields, all factors tending to increase the profitability of development. Further-
more, early in a recovery phase of the economic cycle interest rates and 



Site Values and Development Activity 227 

inflation (and thus the rise in construction costs) will tend to be low. Under 
such conditions, therefore, all the principal variables could move favourably. 

Conversely, under recessionary conditions the same variables will be tend-
ing to move in an adverse direction. Early in a recession the customary high 
level of interest rates and inflation will tend to cause an acceleration in 
building and finance costs. At the same time, falling occupation demand will 
tend to dampen rental growth and create problems in the letting market. The 
combination of a 10% rise in total cost and an 8.7% fall in the value of the 
completed property would be sufficient to extinguish all profit in our devel-
opment. Note that we are not suggesting an actual 8.7% fall in the value of 
such property in the market, but an 8.7% shortfall from the value anticipated 
when the development appraisal was made two years previously, a perfectly 
realistic outcome. 

The reader who remembers our discussion in Chapter 8 will have recog-
nised that the bulk of the risk identified above is market risk rather than 
specific risk. Most of these risks cannot be avoided by diversification, because 
other developments (and most other investments) will be similarly affected by 
the same macroeconomic variables over the economic cycle. However, 
insofar as economic activity and occupation demand vary according to 
location, some risk reduction will arise through regional diversification of 
development projects. There are also other risks specific to individual pro-
jects which can be diversified away, but it seems probable that the majority 
of development risk is unavoidable. 

Although the risk of property development is closely related to that of 
(standing) property investment, development risk is much the greater. 
According to one traditional method of appraising development projects, 
the yield relationship between the expected net income on completion and 
total cost should normally be 1.5-3% above the investment yield on the 
completed property. In our case, such a development yield is only 7.23% 
(£600 000/£8300 000 x 100), being only 1.23% above the market yield on 
the completed property (6%). On other traditional criteria, our expected 
profit appears acceptable, but nonetheless this project should probably be 
considered as being in the lower range of what would normally be considered 
acceptable. On a DCF calculation, the expected IRR from the project is 37.5%, 
a return which would seem attractive on all but the riskiest projects. However, 
this is a return, not pure profit as no deduction has been made in the 
calculation for the wages and expenses of the developer and his staff, nor 
any allowance for the cost of finance or taxation. 

Mitigating the risks of development 

A developer is able to take certain actions to mitigate the risk of development. 
First, he should estimate costs and future return as accurately as possible by 
using techniques of demand assessment, taking account of other competing 
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developments in progress, and by using forecasting services such as those for 
building costs published by the RICS1 Building Cost Information Service. 
Second, the risk of development will generally be minimised by completing a 
project as quickly as possible. We have seen that the principal risk of 
development derives from changes in national economic conditions over 
the development period. As such changes take time, the risk of development 
must derive from the length of the development period 

The developer can also take action to fix certain variables, particularly 
those to which the project is most sensitive. In fact, the risk of adverse 
change in all main variables can, theoretically, either be avoided or reduced 
by contract. The direct risk of rising finance cost, for example, can be avoided 
by borrowing on a fixed-interest basis, the risk of escalating building cost may 
be reduced by arranging a fixed-price contract with the builder, and risk of 
construction delay may be mitigated by the introduction of a clause in the 
building contract under which the contractor would be liable for loss due to 
avoidable delay. The crucial risk of rent voids at completion can be reduced by 
arranging to 'prelet' the property (i.e. prior to going ahead with a project a 
lease is agreed with the future tenantl, and the risk of falling rental value 
during the development period can be avoided by preletting at a specific 
rent. Finally, the risk of rising market yields can be avoided by a 'forward sale' 
to an investor at a prearranged yield or price. 

Unfortunately for the developer, the probable impact of shifting the risk 
onto other parties in this way is to make the development unviable. In larger 
contracts with long construction periods, few contractors would be willing to 
take on a fixed-price contract, and if they did they would charge a higher 
price. Similarly, an extra charge would result from the inclusion of a damages 
clause, fixed-interest finance is normally more expensive than variable 
interest, and a forward sale would tend to be concluded at a yield somewhat 
above the probable market yield at completion. 

Substantial preletting of larger commercial developments is usually 
regarded by developers as at least highly desirable, and often as an essential 
precondition for going ahead. Frequently, and particularly in periods of eco-
nomic uncertainty, the ability to prelet is the crucial factor which makes 
development risk acceptable, and on which a decision to proceed with a 
project finally depends. In every case, the developer should identify the risks 
to which the project is most vulnerable, assess the cost of limiting these risks 
by contract, and after weighing up the risks avoided against the resultant 
reduction in expected profit, make a judgement on what action to take. 

Ultimately, the principal risk of development derives from the length of the 
development period over which cost and value variables are liable to change. 
In the case of projects taking longer than two or three years, it becomes 
impossible for the developer to take a confident view of economic cond-
itions at completion. In this situation, preletting is both more important and 
more difficult to achieve as few occupiers wish to commit themselves so far 
ahead. Such developments tend to remain the province of the larger public 
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companies and institutions, which would be able to sustain the impact of a 
project incurring major losses. Despite the ability to contract out of certain 
risks, at every level development tends to be a risky business, but one for 
which an attractive return can be earned under favourable circumstances. 

Another aspect of development risk is that involved in assembling a large 
site consisting of a number of properties, in each of which a variety of interests 
may exist. Acquisition of all interests may take many years, and the risk is 
considerable because the developer may be required to pay substantially in 
excess of existing use value in the knowledge that ultimately one or a small 
number of existing owners may render the project unviable by refusing to sell. 
Alternatively, the last owner to sell may use his monopoly power to extract a 
price from the developer well beyond the intrinsic value of the property itself. 
Not only may the developer find that he is unable to go ahead with the 
project and that its value is below the price paid, but much of the property 
may be vacated, therefore paying little or no rent and falling into disrepair. In 
the meantime, the finance costs of purchase will be constantly mounting. 

Similarly, if a developer acquires a site prior to obtaining planning permis-
sion then he is taking the risk that permission may not be granted for the use, 
or at the density which would make the project viable. Alternatively, if he 
applies for planning permission first, existing owners may become more aware 
of the site's development potentia~ and accordingly bargain for a higher price. 
Both these situations illustrate the potential benefits of undertaking major 
projects in co-operation with the local authority, which has the ability both 
to use its planning powers for the benefit of the project, and to use its 
compulsory purchase powers to aid site assembly. 

We will summarise this section by reiterating the following points: 

• There are five principal variables which determine the profitability of 
development projects, viz., cost of construction, annual cost of finance, 
duration of the project (until fully let), rental value and yield at comple-
tion. It is changes in these variables which are the main source of risk and 
return. 

• Whereas for any individual project each of these variables may change 
independently, they all tend to be influenced simultaneously either in an 
adverse or beneficial direction according to macroeconomic trends over 
the economic cycle. 

• Risk arising from national economic conditions is principally market risk 
(as distinct from specific risk>. Thus a large part of the risk of development 
cannot be avoided by diversification into other development projects. 

• A developer may reduce the risk of a project by fixing the main variables 
by contract, but this will reduce the project's potential profitability and 
may render it unviable. 

• The risk of the individual project varies with its size and duration. The 
larger the project, the longer the development period and the greater is 
the risk of costs and values moving adversely. 
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The theory of site value 

We can state two necessary preconditions before a development project will 
be initiated, both of which follow from an assumption that developers and 
property owners seek to maximise profit. 

(a) The expected value of the completed development must exceed the 
cost of the site and all development costs, induding a sufficient level of 
proht for the developer. 

(b) The value of the site for development purposes must match (or exceed) 
its value for existing use. 

If this latter' condition is not satisfied, then the developer would be unable to 
purchase the site for a price at which he could make an adequate profit. The 
existing owner would be unlikely to sell to the developer for less than he could 
get for existing use purposes. Even if the developer already owned the site, he 
would maximise profit by selling it off at its market value or by retaining it in its 
existing use. 

In order to explain the conditions under which new development will take 
place, it is therefore necessary to explain the determination of site value. 

Site value as a residual 

This theory is similar to the (surplus) theory of the determination of land rent 
(Chapter 14), except that now we shall consider an unencumbered freehold 
interest and investigate the capital value of a development site rather than 
the annual value of a tenant's interest inland. The concept of site value as a 
residual can be illustrated by inverting the data in Table 17.1. Whereas in Table 
17.1 the site cost was deemed to be known and the residual represented the 
expected profit, in Table 17.2 the developer's required (target) profit is assumed 
and the residual represents the amount which the developer can afford to pay 
for the site. Assuming competition between developers to acquire the site, 
and that this residual represents the highest price which the most efficient 
developers would be willing to pay, then it can be regarded as the value of the 
site for development purposes. Assuming also that development (as distinct 
from existing use) represents the most profitable use of the site, then the 
residual represents the land rent of the site (in capital terms), as previously 
defined, e.g., 'the surplus after deducting the expected costs of the optimally 
employed factors of production from the revenue expected from using the 
land for its most profitable use'. 
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Table 1Z2 Site value as a residual (£) 

Expected value on completion 
Net rental income 
Years purchase at 6% in perpetuity 

Expected capital value (or sale price) 

Expected development cost 
Construction cost 

Demolition and construction 4500 000 
Architect's and quantity surveyor's 
fees 562500 

Finance, 7.5% half yearly 

Disposal cost 
Fees and expenses 

Developer's target profit 
(17% of capital value) 

Residual available for site acquisition 
Finance cost of site purchase 
Acquisition fees & expenses, say 

5062500 
389180 

694420 
70000 

Residual indicating development value of site 

600000 
16.667 

5451680 

83900 

1700000 

£. 

10000000 

7235580 

2764420 

764420 

£2000000 

The parallels between the data in Tables 14.1 and 17.2 should be clear. Just 
as the rental value of land represents the expected annual surplus a tenant 
can earn from using the land, the development value of a site represents the 
expected surplus the developer can earn over the development period. 

Site value as a development's NPV 

The development value of a site can also be regarded as the net present value 
(NPV) of the project's expected cost and revenue flows. If the developer'S 
target profit is treated as a cost paid out at the completion of a project then, 
using the cost of finance as the discount rate, the NPV represents the site's 
development value. In our case, the six month cash flows are: 
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Months 

0 6 12 18 24 

Acquisition fees -70000 
Construction -1500000 -1500000 -1500000 
Architect's and 
quantity surveyor's fees -187500 -187500 -187500 
Disposal cost -83900 
Profit -1700000 
Value at completion +10000000 

Net cash flows -70000 -1687500 -1687500 +6528600 

Discounting these cash flows at 7.5% half yearly: 

c c c C NPV = C + _,_ + 2 + 3 + 4 
o 1 + r (1 + r)2 (1 + r)3 (1 + r)4 

-1687500 -1687500 6528600 = -70000+0+ + +----
(1 + 0.075)2 (1 + 0.075)3 (1 + 0.075t 

= £2000000 

Alternatively, the target profit could be omitted and the cash flow discounted 
at a target IRR which reflects risk and the developer's required profit. So long 
as the target IRR (here 17.34% per six-month period) is consistent with the 
cost of finance and the target profit (£1700 000), the NPV (the site value) must 
again be £2 000 000. 

Note that we adopted cash-flow periods of six months to avoid the over-
simplicity of annual figures. In practice, shorter periods - say, three months -
would be more appropriate. Note also that 7.5% per six months is not strictly 
equivalent to 15% per annum, but in fact finance is frequently provided on 
the basis that interest is charged half yearly at half the nominal rate. 

This example shows that the residual concept illustrated in Table 17.2 and 
the NPV concept are really the same. The result of the two calculations must 
be identical, provided that the finance cost is accurately calculated as in 
Tables 17.1 and 17.2, instead of an approximation being made. 

Site value and development density 

According to our theory of land rent, land value is the surplus on the 
assumption of optimal combination of all factors with the land. The devel-
oper will strive to optimise his use of resources, because only by doing so can 
he maximise his profit. The property developer is faced with a myriad of 
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resource-use decisions on all matters from the structural and architectural 
form of the building to the services, fixtures and finishings to be provided. In 
fact, most of these decisions will be made by the architect, quantity surveyor, 
structural engineer or other specialist, but the developer will lay down general 
guidelines in his brief to the architect. 

The ultimate principle which must tend to underlie such decisions is that of 
the maximisation of discounted returns. The developer will neither strive to 
minimise total cost, nor maximise the value of the completed property, but to 
maximise the (discounted) difference between them. This principle will also 
dictate whether a developer should refurbish or redevelop. With less structur-
al work involved and a shorter development period, refurbishment will nor-
mally be cheaper than complete redevelopment, but the value of the 
completed property is likely to be less. A decision on which is preferable will 
be based on which scheme provides the higher expected NPVor IRR. 

Let us now investigate the theory determining the optimal size of building 
to erect on a cleared urban site of fixed size, and explain the relationship 
between this and site value. As we are investigating the optimal combination 
of factors of production, the solution is again based on the principle of 
diminishing returns. In Figure 17.2 the MRP curve QY represents the extra 
revenue to be earned (extra value of the completed property) from the 
addition of each successive unit of accommodation (e.g., each extra storey 
or unit of floors pace) to the fixed area of land. The curve must ultimately slope 
downwards, as eventually extra accommodation can be provided on a fixed 
site only by building upwards, and the extra value accruing to the property 
from the addition of each (higher) storey tends to fall significantly from ground 
to first floor, and marginally thereafter. 

The marginal cost curve, PY is shown as declining initially, but rising there-
after. Although development cost per unit of accommodation may well 
initially decline from, say, a single storey to a two-storey building, eventually 
marginal cost must tend to rise (a) because of the need for more expensive 
foundations and structural framework for taller buildings, (b) due to require-
ments for fire escapes and successively more expensive lifts, and (c) because 
the taller the building, the longer it will take to build, thereby creating higher 
finance cost and greater risk, in turn leading developers to require higher 
profit. 

It should be appreciated that the curves QY and PY merely represent 
general trends in marginal revenue and cost. In any individual development, 
the shapes of the curves would vary, being stepped rather than evenly curved 
as shown. 

Provided that all costs are contained within the marginal cost curve, 
including finance cost and the developer's target profit, then the optimum 
(profit maximising) amount of accommodation to provide on the site is OX 
units, and PQY represents the price that the developer would be willing to pay 
for the site. In competitive conditions with adequate knowledge, PQY would 
represent the capital value of the site for development purposes. 
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Figure 17.4 The impact of density control on site value 
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Note that site values and the optimum density of development are simulta-
neously affected by changes in costs and revenue. A rise in property values 
while development costs remained constant would cause an increase both in 
site values and in the optimal density of development. This is shown in Figure 
17.3. An upward shift in the MRP curve to Q,V" results in a higher optimal 
development density of OX" and an increased site value of Q, V,P. A fall in 
development costs <downward shift in pY), while property values remained 
constant, would have a similar effect, whereas conversely either a rise in 
development costs or a fall in property values would reduce site values and 
the optimal amount of accommodation to develop on a site. Thus changes in 
site values do not affect the optimum density, nor vice versa, they are both 
simultaneously affected by changes in development costs and property values. 

Figure 17.3 can also be used to represent differences in site value and 
building density in different locations. If Q, V, represents the MRP of a devel-
opment in a prime location then, due to the lower level of property value, QV 
would represent the MRP of a similar development in a secondary location. 
Assuming the development cost in both locations is similar, then Q, v,P 
represents the value of the prime site and QVP the value of the secondary 
one. OX, represents the optimal size of the building in the prime location and 
OX the optimal size in the secondary location. That, of course, is the situation 
commonly observed in practice; sites in city centres tend to be more valuable 
than in peripheral locations and in city centres buildings tend to be taller. It is 
the higher occupation and investment demand for property located in prime 
positions which makes it profitable for developers to build to a higher density, 
and the extra surplus earned by building higher enables them to offer a higher 
price for such sites. 

Note also the impact of use or density controls on site values. The imposi-
tion of controls prohibiting the most profitable use of a property would be to 
restrict the MRP from say, Q, V, in Figure 17.3 to QY, thereby reducing both site 
value and development density. Conversely, the removal of such a control 
would have the opposite effect. The impact of denSity controls is shown in 
Figure 17.4. If the denSity of development is restricted by the planning 
authority to OXc units of accommodation, then the direct effect is to reduce 
site value by the amount of AVB. At a density of OXc, the development's value 
is OQAXc, and total cost OPBXc' Thus PQAB is the surplus available for site 
purchase. 

In our analysiS of the determination of rental value, we followed up a simple 
illustration of rent as a surplus by linking it with the condition necessary for 
the optimal intensity of land use. We have now done the same for the capital 
value of development sites. like Figure 14.3, Figure 17.2 illustrates this condi-
tion of optimal factor combination, as well as providing a graphical illustration 
of the residual concept. In each case, it should be clear that if either expected 
revenue or any component of expected cost changes, then site values will 
tend to change, and as values and costs are continuously changing, site 
values must similarly tend to be in a state of flux. 



236 Theory and Finance of Property Development 

It should be emphasised here that, strictly speaking, site values are depen-
dent on expectations of costs and revenue over the development period, 
rather than current costs and property values. But, any change in current 
costs and values will tend to influence expectations. Before any individual 
site is purchased and the development initiated, the site value is the residual 
reflecting expected costs and revenue. Once the site has been purchased and 
the development started, it is the developer's profit which is the residual 
reflecting changes in actual costs and revenue. 

Site value - a demand and supply analysis 

In practice, surplus theory probably gives a better indication of the maximum 
or ceiling price which a developer would be willing to offer, than providing an 
entirely sufficient explanation for the price paid for development land in the 
market; it gives a better explanation of demand than of market price. As in 
the case of developed property, price is ultimately determined by the forces of 
demand and supply. 

Supply is the amount of land available and capable of profitable develop-
ment. The stock of such land in any town or location is limited geographically. 
It will also be limited by planning controls and, in certain situations, market 
supply may be further restricted by elements of monopoly ownership or 
control, either private or public. 

The concept of site value as a surplus implies that, in times when property 
values are rising relative to development costs, site values will rise to the level 
which just provides developers with adequate profit, and when development 
costs are rising relative to property values, site values will correspondingly fall 
to a level which still enables profitable redevelopment to take place. In 
competitive conditions the former may be generally true, but at least in the 
short run the latter is not. Site values seem to be more flexible in an upward 
direction when the expected surplus is rising, than in a downward direction 
when the surplus is falling. 

In part, this results from inflation. Price rises of most goods have been more 
dramatic than price falls. But there is more to it than that. Perhaps the most 
important reason is that site values (urban and green field) are supported, or 
underpinned, by existing use values. We have already explained that, under an 
assumption that property owners and developers seek to maximise returns, 
development will be initiated only if the development value of a site exceeds 
its existing use value. If that is not the case, then owners would not sell sites to 
developers and therefore the supply of sites would be nil. 

In fact, the development value of a site will normally have to be substan-
tially greater than the existing use value in order to persuade existing owners 
to sell. Developers cannot normally wait until existing owners wish to sell, so 
they will have to offer a price which is sufficiently high to persuade them to 
sell, to overcome the owners' 'inertia'. Such a price will have to be sufficient to 
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make the owner feel better off after the sale, so if the existing owner is in 
business in the prop~ the price will normally have to cover, inter alia: 

(a) cost of acquiring and, if necessary, converting new premises in at least 
as attractive a location as before; 

(b) any loss of profit or goodwill which may be suffered as a result of the 
move; 

(d taxes such as CGT which may become payable on the sale, but which 
would otherwise have been indefinitely postponed; 

(d) all expenses and professional fees involved; 
(e) an additional sum to compensate for intangibles such as the worry and 

bother involved in the move. 

Furthermore, the subjective value that most owners put on their property 
often tends to be above its market value. Thus the developer will normally 
have to pay a price significantly higher than existing-use value. So if the 
surplus available from the development falls, the amount available to pay 
existing owners falls and the less likely it is that this will be sufficient to cover 
the existing-use value plus the premium necessary to overcome the inertia of 
existing owners. 

Another reason for the downside inflexibility of site values probably results 
from the reluctance of owners to sell for a price less than what they could 
have obtained previously. Normally existing owners neither have to sell nor 
particularly wish to sell, and rather than accept what they might consider as a 
relatively low price they will tend to hold on in the expectation that condi-
tions will improve and that they will be able to obtain a more favourable 
bargain in the future (see Figure 17.5). 

This would indicate that the short-run supply curve for development sites is 
Significantly more elastic below the current price level than above it. A sharp 
rise in demand due to a rising expected surplus from development activity 
tends to cause a sharp rise in site values, but a similar fall in demand seems to 
cause a relatively small drop in price. This is illustrated in Figure 17.5 - a rise in 
demand from D to D1 causes a rise in price from OP to OP" but a fall in 
demand from D to D2 would reduce price only to OP2' The bottom of the 
supply curve would coincide with the existing use value of the land. 

Having explained that site values normally seem to be more volatile 
upwards than downwards, dramatic falls of as much as 80% took place in 
central london in the market slumps of 1974--5 and 1990-2, when develop-
ment became unviable. Aside from excessive values in the previous booms, 
such dramatic price falls can be explained by the absence of a significant 
support from existing use value, as these sites will have been either cleared of 
buildings or vacated by tenants (and be incapable of reletting without refurb-
ishment). In terms of Figure 17.5, the supply curve would not have been elastic 
below price P, and it would have shifted to the right, representing an increase 
in supply due to developers being forced to liquidate their assets in order to 
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Figure 17.5 Price of development land 

repay debt and avoid insolvency. As site values are a geared residual, they 
must tend to be more volatile than the value of developed property. 

Another reason for regarding the surplus theory with caution is that the 
assumption of a competitive and knowledgeable market frequently does not 
exist. Of the three principal sectors of the property market the development 
sector is substantially the most imperfect. Whereas properties for sale or rent 
are widely advertised in the press, owners are often unaware of the develop-
ment potential of their property, and development opportunities have to be 
discovered by the developer himself. There is a widespread lack of knowledge 
about what sites might be available for sale, whether planning permission 
would be granted, and under what conditions. Potential developers lack 
knowledge about the terms of the lease of an occupying tenant and any 
other interests in a property which might make redevelopment impracticable. 
In many cases, it may not be obvious whether a site has any potential for 
viable development until a detailed appraisal has been made. Uncertainty 
and risk are endemic in property development, different developers will have 
markedly different proposals for the development of any site, and markedly 
different offers are likely to be made. The uniqueness of each site (and the 
secrecy often prevailing in the market about prices paid) makes an assess-
ment of site value difficult, and there is frequently widespread disagreement 
on price between developers and agents. 

The following points are worth restating: 

• For a development to be financially viable, the value of the site for 
development purposes must exceed its value for existing use. 
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• The development value of a site can be regarded as either (a) the NPV of 
the cash flow of a profit-maximising project, or (b) the expected surplus 
of income over the costs of a profit-maximising project. The essential 
concept is the same. 

• In the absence of density controls, the value of a site and the optimal 
density at which to develop it will both vary simultaneously in response 
to changes in development costs and the value of developed property. 

• As the development value of a site is a geared residual, site values are 
more volatile than the values of developed property. 

• Normally, site values seem to be more volatile upwards than downwards, 
because (a) the market value of any site is underpinned by its existing use 
value and (b) sellers are reluctant to accept a price below that which they 
could previously have accepted. However, the value of cleared sites have 
fallen by as much as 80% in times of market slump. 

• As in the case of rent determination, the surplus theory may frequently 
be a better indication of ceiling price than market value, and a better 
explanation in times of rising values than when values are falling. 

Obsolescence 

Let us restate the conditions necessary for private sector development to take 
place. First, development will be undertaken only if the value of the com-
pleted property is expected to exceed the cost of the site plus construction 
and all other costs of development, by a margin sufficient to give a developer 
his required profit. Second, the development value of the site must exceed its 
value for existing use purposes. 

Taking account of the cost of building a completely new structure under 
modern conditions, for these two preconditions to be satisfied the value of 
the completed development requires to be very much greater, in fact a 
significant multiple of the value of the existing property. In Table 17.2, the 
expected value of the completed new property must be over five times the 
existing use value of the existing property. For such a large value differential to 
exist, most urban redevelopment involves either a change to a more profit-
able use or redevelopment to an effectively higher density than that already 
existing. In any case, the existing property must be subject to substantial 
obsolescence. 

Obsolescence in property may be categorised as physical, functional or 
economic, anyone (or any combination) of which may cause the value of a 
property to fall to a fraction of the value of its potential replacement. Physical 
obsolescence is the physical deterioration of the various elements of a 
building, through age and use. It will reduce the value of a building because 
of the increasing expense of repair and maintenance, and the building's 
limited future life. 
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Functional obsolescence is the decline in the usefulness or suitability of a 
building for modern purposes, deriving from either: 

(a) declining demand for the use for which the building is designed, e.g., 
warehouses located at a closed rail terminal; 

(b) inappropriate design, layout, fixtures or services, e.g., industrial property 
with insufficient door or eaves height to enable efficient use of forklift 
trucks. 

In the former case, the obsolescence derives from the building's use type, in 
the latter case from inappropriate or outmoded design. Functional obsoles-
cence and physical obsolescence are likely to be present to some degree in 
most buildings, even modern ones, and can be partly overcome by alteration, 
renovation or refurbishment. 

Additionally a building may be redeveloped because it under-utilitises its 
site. An office building of, say, fjve storeys in a city centre may be physically 
excellent and be fully modernised, but if it occupies a site which has planning 
permission for redevelopment to a higher density then redevelopment may 
be profitable. It is neither physically nor functionally obsolete, but it is 
economically obsolete. 

The bulk of city-centre commercial redevelopment in the post-war period 
has come about as a result of a combination of physica~ functional and 
economic obsolescence. The rising real cost of maintenance and repairs has 
given an impetus to the replacement of traditional buildings by structures 
which minimise such costs. Higher standards of accommodation which 
combine efficiency with worker comfort have been demanded by occupying 
firms, thereby providing scope for both refurbishment and redevelopment, 
whilst the huge rise in the demand for office space in the post-war period, 
together with the ability to construct multistorey buildings with steel and 
reinforced concrete, has enabled redevelopment to a higher denSity in prime 
locations. 

It is the relative decline in the existing use value of property through 
obsolescence compared with the surplus available from development which 
brings about the conditions for profitable redevelopment. As obsolescence 
occurs gradually over time, one might expect that the volume of develop-
ment activity would also be spread evenly over time. In fact, the level of 
development activity varies cyclically because the demand for space and 
the cost of providing it is subject to cyclical trends. 

Cyclical trends in development activity 

In order to explain changes in the level of private-sector development activity 
we must explain changes in (a) the availability of viable development oppor-
tunities, and (b) the expected profitability (and risk) of development. The 
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former is the opportunity, the latter is the motive. Both are dependent on 
relative changes in the values of existing property and the costs of develop-
ment 

In Part III we saw that the rental value of commercial and industrial proper-
ty varied according to changes in the level of economic activity. In a refla-
tionary or early boom phase in the economic cycle, rental (and capital) values 
can rise sharply due to rising occupation demand and relatively inelastic 
supply, while at that stage in the cycle construction and finance costs tend 
to be comparatively low and stable. Consequently, being a geared residua~ 
the development value of sites will tend to rise at a rate faster than the rise in 
the existing use value of existing property. More properties will therefore 
satisfy the conditions necessary for redevelopment to take place. 

The increased supply of viable development sites will tend to reduce the 
intensity of competition between developers, resulting in a rise in the level of 
available profit. At the same time, the apparent risk of development will be 
falling, particularly the risk of rent voids at completion. Developers will there-
fore tend to expand their activities, and new developers will be attracted into 
the business. In terms of our residual calculation in Table 17.2, the develop-
ment value of sites will rise as the value of completed new property rises 
relative to development cost, but the rise in site value will be mitigated by a 
rise in developers' target profit due to the prolific number of alternative sites 
available. 

The opposite trend will tend to occur in times of falling economic activity. 
During a recessionary phase in the economy, a fall in occupation demand 
relative to supply will tend to cause a decline in the rate of rental growth (or 
possibly a fall in rental values), in contrast with the level of development cost 
which at this stage will tend to be rising fast, due to high levels of cost inflation 
and rising interest rates. The surplus from development will therefore tend to 
decrease at a rate faster than any decline in the existing use value of property, 
fewer development projects will therefore be viable, and the downward 
inflexibility of site values will exacerbate the declining trend in development 
activity as developers are unable to acquire sites at a price which enables 
them to make a profit. Competition for the few viable sites will increase, 
expected profit levels .will fall, most developers will reduce their activities, 
and others will go out of business when existing projects are complete. 

The cyclical variation in development activity is probably exaggerated by 
the relative ease with which developers can expand (or reduce) their activities. 
They often have relatively few staff overheads and a lull in development 
activity enables them to concentrate on the management of their portfolio 
of property investments. 

A simplified illustration of cyclical changes in development viability is 
shown in Table 17.3. In current conditions, the development value of the site 
is significantly lower than the existing use value, so development is not viable. 
But after a 25 % rise in rental value (while development cost remains stable) 
the development value of the site substantially exceeds the existing use value, 
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Table 17.3 Effect of changing value and development cost on the viability of 
redevelopment 

Existing use value 
Current rental value 
Years purchase in perpetuity at 10% 

Existing use value 

Development value 
Expected rental value on completion 
Years purchase in perpetuity at 7% 

Expected value of redeveloped 
property 

Development cost 

Development value of site 

Development viability 

Current 
conditions 

£100000 
10.00 

£1000000 

£200000 
14.28 

£2856000 
£2000000 

£856000 

Non-viable 

After 25% After 25% 
rise in RV rise in cost 

£125000 £125000 
10.00 10.00 

£1250000 £1250000 

£250000 £250000 
14.28 14.28 

£3570000 £3570000 
£2000000 £2500000 

£1570000 £1070000 

Viable Non-viable 

enabling development to take place. Whereas the value of the eXisting 
property has risen by 25%, the development value has risen by over 83%. 
Conversely, if in a subsequent recession development cost (construction, 
finance and fees) rises by 25% while existing use value remains stable, the 
development value would fall below existing use value, making redevelop-
ment unviable once again. 

The cyclical trend in development activity is illustrated in Figure 17.6. The 
central graph shows the growth rate of rental values relative to that of 
building costs (plotted from the bottom graph where the two are shown 
separately). This illustrates a significant correlation with the volume of new 
orders for offices, shops and industrial property (top figure), suggesting that 
the volume of new development being initiated at any point in time varies 
according to rental value growth vis-a-vis the growth in building costs. The 
development booms in 1972-3 and 1987-9 coincided with periods when 
rental growth dramatically exceeded the growth in building cost 

Although changes in rent and building cost are probably the two most 
important variables affecting development activity, it would be wrong to 
dismiss the impact of changing finance cost or the effect on property values 
of changing yields, both significant factors determining the viability of devel-
opment. 

The reader should note that whereas rental growth peaked close to the 
peak of the economic booms in 1973, 1979 and 1988, building-cost inflation 
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peaked much in line with retail-price inflation in 1975,1980 and 1990, well after 
the previous booms had lapsed into recession. On the other hand, it must be 
acknowledged that contractors' tender prices are affected by the level of 
demand, and do not vary only with building-cost inflation. Thus, the illustra-
tions given here somewhat exaggerate the impact of building costs on cyclical 
development activity. 

Having explained cyclical influences on development starts it will be 
appreciated that completions must also tend to be cyclical. Assuming a 
development period of, say, three years for a major office project, schemes 
commencing during a boom phase in the economic cycle may be completed 
during a subsequent recession. The resultant increase in supply, exacerbated 
by the early marketing of uncompleted projects, can coincide with falling 
demand, causing a sharp decline in rental values. This, in turn, will tend to 
coincide with high interest rates and rising construction costs, making new 
development unprofitable on the basis of current figures. The consequent 
decline in development starts will tend to cause a shortage of supply when 
the next economic upturn occurs, thereby perpetuating the cyclical trend in 
both rents and development . 

• For urban redevelopment to be viable, the existing property must be 
subject to substantial obsolescence, physical, functional or economic. 
The more obsolete a property, the greater the likelihood of its redevelop-
ment. 

• Trends in the volume of development activity depend on trends in 
property values and development costs, and as values and costs vary 
differentially over the economic cycle, the volume of development 
activity varies cyclically. 



18 An Introduction to 
Development Finance 

Property finance is important to a study of property values because: 

(a) it is an essential input whose cost and availability can influence the 
viability of development and the supply of new property; 

(b) its cost and availability affect the buy/sell decisions of property 
investors; 

(c) it is a medium through which new and potentially complex investment 
interests in property are created. 

Our aim in Chapters 18 and 19 is not to provide a detailed or comprehensive 
description of financing methods, but to explain the basic principles and 
concepts of some of the most important schemes, investigate the risks and 
returns to the parties involved, and explain how changing conditions have 
caused financing systems to change and evolve. 

A company's financial structure 

In this study we wi" concentrate on the financing of property companies, 
because the other principal groups involved in development - the life and 
pension institutions - have their own contractual inflow of funds and have no 
need to seek external sources. In fact, these institutions have been major 
providers of funds to property companies. 

The importance of financing to the corporate developer has been high-
lighted by the property market slumps both in 1974-{, and 199(}-2, when 
many property companies were forced into liquidation as much through 
inappropriate financing as from imprudent investment. Indeed, the selection 
of an optimum mix of financial liabilities is probably as important to the 
success of a property company as is the selection of a portfolio of property 
assets and development projects. Any new investment or development 
project should be appraised in conjunction with its financing. 

The financial structure appropriate to a company will depend on many 
factors, e.g., its activities, assets, size, taxation liability and whether listed or 
unlisted. However, certain basic principles can be stated: 

245 
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• A company should maintain an appropriate balance between debt and 
equity capital. 

Because of property's record of growth and stability, property comp-
anies have traditionally been highly geared, but excessive gearing was 
responsible for the downfall of many companies in 1974-6 and 1990-2. 

• A company's debt should have a balance of maturity dates with the 
majority being long term. 

Redemptions should be spread evenly to avoid the risk of a large 
refinancing operation coinciding with a period of high interest rates and 
credit stringency. A proportion of a company's debt should have a 
flexible term, e.g., loans which can be repaid early without incurring a 
penalty. 

• A company should match short-term assets with short-term liabilities 
and long-term assets with long-term liabilities. 

Many property companies have come to grief by financing long-term 
property investments with short-term borrowing, so that when loans 
matured the companies were unable to borrow replacement finance 
and were forced to liquidate assets under adverse conditions. 

• A company should maintain a balance between fixed-interest and vari-
able-interest debt. 

Whereas the former reduces a company's exposure to rising interest 
rates, the latter provides a hedge against a substantial fall in interest rates 
and inflation. An excess of long-term fixed-interest debt raised at a time 
of high interest rates could cripple a company in times of low inflation. 

• Debt should be arranged so that interest payments are spread evenly 
over the year, or at times which coincide with high rental income. 

• For companies involved in overseas activities, debt should aim to reduce 
exposure to foreign currency risk. 

Overseas assets should be matched with debt in the currency of the 
same country. 

• Borrowing should aim at reducing taxation. 
Not all interest payments qualify for tax deduction. 

• When arranging debt, the borrower should be aware of the many extra 
costs apart from interest payments. 

Costs include legal and valuation fees, arrangement and commitment 
fees, penalties for early redemption, etc. 

The needs of the financier 

Financing is all about incurring liabilities to create assets. But one person's 
liability is another person's asset - shares and debt are liabilities of a com-
pany, but assets of the providers of finance. Financiers, whether banks, 
insurance companies or pension funds, will strive to maximise return while 
minimising risk, and will maintain a balanced and diversified portfolio of 
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assets. For financing to take place, the arrangement must fulfil both the 
financial needs of the borrower and the investment needs of the lender. That 
is the key to understanding individual financial transactions. It is also the key 
to understanding the evolution of property funding over the post-war period, 
from a relatively simple exercise to a highly sophisticated financial operation. 
Development finance has rarely been in short supply because changing 
conditions have encouraged the innovation of new methods which meet 
the needs of borrower and lender. 

By providing capital, the financier is also making an investment in property 
and is sharing with the borrower its risks and returns. In the case of pure debt 
finance, the lender does not participate in the equity of the scheme and his 
concern is restricted to the risk of his investment. However in the case of 
equity financing the financier's risk and return are directly dependent on the 
success of the company's project, and he will wish to make a careful study of 
the proposals before committing his capital. Although the aim of both 
developer and financier is to maximise return for any given level of risk, 
traditionally, the developer will take on the bulk of development risk, for 
which he will look for an appropriately high return, whereas the financier will 
look for security and accept a correspondingly low return. 

We shall now investigate methods of financing a property company's 
activities in general (corporate finance), and thereafter look at methods of 
financing specific projects (project finance). Not that there is any absolute 
distinction between the two. A company could make a stock-market issue 
for the purpose of funding a major project, but more usually such a source 
would be used to fund the company's activities in general, or to reduce the 
company's short-term debt. Conversely, a company might mortgage one or 
more specific properties, not necessarily to redevelop them but to raise 
capital to finance other activities of the company. Nonetheless, this broad 
distinction between corporate finance and project finance is useful. 

Sources of corporate finance 

Retained earnings 

One feature of property investment is the relatively low level of annual 
income in relation to the amount of capital employed, and a further feature 
of property companies is their relatively high level of gearing. Consequently, a 
high proportion of (the relatively low) investment income is required to pay 
interest on debt. For many property companies, therefore, the residual equity 
earnings is barely sufficient to pay shareholders a reasonable dividend, never 
mind provide for future capital expenditure. 

Two alternative methods of generating funds internally are (a) to undertake 
development for sale as opposed to investment, and (b) to undertake a 
programme of disposals of the company's property portfolio, especially low 
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yielding and reversionary property. Both methods are employed to a greater 
or lesser degree, but in normal conditions the objective of most large property 
companies is to retain the majority of their developments as long-term 
investments, so disposals will be kept to a minimum. 

Bank borrowing 

All companies have bank accounts, and will tend to run up overdrafts from 
time to time as cash outflows exceed inflows over short periods. It is also 
justifiable (and prudent) for a company to borrow from a bank to finance such 
short-term requirements as interim payments to the builder of a develop-
ment, provided long-term finance to repay this debt is available when 
needed. What is imprudent is for a company to finance long-term invest-
ments with short-term finance. 

Bank borrowing, particularly from the clearing banks, is traditionally on a 
short-term and variable-interest basis. A company borrowing a large amount 
of bank finance is therefore vulnerable to rising interest rates and short-term 
recall of the funds by the bank. Merchant banks and finance houses are more 
willing to lend for specific terms of several years, sometimes at a fixed interest 
rate, but such sources tend to be more expensive than from clearing banks 
(see short-term finance). 

Stock-market issues 

The traditional policy of property companies has been to retain a 'narrow 
equity base' in order to maximise earnings and asset growth for existing 
shareholders. This is similar to saying that companies practise a policy of high 
gearing. By keeping equity capital low relative to the amount of debt capital, 
equity growth has been maximised. Raising new equity capital by rights issue 
results in 'equity dilution', i.e. an expansion in the amount of share capital 
without a proportional expansion in growth potential. 

Traditionally, therefore, fixed-interest debt was the most popular form of 
long-term funding for quoted property companies, and large amounts of 
capital were raised by the issue of debentures and unsecured loan stock in 
the 1950s and 1960s. Although this led to high nominal levels of gearing, low 
interest rates and dramatic growth in the value of property assets kept most 
companies' effective gearing within reasonable bounds. However, in the late 
1960s the issue of fixed-interest bonds started to decline due to a sharp rise in 
interest rates (and, since the early 1970s, due to the volume of gilt issues, 
which effectively 'crowded out' corporate bonds from the market). 

The dominant place of fixed-interest bonds was taken over in 1969-70 by 
convertible loan stock, and substantial amounts of capital were raised in the 
1970s by these issues. Convertible preference shares as well as bonds were also 
a popular source of corporate finance in the 1980s. The advantage of con-
vertibles to a company is that they can be issued at relatively low interest 
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rates. By fixing the conversion terms at an attractive level relative to the 
number of shares into which they can be converted, investors are tempted 
to accept a low interest rate in the expectation of substantial capital gain. The 
main disadvantage of issuing convertibles is that it leads to equity dilution 
when investors exercise their conversion rights. However, conversion will be 
delayed until the projects funded by the issue are producing returns, and if 
the new issue is taken up by existing shareholders they retain the full benefit. 

Convertibles were also a popular form of issue in 1975 and 1991, in the wake 
of the two property-market crashes. In each case property companies 
required to raise long-term capital in order to repay short-term debt. Con-
vertibles gave the investor the security of a fixed-interest bond, but the 
chance of substantial capital gain if the company made a successful recovery. 

Ordinary share issues are an attractive source of new capital when share 
prices are high and dividend yields correspondingly low. Initially, share issues 
are a very cheap source because the initial cost is essentially the dividend 
yield, plus underwriting and administrative costs. However, in the long run the 
effective cost is much higher due to dividend growth over time, and the 
burden is not reduced by taxation relief as in the case of interest paid on debt. 

With the cost of equity minimised when share prices are high, share issues 
by property companies have been popular during property booms, and 
during periods of high interest rates. This explains a series of major rights 
issues over 197~1 and the large amount of equity raised during the proper-
ty boom of the late 1980s. In 1987, over £1 billion of equity was raised by 
property companies in the UK. 

Money-market issues 

The london money markets (including the Eurodollar market) became an 
increasingly important source of property debt in the 1980s, and provide 
companies with a large range of possibilities. They are a source of both short-
term and long-term capita~ zero coupon and interest bearing, at fixed interest 
and floating rates, in sterling and foreign currencies. The money markets are an 
arcane world whose details are beyond the scope of this book. 

Project finance 

In the remainder of this chapter and in Chapter 19, we are principally con-
cerned with methods of financing individual projects, in which the financier's 
capital is legally secured against the property being acquired or developed. 
Project finance is particularly important for smaller and unlisted property 
companies to whom the stock-market source is unavailable, whose existing 
assets may already be fully charged against previous loans, and whose 
financial status as a company provides insuffICient security for the financier. 
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Traditionally development financing has consisted of two distinct opera-
tions: (a) short-term, interim or bridging finance, and (b) long-term funding. 

(a) Short-term finance is required to pay the development costs over the 
development period, e.g., site purchase, payments to the building 
contractor, and fees. 

(b) Long-term finance is required to repay the short-term finance on com-
pletion of the project. Long-term financing is not so much financing 
the development as financing the retention of the property as a long-
term investment. If the developer sells on completion, then clearly 
long-term funding is unnecessary as the short-term debt can be 
repaid with the sale proceeds. Frequently, however, the developer will 
wish to retain ownership or some valuable interest in the completed 
development, and that requires funding. 

We shall now examine these two forms of financing in more detail. 

Short term 

Whereas the trend in the 1970s was for insurance and pension funds to 
provide both short- and long-term finance (see Chapter 19), the decline in 
institutional interest in property in the 1980s forced developers to rely on the 
traditional short-term source - bank finance. This coincided with a growing 
interest in property lending by UK and overseas banks, and resulted in a 
massive expansion in bank lending to property companies, together with an 
increase in the complexity and sophistication of financing arrangements. The 
detail of these go beyond the scope of this book, but conventional arrange-
ments and some important innovations will be explained. 

The principal sources of short-term finance are the clearing banks, mer-
chant banks, UK branches of overseas banks and certain finance houses. 
Clearing banks are usually developers' first choice, lending on a conservative, 
well-secured basis at relatively low interest rates, and frequently on a corpo-
rate rather than on a project basis. Banks would normally wish to limit their 
loan to, say, 67% of development cost, with the remainder being provided by 
the developer. However, a larger proportion may be provided (at higher cost) 
by a merchant bank or other bank specialising in property lending. Specialist 
lenders sometimes fund a higher proportion of costs by providing 'mezzanine' 
finance, under which the bank would receive a share of the profit of the 
project as well as interest on the loan. Another alternative is for the lender to 
provide up to 100% of costs, with the top slice of the loan covered by 
indemnity insurance to mitigate the risk of loss in the event of the devel-
oper's default. 

Whereas bank loans are traditionally made on a short-term variable-
interest basis, the recent trend has been to provide credit facilities which are 
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designed to meet the specific needs of the project and the developer. The 
developer normally prefers finance which is not subject to repayment until 
the project's completion, i.e. 'interest only' (capital repaid in a lump sum at 
maturity), or 'roll-up' (compounded interest paid with capital at maturity), and 
which is flexible as to the exact amount and timing of the loan. The loan term 
would normally cover the development period, but banks will sometimes 
extend the period to five or seven years, occasionally to the date of the new 
property's first rent review. 

Short-term credit can be provided on a fixed-interest basis, but variable 
interest is normal, being linked to the bank's base rate or to the london 
interbank rate (lIBOR). Agreed interest rates can vary from 0.5% (or less) to 
4% above UBOR depending on the bank's perception of the risk incurred. 
Exposure to changes in interest rates can be reduced by agreements for a 
'cap' (maximum interest rate), 'collar' (provides upper and lower limits to the 
rate) or 'swap' (allows conversion from a variable to a fixed interest rate or vice 
versa). 

In the event of the proceeds from a completed project being insufficient to 
repay debt and accumulated interest, a lender would normally be able to 
recover the remainder from the development company. However, one inno-
vation of the 1980s was the introduction of 'non-recourse' or 'Iimited-
recourse' finance, which would usually involve the creation of a separate 
company for the sole purpose of undertaking the project. As collateral 
security would be restricted to the assets of the company undertaking the 
project, the lender would have no recourse to the parent company or to its 
other assets in the event of the project's failure. This arrangement protects the 
developer from much of the project's risk (at the expense of the lender), 
because the developer's potential loss would be restricted to the capital that 
he had provided for the project. In fact, banks would rarely accept such an 
arrangement without some guarantee from the parent company to limit the 
lender's potential loss (limited recourse). 

Accounting regulations require parent companies to include in their con-
solidated balance sheet debt borrowed by subsidiary companies, but allow 
associated companies to be represented in the balance sheet by their book 
value. The difference in status depends on the parent company's shareholding. 
If the parent company owns more than a 50% shareholding, the offspring is a 
subsidiary, if 50% or less the offspring is an associate. In the above example, 
the newly created company would naturally be a subsidiary, but by involving 
one or two 'passive' shareholders without rights to the company's profits, it 
could qualify as an associated company despite the fact that the parent 
retained full control and the right to the profit. 

If the debt of the associated company is non-recourse then it is not a 
liability of the parent and it seems appropriate that it should not feature in 
the parent's balance sheet. However, in the normal case of the bank having 
full recourse, the creation of associated companies to carry out development 
projects has tended to obscure the effective debt liabilities of the parent, 
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making it virtually impossible for investors or investment analysts to assess the 
parent's effective financial gearing and risk. This 'off-balance sheet' debt was a 
feature of some of the largest and most active developers in the 19805. 

Another feature of the biggest development projects is syndicated loans. If 
the financial requirement is beyond that which anyone bank would wish to 
commit to a single project, a group of banks may provide the debt collec-
tively, thereby spreading their risk. The first phase of Broadgate in the City of 
london was funded by a £35 million non-recourse loan from a syndicate of 
seven banks for a term of 2.5 years. 

A bank which is proposing to lend to a property developer will wish to be 
convinced about the follOWing: 

• The developer; his financial strength, his track record in previous projects 
and reliability. 

The lender will examine the company's audited accounts and perhaps 
require further information about the company's assets, liabilities and 
cash flow. 

• The collateral to be provided as security for the loan. 
The lender will normally require the loan to be charged against the site 

and the development as it proceeds. He will be reluctant to lend on sites 
not fully assembled, or without planning permission. Frequently other 
collateral will also be required and, on occasion, the developer may be 
required to provide personal guarantees, so that if the developer's 
company goes bankrupt the loan can be recovered from his private 
wealth. 

• The viability of the project and the arrangement for repayment of the 
loan. 

The ability of the developer to repay the short-term loan on completion of the 
project will depend on the availability of long-term finance, or on his ability to 
sell the property. A banker's willingness to provide short-term credit may 
therefore depend on whether the developer can prearrange long-term 
finance or a 'forward sale', i.e. a commitment from an investor to buy the 
completed property. To conclude such a commitment will, in turn, require 
proof of the viability of the project, which frequently rests on the ability of 
the developer to prelet a significant part of it. Thus the whole financing 
operation will often depend on the ability to prelet. 

Long-term mortgage finance 

long-term development finance has traditionally been raised either by mort-
gage or, particularly in times of credit stringency, by sale and leaseback. We 
shall investigate mortgage finance here, but leave sale and leaseback until 
Chapter 19. 
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In the early post-war period, long-term mortgages on commercial and 
industrial property were predominantly fixed-interest and provided by 
insurance companies. Nowadays, both fixed- and variable-interest mort-
gages are available for periods up to 25 years and on a variety of terms to 
suit the needs of the individual project and borrower. Modern arrangements 
can span both the development period as well as the long term. 

Essentially there are three methods of repayment: 

(a) Equal instalment method - equal amounts of the capital are repaid 
periodically over the period of the loan. 

As the amount of capital outstanding declines, so the annual 
interest payment declines. 

(b) Annuity method - the method normally adopted for building society 
mortgages. 

Assuming no change in the level of interest rates, the combination of 
interest and capital paid per period remains constant over the term of 
the loan. Initially payments consist largely of interest, latterly largely of 
capital. 

(c) Interest only - capital is repaid in a lump sum at maturity; a system 
normally used for relatively short-term loans. 

Alternatively, repayment tranches may be spaced over the loan 
period - a 21 year loan might have one third repayable after seven 
years, 14 years and at maturity. 

The amount lent on a mortgage has traditionally been restricted by two 
criteria: 

(a) the sum lent would not exceed two thirds (occaSionally three quarters) 
of the value of the property mortgaged; 

(b) the net rental income from the property must exceed interest and any 
periodic capital repayments. 

In effect, the liability must be covered in both a capital and a cash flow sense. 
Example 18.1 shows how these two criteria could be met and sufficient 

mortgage capital raised for long-term funding in the conditions prevailing 
during the development boom in the 1950s and early 1960s. 

Example 18.1 

A prime commercial development was completed at a total cost of £700 000. 
The market value of the property was £1 million and it was fully let for a net 
rental income of £70 000 per annum. Mortgage finance amounting to 70% of 
market value was repayable on the annuity basis over 25 years at a fixed 
interest rate of 6.5%. 
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Development cost (inc. short-term finance) 
Mortgage debt (70% of £1 m) 
Capital surplus/deficit 

Net rental income 
Mortgage instalment 
Net income surplus 

This scheme illustrates 'self-financing' in the dual sense: 

(£) 

700000 
700000 

Nil 

70000 p.a. 
57390 p.a. 

£12610 p.a. 

(a) the long-term mortgage was sufficient to repay all short-term finance 
raised to pay development costs, and 

(b) net rental income was more than sufficient to pay annual mortgage 
interest and capital repayment. 

The developer gained an asset worth a net £300000, and because he 
managed to retain all the equity at a 70% level of capital gearing, the rate of 
growth of the net asset value substantially exceeded the rate of growth in the 
value of the property itself. 

If we assume that the property was let on 14 year rent reviews, and that 
rental and capital growth both averaged 8% per annum over that period, the 
position at the first rent review would have been: 

Value at completion 
Compound factor, 8% over 14 years 
Value at rent review 
less mortgage debt outstanding, say 

Net value of property 
Net rental value at completion 
Compound factor, 8% over 14 years 

Net rental value at rent review 
Less mortgage instalment 

Net income surplus 

(£) 
1000000 

2.937 
2937000 

450000 

£2487000 

70000 p.a. 
2.937 

205590 p.a. 
57390 p.a. 

£148200 p.a 

In the space of 14 years, the net asset value would have risen from £300 000 
to £2487000, a compound growth rate of over 16% per annum, and double 
the annual growth rate of the property itself. Moreover, the developer would 
have been able to borrow about another £1.5 million as a second mortgage 
secured on the increased value of the property, and pay the interest out of the 



An Introduction to Development Finance 255 

surplus income. This extra borrowing would enable him to undertake further 
development projects with fixed-interest finance, even at a time of rising 
interest rates, and maintain a high level of gearing to boost asset growth. 

Essentially it was by this relatively simple process that developers in the 
post-war boom were able to amass large fortunes. Initially, they had little need 
for large amounts of equity capital because their projects could be financed 
by borrowing, both in the short and long-term. Rental growth tended to 
exceed the rising rate of inflation over this period resulting in enormous 
returns for highly geared investors. 



19 Equity Sharing and 
Partnership Schemes 

The rise of equity sharing 

As we have already seen, the traditional policy of property developers was to 
retain the full equity in both their development and investment activities, 
mainly by means of fixed-interest debt finance raised principally by mortgage 
or by the issue of loan stock. This process maximised equity growth and 
returns for shareholders and, in the early post-war conditions of rental 
growth and accelerating inflation, proved highly lucrative. Paradoxically, how-
ever, it was inflation and the success of developers which led to the gradual 
decline of a financing system based almost exclusively on debt. 

In order to achieve the self-financing goal illustrated in Example 18.1 two 
conditions are necessary: 

(a) With mortgage finance normally restricted to 67% (or at most 75%) of 
market value, the development's value on completion must exceed 
total cost by 50% (or at least 33%), otherwise the mortgage finance 
will be insufficient to cover cost and repay short-term finance. 

(b) The interest paid on the mortgage finance must not exceed the initial 
rent received from the completed property. 

In both these respects, conditions moved adversely for developers in the 
1960s. First, competition between developers increased and profit margins 
fell, and second, interest rates on debt rose while yields from completed 
property tended to fall. In other words, the reverse yield gap appeared and 
gradually widened, and self-financing of a development by debt capital alone 
could no longer be achieved. If the developer raised the maximum loan which 
could be serviced by the initial rent from the completed property, a capital 
shortfall between this loan and the development cost would remain. Alter-
natively, if he managed to raise enough capital to repay the short-term loan 
(by providing additional collateral security on other assets), then he would 
suffer a cash flow shortfall. 

Some developers could sustain a cash-flow deficit on one property with 
surplus income from other properties. Alternatively, a developer might create 
cash flow by selling existing property assets, especially low yielding or rever-
sionary investments. However, the liability to pay Capital Cains Tax (CCn on 
disposals is a disincentive to sell, and substantial disposals run counter to the 
objective of most developers of building up a property portfoliO. 

The widening of the reverse yield gap in the 1960s therefore imposed a 
substantial constraint on the growth of developers, and resulted in an 

256 
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increasing trend towards selling projects on completion. However, property 
companies were unwilling to surrender their successful formula, and modifi-
cations to the traditional mortgage were occasionally agreed which enabled 
pure debt financing to be maintained, e.g., schemes involving the postpone-
ment of capital repayments, and even some of the interest, until rental 
income rose sufficiently to cover the full annual servicing cost. Such 
schemes, however, were not popular with institutions because their security 
depended on a continuation of property growth which could not be guaran-
teed. In any case, from the late 1950s the insurance companies became less 
and less interested in providing long-term fixed-interest capital. 

Concurrent with the widening of the reverse yield gap, inflation brought a 
major change in the investment strategy of the investing institutions, away 
from fixed-interest investments and towards growth investments. Further-
more, perceiving the enormous success of property companies in the devel-
opment boom of 1954-64, the insurance companies (and then the pension 
funds) began to insist on a share of the equity in property investment. In the 
1960s, the function of these institutions in property underwent a radical 
transition. Originally passive lenders of fixed-interest debt finance, they 
became active investors in the equity of property. 

Initially, the most popular means of equity participation was in the field of 
corporate funding, often involving acquisition by the financial institution of a 
block of equity shares in the property company to whom they had lent 
money. Alternatively, in return for a commitment to provide mortgage 
finance, the developer's company sometimes granted an institution an 
option to purchase a certain number of equity shares at a specified price at 
some future date. This enabled the institution to profit from the developer's 
success without the risk of failure during the interim period. Another alter-
native was the issue of convertible stock, to the financing institution. Inevita-
bly, however, all such schemes resulted in equity dilution, making them 
unpopular with property companies. 

After the introduction of corporation tax in 1965, such schemes also lost 
popularity with the institutions in comparison with financing individual pro-
jects by equity participation. Henceforth returns received from property 
through the ownership of shares became subject to double taxation (cor-
poration tax paid by the company, and income tax paid by the insurance 
company), whereas income received direct from an individual project was 
taxed once only. For this same reason, equity sharing through the medium of 
subSidiary development companies owned jointly by the parent property 
company and financial institution ceased to be attractive. 

Sale and leasebacks and equity sharing 

Early arrangements by which financial institutions shared in the equity of 
development projects involved their provision of debt finance in return for 
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an equity stake. However, by far the most important vehicle for equity sharing 
has been the sale and leaseback. In the early post-war period, sale and 
leaseback deals were regarded by developers as the principal alternative to 
mortgage finance, resorted to during periods when the government was 
imposing restraint on lending as part of its economic policies. Essentially, the 
arrangement involves the sale of the freehold (or long leasehold) interest by 
the developer to an institution in return for a long lease, with the developer 
sub-letting the property to occupying sub-tenants. Early deals had either no 
provision for rent review (in which case the developer/tenant effectively 
retained the full equity in the property), or infrequent review at, say, 33-year 
intervals in a 99-year lease. However, when the rent review period agreed 
under new leases fell to 14, then seven and five years in the late 1960s and 
early 1970s, such freehold interests provided the investing institutions with the 
equity investments they required in property. 

The main benefits arising from the replacement of conventional mortgage 
finance by sale and leaseback clearly went to the investing institutions. The 
system enabled them to acquire equity investments in modern property with 
a reliable property company as head tenant, who would collect rents from his 
sub-tenants and relieve the institution of the management of the property. 
The developer lost the freehold interest, much of the equity and the advan-
tages of gearing. However, self-financing by conventional mortgage was no 
longer an option. Sale and leaseback provided all necessary capital, and still 
enabled the developer to make an adequate return. 

It is useful to remember that such deals were undertaken because devel-
opers needed the institutions' finance, both to undertake a project and to 
retain an investment interest in it thereafter, whilst the institutions wished to 
acquire modern equity property investments. Both parties needed each 
other, and the deal that was struck Would depend on the cost and avail-
ability of finance, investment market and property market conditions, and 
the relative bargaining strength of the two parties. 

Equity-sharing sale and leaseback arrangements are potentially complex 
and of infinite variety, and careful examination and analysis of the details is 
required to assess the risk and potential return to the two parties. In order to 
explain the essential concepts and clarify the important issues we shall 
employ a series of examples. First, we shall illustrate the two fundamental 
methods of sharing the investment income from the completed project. 

Top/boHom-slice arrangements 

Originally, sale and leaseback was used in the absence of mortgage finance as 
a means of funding the retention of a long-term investment in a completed 
development. The developer would undertake the project with the aid of 
short-term finance as previously explained and, on completion, would sell 
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the property to an institution on condition that it was leased back. The 
developer would then sub-let to occupying tenants. If the developer sold at 
the full market value he would be required to pay the full rental value as head 
tenant. He might receive a small profit rent, but this would have no significant 
market value, being merely a return for rent collection, management and 
accepting the risk of rent voids. 

However, if the developer wished to retain a substantial investment in the 
property he would sell the freehold interest for a figure less than the full 
market value, on condition that the head rent payable would be less than 
the property's rental value. The sale price of the freehold interest would 
normally be the sum required to repay the short-term finance, and the head 
rent payable to the freeholder would be determined by the yield appropriate 
to such an investment. In modern conditions the head rent would be subject 
to regular review, but only to that proportion of the rental value determined 
initially. The developer/tenant would therefore hold a substantial profit rent, 
and both parties would retain valuable investments with a growth potential 
similar to that of the property as a whole. 

Note: for simplicity and clarity, the following examples are based on a 
'completed value of £1 million, although, in reality, most developments would 
be worth much more. 

Example 19.1 (Scheme A) 

The developer of a completed prime office property, fully let at the rental 
value of £60 000 net and worth £1 million, has sold the freehold interest to 
an investing institution for £750000, on condition that the property is leased 
back on a 125 -year lease, subject to an initial head rent of £40 000 and 
reviews at five-year intervals to the same proportion (two thirds) of net rental 
value. 

If sold for its full value, the investment yield of the freehold would have 
been: 

60000 
--- X 100 = 6.00/0 
1000000 

but under the above arrangement, the yield to the investing institution is: 

40000 
--- X 100 = 5.3% 
750000 

and the yield to the developer/tenant is: 

20000 
--- X 100 = 8.0% 
250000 
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The investing institution is willing to accept a yield below the 6% investment 
yield available on comparable properties because in this arrangement its 
income is protected from the risk of rent voids by the head tenant. The 
institution's income is the 'bottom slice' which is more secure than the total 
income of £60000 yet having the same growth potential. Conversely, 
because the developer is left with the risky 'top slice', he requires an initial 
yield higher than the yield available from the investment as a whole. If 
£750000 was the price necessary to repay the short-term finance, then the 
investor's required yield of 5.3% determined the head rent that the devel-
oper/tenant must pay, thereby determining his initial profit rent and the split 
of the net rent at subsequent review. 

The top/bottom-slice relationship is shown in Figure 19.1. The developer/ 
tenant's interest is the risky top slice because, with the head rent being two 
thirds of rental value he must guarantee that payment to the freeholder, and 
any income loss occurring through the default of sub-tenants or voids in the 
occupation leases must be borne by the head tenant alone. The landlord's 
bottom-slice income is unaffected by rent voids. 

Note that in the long run there is no element of gearing in this method of 
sharing the investment income. Over the long term, the rental income to 
both investors will grow (or decline) at the same rate as the rental value of 
the property as a whole. If at the first review the net rental value of the 
property has risen by 50% to £90000, both the institution's and the devel-
oper's income will also rise by 50%, respectively, to £60 000 and £30000. 

Note also that the scheme illustrated here is concerned only with sharing 
investment income from the completed development The developer alone 
has gained the profit or suffered the loss from the development project. 

This scheme is ideal from the point of view of the institution. It has acquired 
a prime growth investment with a reliable head tenant paying a secure 
income on a long lease. Furthermore, virtually all the management functions 
will be undertaken by the developer/tenant. From the point of view of the 
developer, the scheme has enabled him to retain a valuable investment 
producing a significant income, something which would have been impossi-
ble with mortgage finance. It has, however, two main flaws - the insecurity of 
the top-slice income and the resultant difficulty in attracting a buyer should 
he wish to sell. In most such agreements, therefore, the contract will make 
provision for either party to buyout the other's interest on some prearranged 
formula, should either wish to sell. 

Side-by-side, or vertical leaseback schemes 

In modern leaseback schemes, the financial institution may be involved in the 
project from its inception, and provide all short-term finance as well as the 
long-term funding, thereby absolving the developer from the responsibility of 
raising any capital. The institution will purchase the site and pay for 
construction, fees and all development costs, and on completion of the 
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project will grant a long lease to the developer who in turn will sub-let to 
occupying tenants and act as manager of the property. 

'Side-by-side' refers to the method of sharing the rental income from the 
completed project. Instead of the developer paying the institution a guaran-
teed head rent fixed between rent reviews as in Scheme A, all net rental 
income is shared in an agreed proportion, and the income to both parties 
will rise or fall according to changes in the net rental income received from 
sub-tenants. This avoids the top/bottom-slice relationship of Scheme A, and 
the investment risk is shared between the two parties according to the share 
of the income they receive. 

The division of the investment income between the parties is usually based 
on a previously agreed return on the development cost incurred by the 
institution (including interest 'rolled up' over the development period). All 
future net rental income from the property will be shared in the proportions 
established by the formula. 

Example 19.2 (Scheme B) 

A developer and financial institution have agreed to undertake a develop-
ment project on the following terms: the institution will purchase the site and 
pay all development costs, and on completion of the project will lease the 
property to the developer on a 125-year lease. The net rental value on 
completion is expected to be £60 000 and the developer will guarantee the 
institution an initial income of 6.5% of total development cost, estimated at 
£750000, including interest rolled up at 6.5%. The developer's initial income 
will be the remainder of the initial rental achieved from the completed 
project. All future rental income will be shared in the same proportion as the 
initial rent. 

On the basis of these figures, the initial income to the two parties will be: 

Expected net rental value 
Expected initial income to: 

Institution 6.5% of £750000 

Developer 

(£) 

60000 

48750 (81.25%) 

£11250 (18.75%) 

If these cost and rental figures prove correct, then the institution will receive 
81.25% and the developer 18.75% of all future net income, whether it rises or 
falls, or is subject to voids or not. In contrast to Scheme A, the two parties are 
sharing the risk of the investment in proportion to their income. There are no 
rent reviews as such in the head lease because all net income from sub-
tenants is shared in this way. In effect, the relationship between landlord and 
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head tenant is side-by-side rather than vertical as in normal leases, but the 
income is sliced vertically, hence the alternative description of 'vertical lease-
back' (this is shown in Figure 19.1). As investors in the completed property, the 
institution and developer are effectively in partnership and, in fact, the two 
parties to a side-by-side arrangement are sometimes joint landlords rather 
than landlord and tenant. 

In comparison with the top/bottom-slice scheme, the side-by-side arrange-
ment avoids the risky top-slice nature of the developer's investment income, 
thereby making his interest more marketable. For the institution, however, the 
investment risk in the completed property is significantly greater, but no 
greater than would be incurred by investing in a similar property let directly 
to the occupying tenants. 

So far, we have only examined the method of sharing the investment 
income from the completed property and the investment risk attached to 
that income, but the division of income between the two parties derives from 
the development project which itself imposes far greater risk. It is essential 
when analysing schemes such as this to distinguish the risk deriving from the 
development project from the risk attached to the investment in the com-
pleted property. 

In this example the risk attached to the completed investment is shared in 
proportion to the division of income, but the risk attached to the develop-
ment project is almost entirely borne by the developer, in much the same way 
as in a traditional development. If, as in this case, the developer has to 
guarantee a specific rate of return on the finance, it is immaterial whether 
that money is actually borrowed or not. The developer essentially has a 
gearing ratio of 100%, just as if all the short-term finance had been borrowed 
on a traditional basis, although the effective gearing here is reduced by the 
relatively low interest rate. Although after completion the investment income 
is shared side-by-side, these shares - and thus the profit from the develop-
ment project - are determined on a top/bottom slice basis (see Figure 19.2). 
The developer bears the large majority of the development's risk and his 
return is highly geared. 

Scheme B 
(Example 19.2) 

Rental value 

6)1,% of cost 

Developer's 
share 

Institution's 
share 

Scheme C 
(Example 19.3) 

Rental value 
6)1,% of cost 

Figure 19.2 Sharing development returns; determination of initial income 
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The high potential volatility of the developer's return from this project 
derives from the requirement to pay the institution a fixed percentage return 
on development cost. If over the development period cost rises relative to 
rental value on completion, the developer's initial income will fall. Conversely, 
if rental value rises relative to the development cost, the developer's income 
will rise. 

The potential impact on the developer's return of changes in net rental 
value and development cost is shown below. If net rental income on comple-
tion proves to be £65 000 instead of the projected £60 000, and if cost is 
restricted to £700 000 instead of £750 000, then the developer's initial income 
will rise by 73.3% over that previously expected, being a larger proportion of a 
larger sum: 

Net rental value on completion 
Initial income to institution 

6.5% of £700000 

Initial income to developer 

(£) 

65000 p.a 

45500 p.a (70%) 

£19500 p.a (30%) 

Conversely, if net rental income on completion proves to be only £55 000 and 
cost rises to £850 000, then the initial income is insufficient to cover the 
guaranteed return to the institution, leaving the developer to make up this 
shortfall from other sources: 

Net rental value on completion 

Initial income to institution 
6.5% of £850000 

Deficit to be paid by developer 

(£) 

55000 p.a 

55250 p.a 

£250 p.a. 

This system has the advantage of providing full incentive for the developer to 
maximise rental value and minimise costs. The more attractive is the com-
pleted property to the tenants, the higher will be the rental income in which 
the developer will share. The lower the costs, the higher will be the developer's 
share of the rental income. The risk incurred by the developer in the project is 
high, but so is the potential reward, whilst the risk and potential return for the 
institution are relatively low. That, of course, reflects the traditional functions 
and needs of the two parties. 

Geared top slice arrangement 

In Schemes A and B, the proportion of the completed property's net income 
received by both parties remains essentially fixed {after being initially 
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determined}. In the long run, investment in.come is ungeared. However, in 
Scheme C below, the developer retains a geared investment interest such 
that, as the property's net income grows, the proportion receivable by the 
developer increases. 

Example 19.3 (Scheme C) 

As in Example 19.2, the financial institution will purchase the site and pay all 
development costs. On completion of the project it will lease the property to 
the developer on a 125 -year lease subject to five-year rent reviews. The 
developer will again sub-let to occupying tenants. The expected develop-
ment cost and net rental value on completion are again respectively 
£750000 and £60000. The income to the institution will be a basic 6.5% of 
total cost plus 50% of the amount by which the net rental value exceeds this, 
both at completion and at future rent review. The developer here does not 
guarantee the basic 6.5% to the institution, but he will receive no income 
until the institution's basic income is met. 

The expected initial income of the two parties at completion of the 
development is as follows: 

At completion of development 
Expected net rental value: 

6.5% of £750000 
50% of surplus 

Expected initial income to institution 
Expected initial income to developer 

(£) 

48750 
5625 

(£) 

60000 p. a. 

54375 p.a. (90.6%) 
.£5625 p.a (9.4%) 

Assuming a 50% increase in net rental value at the date of the first rent 
review, the subsequent division of income will be as follows: 

At first rent review (£) (£) 
Net rental value: 90000 p.a. 

6.5% of £750000 48750 
50% of surplus 20625 

Income to institution 69375 p.a. (77.1%) 

Income to developer 20625 p.a. (229%) 

Although the developer's initial return is minimal, the high level of gearing 
built into Scheme C provides him with a far superior percentage growth rate 
than that of the institution. The 50% rise in net rental value assumed over the 
five years until the first review implies an annual rental value growth rate of 
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just under 8.5%, but whereas the institution's income over the five years 
grows by approximately 5% per annum, that of the developer grows by just 
under 30% per annum. 

Note, however, that as the developer's income increases relative to that of 
the institution, the effective gearing falls. Assuming the same rate of rental 
growth between Years 15 and 20, the growth rate of the institution's income is 
7% whilst that of the developer is just under 11%. Although the developer's 
income can never catch up with that of the institution (they must always 
differ by £48750), proportionally they become closer and thus the gearing 
gradually becomes less and less significant. So long as the percentage of the 
future growth received by the developer is higher than his percentage share 
of the property's initial income, then some element of gearing exists. 

It is unlikely that a financial institution would agree to part with such a high 
proportion of the equity, in fact institutions are reluctant to agree to any 
element of gearing in the division of investment income. 

Note that the investment income is being shared on a toplbottom-slice 
basis. The developer's income is the risky top slice because, with the head rent 
linked to rental value rather than rental income, he will suffer the full loss from 
rent voids or occupiers' default. 

Now let us turn to the division of the risk and return deriving from the 
development project. In contrast with Scheme B, the financial institution is 
sharing in the risk and return from the project to a significant extent and 
thereby reducing the risk to the developer. In this schem~ there is no 
possibility of the developer making a loss, except in the sense that he may 
get no return for his work and effort. He provides no capital for the project and 
in the absence of the guarantee (or 'yield protection clause') included in 
Scheme B, he is not liable to pay any minimum return to the investor. The 
worst that can transpire is that net rental income fails to reach the institution's 
6.5% basic return. On the other hand, he must share on a 50/50 basis all initial 
income in excess of the 6.5% basic return, consequently this scheme does 
not possess the potential profitability of a pure top/bottom-slice arrangement 
of the kind illustrated in Example 19.2. Both the upside potential and the 
downside risk are reduced. In fact, the profit from the project is effectively 
being split on a part 'top/bottom' and a part 'side-by-side' basis, as illustrated 
in Figure 19.2. 

Turning to the institution's view of this development scheme, there is no 
doubt that it is more risky than in Example 19.2, but the expected initial return 
on capital is higher, and could be higher still. Although the basic rate of return, 
at 6.5%, is the same as previously, the expected initial return (after including 
the share of the expected surplus) is 7.25%, probably a reasonable figure in 
consideration of the risk of this scheme to the institution. 

Such a scheme for sharing development profit is called a 'participation' 
arrangement. As it is important to distinguish the risk and return from 
development from the risk and return attached to the subsequent invest-
ment, it is therefore important to distinguish the 50/50 participation in the 
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development profit (Figure 19.2) from the 50/50 sharing of subsequent rental 
growth. As institutions are happy to accept gearing in a project but not in the 
completed investment, a more likely arrangement would be for the develop-
ment profit to be shared as illustrated in this example but for the investment 
income to be ungeared and shared on a side-by-side basis, as in Scheme B. 

Before introducing the complication of a public authority as a third equity 
sharing party, it seems sensible at this stage to summarise the main points 
introduced so far. 

• The risks borne and the returns received by both parties to an equity-
sharing agreement may derive partly from the development project and 
partly from the subsequent property investment. 

The scheme adopted should distinguish the two sources because develop-
ment is risky and investment relatively secure, and the traditional function of 
a developer is to take risk whilst that of an institution is to undertake relatively 
secure investment. 

• Top/bottom-slice arrangements must be distinguished from side-by-side 
sharing. 

• Income shares determined by the property's rental value must be distin-
guished from shares determined by the property's rental income. 

This will determine whether one or both parties bear the burden of rent voids, 
as well as the income division when rent reviews between landlord and head 
tenant are out of phase with reviews between head tenant and sub-tenant. 

• Proportional sharing arrangements must be distinguished from geared 
arrangements. 

This complex subject is often confused further by the misuse of the term 
'gearing'. Some practitioners use the expression to describe investment 
income which varies in proportion to changes in the rental value or rental 
income of the property as a whole, i.e. what we have referred to here as 
proportional sharing. 

• Another key clause determining the relative burden of risk is whether the 
percentage return due to the financial institution is guaranteed by the 
developer, or is merely a priority payment. 

• It is also essential to determine if either party bears the cost of repairs, 
insurance and management. Are the shares based on gross rental or net 
rental? 

• The agreement between the two parties should make provision for either 
party to buyout the other's interest on some prearranged basis, should 
either wish to sell. 
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Neither top-slice nor even minority side-by-side interests are easily market-
able or simple to value, and without a prearranged formula the party selling 
his interest may be unable to realise a price which would be considered fair. 

Although the developer will normally take executive control of the devel-
opment project, the institution will require to be consulted on certain crucial 
issues, especially where there may be a conflict of interest between the 
parties. Such matters may include the quality of the building, selection of 
tenants and letting policy, indeed anything which may tend materially to 
affect the quality of the institution's investment. The legal document formalis-
ing the agreement is liable to be long and detailed, but it is impossible to cover 
all problems which may arise between the parties. That is why institutions 
tend to build and maintain a special relationship with developers whom they 
can rely on and trust. 

Investment interests created by equity-sharing schemes tend to be some of 
the most complex in the property market. In all cases, before entering into any 
irrevocable agreement each party should carefully analyse and rehearse the 
impact that a whole range of possible scenarios could have on the risk and 
return from his investment. 

Partnership with local authorities 

Post-war trends in urban planning have emphaSised the positive role that a 
public authority can take in the land market to promote economic welfare -
such as by the development of job creating industrial property and the 
redevelopment of semi-derelict inner city areas. Also they have increasingly 
tended to take for the community a share in the profits of the land which they 
can control, not just by selling or leasing land for its full value, but by partici-
pation in the equity of development. Furthermore, by retaining an ownership 
interest a local authority can more actively control or influence the form of 
development than is possible by the use of its planning powers alone. 

The active participation of public authorities in development projects can 
create problems of conflict between the parties, as their objectives are more 
complex than the profit-oriented considerations of the developer and 
financial institution. However, creating a commercially successful scheme is 
also important to public authorities, because their income will depend on the 
value of the completed property, and because of the beneficial impact that a 
successful development will have on the area as a whole. Trust, goodwill and 
cooperation between the parties is essential for the success of these schemes; 
mutual distrust can create endless problems. 

We shall concentrate here on the place of local authorities in equity-
sharing partnership schemes, but a similar place could be occupied by other 
public sector agencies such as new-town development corporations, special 
development agencies, public utilities or even private investors who, as land-
owners, wish to enter into a scheme for the redevelopment of their land. 
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The essential factors required in the development process are land, build-
ing, finance and expertise. Any party taking on the entrepreneurial role can 
acquire these factors on a non-equity-sharing basis. Sites for development 
may be purchased outright, and bUilding is normally provided by a contrac-
tor for a specific sum (subject to cost fluctuation). Debt finance is available on 
a fixed- or variable-interest basis, and expertise can be obtained for a fee from 
certain professional firms and development companies. Thus it is possible for 
local authorities, financial institutions and developers to undertake projects 
without sharing the equity with any other party. Indeed many of them do. 

Nonetheless, many urban development projects involve equity sharing of 
some kind because it is advantageous for the parties involved - each party 
needs the other. Financial institutions are needed as providers of capital. 
Development companies are reqUired because of the importance of skill, 
experience and entrepreneurial flair in identifying development opportu-
nities, assembling a site and managing a project. local authorities are needed 
due to their ownership of and powers over land. Their compUlsory purchase 
powers may facilitate site assembly, and their planning powers may also be 
beneficial. These three parties also need a builder, but perhaps it is because of 
the abundance of building capacity and the lack of bargaining strength that 
builders are less frequently involved in equity-sharing partnerships. 

It is financial institutions, local authorities and developers which are the 
principal groups involved in equity-sharing schemes because they possess (or 
control) the factors of production essential to development projects. Each 
party is vying with the others for a maximum share of the profit for the 
minimum risk, and the division will tend to rest largely on the bargaining 
power of each party and the skill of the individuals involved in negotiation. 

let us now examine a relatively straightforward scheme which successfully 
combines the specialist inputs of the three parties to the benefit of the project 
as a whole, and provides each party with the type of interest it requires. 

Example 19.4 (Scheme D) 

A local authority owns an urban site ripe for commercial redevelopment and, 
after inviting tenders, has agreed with a financial institution and a develop-
ment company to share in the return from the completed project on the 
following basis. The local authority will retain the site, but the institution will 
finance all other development costs and, on completion of the project, the 
local authority will lease the property to the financial institution and devel-
oper as joint tenants on a 125-year lease subject to five-year rent review. The 
local authority as freeholder will be guaranteed an initial ground rent of 
£9000, the institution will receive an initial income of 6.5% on development 
costs, and the developer will receive the remainder of the rental income on 
completion. At future rent review, the income to the local authority will be 
adjusted to the proportion that £9000 bears to the net rental value estab-
lished at the completion of the project, and the institution and developer will 
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share the remaining investment income on a side-by-side basis, also in the 
proportions established at completion. The expected net rental value at 
completion is £60 000 and expected development cost (excluding the site) 
£600000. 

The offer of the initial ground rent of £9000 was determined as follows: 

(£) (£) 
Expected net rental value on completion 60000 
Expected initial income: 

Institution (6.5% of £600000) 39000 (65%) 
Developer (2% of £600 000) 12000 (20%) 

51000 

Ground rent payable to local authority £9000 (15%) 

The initial return to the local authority was calculated after deducting the 
target returns of the institution and developer from the expected net rental 
value on completion. If the outcome for development cost and rental value is 
as anticipated, then the shares of the initial income will be as shown above. 
However, if cost rises relative to rental value over the development period the 
developer's return will suffer first, and if cost rises sufficiently the institution's 
income will be at risk. Conversely, if rental value rises relative to cost only the 
developer's share will rise. 

The risks and returns from the project are thus shared on a top!bottom-
slice basis, with the developer holding the highly geared risky top-slice 
interest, the institution holding the medium-risk middle slice, and the local 
authority the safe bottom slice (see Figure 19.3). Of the subsequent invest-
ment income, the local authority still holds the secure bottom slice, and the 
developer and institution share the remaining top slice on a side-by-side basis. 

Example 19.5 (Scheme E) 

As it stands, Scheme D is unlikely to be acceptable to the local authority and 
possibly the institution, because if the project proves to be highly profitable 
only the developer will gain directly. Let us therefore assume that the local 
authority and institution insist on a participation arrangement which divides 
equally between the three parties any initial rental income in excess of a 
return to the developer of 2% on cost. In return for this restriction on his 
potential profit, let us also assume that the other parties agree to guarantee 
the developer a minimal fee for his work as a 'safety net', but payable only in 
the event of the project proving so unprofitable that the developer receives 
no other initial return. 

The chart illustrating the determination of income from the project is now 
revised (Figure 19.3). The pattern of investment income is unchanged, but the 
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proportions allocated to each party will be altered if the project proves to be 
more profitable than expected. 

On the basis of this revised agreement let us see how the parties would 
fare if, on completion, the net rental value proves to be £73000 and develop-
ment cost totals £640 000: 

(£) (£) 
Net rental value on completion 73000 
Basic return to: 

Local authority 9000 
Institution 6.5 % of £640 000 41600 
Developer 2% of £640 000 12800 

63400 

Surplus 9600 

One-third share 3200 

So, initial income to: 
Local authority £12200 p.a. (16.7%) 
Institution £44800 p.a. (61.4%) 
Developer £16000 p.a. (21.9%) 

Rather than being presented as idea~ Schemes D and E have been used to 
illustrate certain concepts, on which there are an infinite number of variations. 
Such schemes make use of the inputs that each party can offer to the project, 
and provide them with an investment close to their requirements. They enable 
the local authority to use its compulsory-purchase and planning powers, and 
provide it with an equity freehold interest with a ground rent which will return 
to the community a fair proportion of the profit of the project and subsequent 
investment. Such schemes make use of the equity finance available from the 
financial institution, and in return provide it with a long-term growth invest-
ment. They also employ the skills and experience of the developer, provide 
him with sufficient incentive to undertake the project efficiently, and make 
use of his willingness to bear the principal risk of the project, thereby shielding 
the other two parties. In return, he should receive a substantial long-term 
equity investment. He will also normally undertake the management of the 
completed property for an appropriate consideration. 

Lease and leaseback 

Local authorities have a responsibility to promote development which is likely 
to attract job-creating industry or to revitalise inner city areas, and they have a 
role to play in undertaking projects (especially the development of small 
industrial units) which may be marginally viable or commercially unattract-
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ive to property companies and financial institutions. Neither the major devel-
opers nor the financial institutions will wish to retain a long-term interest in a 
development which imposes a significant risk of rent voids. However, by 
interposing themselves between the occupying tenants and the institution 
in the tenure structure, local authorities may be able to provide the necessary 
security, and thereby attract institutional finance which would not otherwise 
be forthcoming. 

One option is for the local authority itself to undertake the development 
and on completion to sell the freehold to the financial institution and lease it 
back as head tenant. The local authority would then sub-lease the property to 
occupying tenants and manage it thereafter. This system is similar to that 
illustrated in Example 19.1, except that the local authority is in the place of 
the developer. The sale price would normally be aimed at recovering the cost 
of development, and the initial head rent would be the institution's required 
yield on that capital. The local authority would retain a substantial but risky 
top-slice profit rent, being the difference between the rents received from 
sub-tenants and the head rent paid to the institution. 

Alternatively, and more frequently, the 'lease and leaseback' system is 
employed. Essentially, this involves the local authority as freeholder granting 
a long lease of the site to a financial institution {with or without a developer in 
partnership}, at a low or 'peppercorn' rent. The institution would sub-let the 
completed development to the local authority for a marginally shorter dura-
tion, who in turn would lease to the occupying tenants. The initial rent that the 
local authority (sub-tenant) would pay to the institution (head tenant) would 
be the institution's required return on the capital provided to fund the 
development, and the rent would be revised at future review to the propor-
tion of rental value established initially. The local authority would receive a 
top-slice profit rent, being the difference between the amount received from 
occupiers and that paid to the institution. 

On the assumption that a developer is employed to undertake the work for 
a prearranged fee, but retains no long-term interest in the development, the 
division of risk. and return from both the project and subsequent investment 
are shown in Figure 19.4. 

Sharing returns 
(project and investment) 

LA 

FI 
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Figure 19.4 Lease and leaseback 
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The advantage of this scheme is that the local authority stands between 
the occupying tenants and the institution, whilst still retaining the freehold 
interest. It is able to attract institutional funds because of the greater reliability 
of a local authority as a rent-paying tenant in comparison with occupiers of 
industrial property. As well as bearing the risk of voids and default, the local 
authority will undertake the letting and management of the property, thereby 
enabling it to control tenancies and letting terms on a basis which will 
promote industrial activity, rather than on purely profit-maximising criteria. 



V Property Investors and 
Property Pricing 



20 The Property Companies 

In Chapters 20 and 21, we investigate the activities of the two principal groups 
of operators in the investment and development sectors of the commercial 
and industrial property market. In this chapter we look at the property 
companies and in Chapter 21 the property-investing institutions. Not that 
these are the only groups taking part - major building contractors, other 
industrial and commercial companies and public authorities are also 
involved, but the property companies and financial institutions have domi-
nated the market in the post-war period, and it is chiefly by a study of their 
functions and activities that an understanding of the market can be gained. 

Post-war growth of property companies 

Property companies in the UK, as they operate nowadays, are essentially a 
post-war phenomenon. In the 1920s there were around two dozen quoted 
companies but few were active developers, many being involved in the 
ownership and management of housing, which originated from the urban 
estates of Victorian industrialists. The effective origin of the majority of 
companies now quoted in the london Stock Exchange is in the first post-war 
property boom. According to Marriott 1 the 20-year period from 1945 created 
at least 110 property millionaires, a remarkable number in comparison with 
other industries. The large number of fortunes reflects not only the huge 
profitability and low taxation of property development during that period, 
but also the relative ease of entry and simplicity of the operation. The list of 
millionaires is made up largely of people who were involved in the property 
market, particularly estate agents, solicitors and builders, few of whom owned 
significant wealth before embarking on their property careers. A number of 
proprietors in the clothing trade also became involved through their owner-
ship of shops and other property, including bomb-damaged sites in London at 
the end of the Second World War. 

The reasons for the post-war boom are explained more fully in Part VII; here 
it is sufficient to appreciate that an imbalance between supply and demand 
for office space arose in London primarily through massive devastation during 
the war, coupled with a surge in demand in the post-war economy. In such 
conditions the value of existing offices rose dramatically and the proliferation 
of bomb-damaged and slum housing in central areas provided cheap and 
abundant development sites. 
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Although restricted by a variety of controls in the early post-war years, 
development proved highly profitable, helped by the combination of rising 
rental values, low interest rates, ease of letting and virtually nil taxation. 
Developers did not necessarily expect or budget for enormous profit - it was 
inflation and the rental spiral which was largely responsible. The price of a 
building contract was fixed whereas the rental value rose over the develop-
ment period. Marriote quotes the example of one office development of 
60000 fe in which the developer predicted a rent of 12/6d (62 1hp) per ft2 at 
completion to provide a profit of £340000. However, such was the rise in 
rental values over the development period that it let for £3 per ft2 to give a 
capital value of £2.7 million and a profit of £2.2 million. Even more incredible 
was the profit of £2.9 million made on a joint development with the Church 
Commissioners in which the developer contributed only £1000. 

Such profits were effectively tax free following the abolition in 1953 of the 
100% development charge imposed under the Town & Country Planning Act 
1947. Provided the completed development was not sold but retained by the 
developer as a long-term investment, no tax was payable on the development 
profit, only on the subsequent rental income. Development was taxed on 
much the same basis as manufacturing activity; tax became payable only 
when the goods were sold and the profit was realised. In fact, despite retaining 
their completed properties, developers could effectively realise much of their 
profit, both by raising long-term mortgages on the property or by 'going 
public' and selling shares and debentures on the stock market. 

So the explanation for the early post-war growth in the number of property 
companies is twofold. First, the profitability and availability of development 
projects, and second, the taxation system, growth in property values, and the 
availability of cheap fixed-interest debt, which provided the incentive and 
opportunity for developers to retain their completed properties as long-term 
investments. logically, developers would then 'go public' (a) to realise a 
proportion of their profit by the sale of part of their equity, (b) to gain access 
to further sources of long-term finance, and (c) to satisfy the insurance 
companies, who in the later 1950s were starting to acquire portions of 
developers' equity in return for the provision of long-term finance. They 
required such shares to be marketable, partly to improve their liquidity and 
partly to reflect a true market value, qualities not provided by shares in private 
companies. 

The number of public property companies rose from 35 in 1939 to 185 in 
1964, with their market capitalisation surging from £30 million in 1939 to 
£800 million at the height of the property company shares boom in 1962. An 
outstanding example of the growth of an individual company is the case of 
land Securities Investment Trust (now substantially the largest property 
company in the UK). At the time of its acquisition by Harold Samuel in spring 
1944, it owned three houses in Kensington and some gilts worth £19351.3 By 
March 1952, assets totalled over £11 million, by March 1967 £193 million, and 
in its 1990 accounts the portfolio was valued at £5.6 billion. 
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Trends since 1964 

The period of declining development activity after 1964 (like other dull periods 
in the 1970s and 1980s) was used by property companies to improve and 
rationalise their portfolios and reorganise their finances. Any remaining resi-
dential property was frequently sold off to sitting tenants or to other compa-
nies which specialised in housing. Sales often included commercial property 
with limited growth potentia~ including reversionary investments and proper-
ty with infrequent rent review. Portfolio rationalisation would include the 
acquisition of interests in properties in which the purchaser already held an 
interest, e.g., the purchase of the freehold interest in a property in which the 
head leasehold was already held, or vice versa, thereby benefiting from the 
'marriage' value which would tend to result. A portfolio might also be 
improved by renegotiating leases with existing tenants and by the refurbish-
ment of existing investments. Financial reorganisation would include refinan-
cing short-term debt with long-term, or reducing a company's gearing by 
asset sales or by issuing new equity shares. Such financial and portfolio 
management activities would be the policy of any well-run property com-
pany. 

After the end of the first post-war development boom, the number of listed 
property companies substantially declined. A few companies went into liqui-
dation but the majority met their demise as a result of takeover deals, mainly 
involving other property companies or financial institutions such as insurance 
companies. Certain companies, notably land Securities and MEPC, contin-
ued to grow by means of takeover bids. Rather than by cash offer, these deals 
were usually effected by the exchange of 'paper'. The company making the 
bid would offer shareholders in the victim company a certain number of 
shares (and/or loan stock) in exchange for existing stock. In order for the bid 
to be acceptable, the value of the shares offered would have to exceed the 
existing value of the shares in the victim company. Companies subject to bids 
tended to be those with shares undervalued relative to their assets, which 
were inactive or poorly managed, or which owned development sites, an 
increasingly scarce commodity in the 1960s. 

In the takeover game, success tends to breed success. Shrewd acquisitions 
can result in a high rate of equity growth, causing the shares of 'predator' 
companies to be priced on a high price/earnings multiple, in turn enabling 
further acquisitions to be made. Defences against takeover are good manage-
ment, large size or (best of aID for a controlling proportion of shares to be 
retained by the directors themselves. This is frequently the case with property 
companies where the original founder or his family often holds a dominant 
shareholding. 

New listed property companies emerging since the mid-1960s have rarely 
been created by means of a private company 'going public' with a full listing. 
A quoted property company may emerge from an existing industrial com-
pany whose manufactUring or trading activities have declined or been sold 



280 Property Investors and Property Pricing 

off, but which has built up development and investment activity based on the 
company's property assets. Alternatively, a listed trading company in decline 
may be acquired by a private property company as a 'shell' into which its 
property assets are subsequently transferred. A frequent method is the 
'reverse takeover', by which a private property company will arrange to be 
taken over by a quoted company in decline, on condition that the directors of 
the private company will subsequently take charge of the merged company 
and probably sell off its original trading activities. Another alternative which 
proved popular in the early 1980s was to obtain a quotation on the newly 
established Unlisted Securities Market (USM). 

The early 1980s saw an upsurge in the number of quoted property compa-
nies through such names as Rosehaugh, London & Edinburgh Trust, Spey-
hawk, Mountleigh and Stanhope. Rosehaugh was transformed by its 
chairman, Godfrey Bradman, from a tea-trading company with a market 
capitalisation of under £200 000. Mountleigh was originally a small wool 
manufacturer, but Stanhope was a private property company which joined 
the USM just before the stock-market crash in 1987. 

Property-company functions 

Essentially property companies undertake three types of activity, namely 
property investment, development and other dealing activity. The term 'deal-
ing' covers a variety of activities, but implies relatively quick sale of the 
property after adding value in some way. It would include the acquisition of 
a block of flats for improvement and sale to sitting tenants, or the assembly of 
a development site for sale with planning permission to a developer. 

Property companies can mostly be placed in one of two categories. 
Companies which develop and acquire property for retention in an invest-
ment portfolio (investor/developers), and those which sell their projects on 
completion (developer/traders). In terms of their size, investment companies 
dominate the property sector of the stock market (see Table 20.1), and typically 
grew up in the early post-war period through their ability to finance the 
retention of their developments with debt. On the other hand, developer/ 
traders are mostly of more recent origin and have been forced to sell com-
pleted projects by the high cost of finance. The reverse yield gap has pre-
vented them from building up a portfolio of property investments, and the 
lack of a portfolio generating rental income to pay interest on debt has forced 
such companies to sell completed projects. The profit of developer/traders 
depends on the success of their development and dealing activities, which are 
innately risky and vulnerable to economic trends. But the profit of investor/ 
developers is essentially the difference between rental income and interest on 
debt, which is relatively stable. 

The functions of development and investment are complementary. The 
retention of completed developments not only reduces taxation, but 
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provides the further advantages of secure asset backing and regular income 
as a diversification from the risky and irregular returns from development. The 
greater security of investor/developers in comparison with developer/traders 
also facilitates and reduces the cost of raising new finance to fund new 
projects. The property assets can be used as co"ateral to raise debt, and the 
rental income to service interest payments. The ownership of an investment 
portfolio also provides the company's management team with a greater 
continuity of work. At times when they might be idle due to a lack of 
development opportunities, work can proceed on renovation, refurbishment 
and other portfolio-management activity. 

The specialisation and emphasis of British property companies can vary 
significantly from one company to another. Like most of the largest compa-
nies, Land Securities' portfolio is dominated by offices and shops in central 
London but (unlike most others) it holds no overseas property. That contrasts 
with Hammerson which has 60% of its portfolio in North America, Australia 
and Europe. Slough Estates has about 70% of its portfolio invested in indus-
trial property, while Bradford and Daejan specialise in housing and Wates City 
of London Properties is exclusively invested in City offices. 

All the companies listed in Table 20.1 are primarily investment companies. 

Table 20.1 Top 10 quoted property companies by market 
capitalisation (September 1992) 

Company 

land Securities 
MEPe 
British Land 
Slough Estates 
Hammerson 'A: 
Great Portland Estates 
Brixton Estates 
Bradford Property Trust 
Daejan 
Percy Bilton 

Source: financial Times. 

Property-company shares 

Capitalisation 
(Em) 

1807 
718 
330 
278 
235 
225 
207 
168 
131 
123 

Property-company shares provide a medium for indirect investment in the 
property market, however shares in developer/traders are likely to display 
very different characteristics from shares in investor/developers and are 
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priced by the stock market in a different way. We saw in Chapter 4 that shares 
of industrial or trading companies are priced at some multiple of current 
earnings (net profits), and this multiple (the P /E ratio) will depend principally 
on investors' perception of a company's risk and growth potential. A devel-
oper/trader is somewhat similar to a manufacturing or trading company. Its 
survival depends on making profits from its development and dealing 
activities, and the price of its shares will be some multiple of its current 
earnings, the multiple depending on investors' expectations for future profits 
and their perception of risk. 

On the other hand, the shares of a property investment company are 
backed by substantial property assets. Each share represents a fractional 
entitlement to the investment portfolio, so the share price reflects its net 
asset value. In fact, shares tend to trade at a discount of 2~30% to net asset 
value per share, depending upon expectations for property values. Share 
prices of investment companies tend to move on changes in net asset value. 
If a company reports unexpectedly good profits and a portfolio revaluation in 
line with expectations, its share price is unlikely to move significantly. But if its 
profits are in line with expectations and its portfolio revaluation unexpectedly 
high, its share price will tend to rise sharply. Whereas the earnings volatility of 
property traders makes their shares risky, the stability of property values make 
the shares of investment companies relatively secure. 

However, it would be misleading to imply that shares in investor/developers 
behave like a property portfolio in microcosm. First, there is the impact of a 
company's gearing, which increases the volatility and growth potential of net 
asset value in comparison with direct investment in property. Second, there is 
the impact of a company's management. The history of property share prices 
provides ample proof of the importance to investors' returns of company 
management. For inactive investment companies the quality of portfoliO and 
financial management are important, but for companies actively involved in 
development, dealing and acquisitions, the judgement and ski" of those in 
charge is crucial. Apparently sma" mistakes on such matters as financing, 
timing of purchase and sale, and selection of development projects can lead 
to enormous losses. Property companies led by 'whiz kids' can earn a dra-
matic return for investors in the right conditions. However, as the experience 
of the mid-1970s and early 1990s has shown, such leadership can involve 
enormous risks, exacerbated by the tendency of such people towards an 
autocratic style of leadership and control. 

The third major reason why the performance of property shares will vary 
from that of direct property investment derives from differences in the 
markets in which they are traded. Share prices tend to be more volatile than 
direct property because of the greater volatility of the stock market in 
comparison with the property market. In fact, while reflecting trends in rental 
growth, property share prices are very cyclical, tending either to substantially 
outperform or underperform other shares.4 
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• Property companies can be categorised according to whether (a) their 
acquisitions and developments are undertaken primarily for retention in 
a property portfolio (investor/developers), or (b) they sell most projects 
after completion and hold an insignificant investment portfolio (devel-
oper /traders). 

• Because of the availability and low cost of long-term debt in the early 
post-war period, developers were able to retain their completed projects, 
and companies from that period comprise the majority of investor/ 
developers currently listed on the Stock Exchange. 

• Companies originating since the 1960s have had to rely principally on 
trading due to the high cost of capital. The innate risk and cyclical 
volatility of developer/trading, coupled with the lack of the income and 
asset stability provided by a property portfolio makes them fundamen-
tally risky. 

• The price of shares in developer/traders is determined by the stock 
market by reference to their equity earnings, but share prices of inves-
tor/developer companies reflect companies' net asset values. 

• Shares in investor/developers tend to be more risky than direct invest-
ment in property due, e.g., to the impact of gearing, corporate manage-
ment and stock market volatility, but shares of developer/traders tend to 
be even more risky. 
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Non-bank financial institutions in Britain are dominated by the insurance 
companies and pension funds, two groups which invest actively in property 
alongside their larger holdings in equity shares and bonds. Nowadays portfo-
lios are managed by professional fund managers, some of which are branches 
of these institutions (managing their own funds as well as those of other 
institutions) whereas others are branches of banking conglomerates. For 
example, the two largest fund managers in the UK are Prudential Portfolio 
Managers, an arm of the Prudential which is primarily a life assurance com-
pany, and Mercury Asset Management, a subSidiary of S.G. Warburg, the 
merchant banking group. Other major fund managers are Barclays de Zoete 
Wedd, part of the Barclays Bank group, Standard life which is primarily a 
mutual life assurance fund, and Postel the fund management arm of the Post 
Office and British Telecom pension funds. 

Through their control of over 60% of shares quoted on the London Stock 
Exchange together with much of the best urban property in Britain, these 
groups potentially wield enormous power and influence over the economy. 
However, their essential function is to invest funds for the benefit of policy 
holders and pensioners, and strategic decisions to allocate funds to gilts, 
equities or property reflect the specific needs and liabilities of the institutions 
for whom the funds are managed. Therefore, to understand the allocation of 
investment funds we need to know something about the functions and 
activities of the institutions themselves. 

Insurance companies 

Insurance business is categorised as either 'general' or 'long term'. General 
insurance is essentially fire, accident, motor, marine and aviation insurance, 
whereas long term business is principally life assurance (although it also 
includes health insurance and annuities). Certain large insurance companies 
in the UK known as 'composites', undertake both types of business (e.g., 
Commercial Union, General Accident, Royal Insurance, Sun Alliance), 
whereas others concentrate on life assurance, e.g., Prudential, Lloyds Abbey 
Life, Legal & General. 

There are several hundred groups authorised to undertake insurance 
business in the UK, but activity is dominated by large companies. These will 
normally either have a Stock Exchange listing, or be a subSidiary of a major 
conglomerate, or be a 'mutual' fund. Mutual insurance companies have no 
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shareholders in the conventional sense, but are owned by policyholders in 
much the same way as most building societies are owned by borrowers and 
lenders. 

General Insurance 

The contract for general insurance business is normally for one year only, and 
although a contract is likely to be renewed each year, the business is essen-
tially short term. The annual income of insurance companies consists of 
'premiums' and investment income. Annual premiums charged for providing 
insurance cover are based on the sum insured and the risk of loss, and tend to 
be set at a level sufficient to meet probable claims, agents' commission, 
administration cost and profit. In fact, general funds habitually make large 
losses on their 'underwriting' activities fI.e. the cost of claims usually exceeds 
premiums), but they hope to make a profit overall through the income earned 
on investments. 

A feature of general insurance is uncertainty in the amount and timing of 
claims, partly explained by the fact that natural catastrophes are a major 
cause of loss. The amount of claims faced by an individual company is very 
unpredictable, and in any year may substantially exceed the expected liability. 
For example, all of the top ten British general insurers made huge losses in 
1991, with the underwriting losses of the top six averaging £500 million each. 
These awful results derived from extraordinary weather-related claims and 
losses on domestic mortgage indemnity policies which arose from a fall in 
house prices. 

In order to avoid the risk of being unable to meet all claims, an insurance 
company's assets must substantially exceed the expected liability. Typically, 
the assets of a general fund exceed their estimated liabilities to policyholders 
by a margin of about 50%, such a margin being determined both by 
prudence and by the necessity to observe a minimum statutory solvency 
margin. Being the difference between the company's assets and liabilities, 
this margin also represents shareholders' capital. So if claims exceed expecta-
tions or if the value of the company's investments fall, then it is the share-
holders who suffer the loss, not policyholders. 

Like banks, insurance companies must be secure, and be seen to be secure. 
They can go bankrupt, therefore they are subject to strict regulation and 
supervision, and are required to provide detailed information to enable a 
true assessment of their financial security. 

As security is important to an insurance company's operation, it is also an 
important feature of its investments. This introduces one of the most impor-
tant principles determining insurance companies' investments - the 'match-
ing' principle. As in the case of banking and certain other financial institutions, 
prudential management requires that liabilities should be matched by assets 
of a similar nature. The application of this principle can be seen in various 
facets of general funds' investment policy. 
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First, the liability of a general insurance company to payout on claims is 
essentially short term and unpredictable in amount. Therefore a large propor-
tion of those assets held in respect of claims are kept in a liquid form or in 
securities which can be quickly liquidated. But the regularity of a company's 
incoming cash flow is also an important determinant of its required liquidity. 
For instance, if all insurance premiums were payable on one date, say 1 
January, the large majority of this money would have to be kept liquid to 
meet claims arising throughout the year. However, because premiums and 
investment income are spread throughout the year, most claims can be met 
by incoming funds and thus a larger proportion of assets can be invested in 
the long term without an expectation of their having to be liquidated. 

Second, the liabilities of general insurance companies are fixed in money 
terms. A company is not liable to payout a sum higher than that insured for. 
Therefore liabilities tend to be matched by fixed-sum investments such as 
interest-bearing bonds and preference shares, as distinct from equities. 

Third, the matching principle extends to liabilities overseas. The majority of 
the business of British general funds has traditionally come from overseas, and 
to reduce the risk which derives from currency fluctuations (see Chapter 22), 
liabilities in a foreign country should be matched by appropriate investments 
in that country's currency. General insurance companies have traditionally 
held large amounts of overseas government and corporate fixed-interest 
bonds. 

The matching principle not only influences the choice of investments held 
in respect of underwriting liabilities, but also investments selected to back 
shareholders' capital. We have already explained that shareholders' capital 
amounts to about 50% of estimated liabilities, so if this ratio is considered to 
be the prudential minimum, then underwriting liabilities will be restricted to a 
multiple of twice shareholders' capital. The amount of shareholders' capital 
determines the amount of business a company can underwrite, and in order 
for a company to maintain the volume of its business in real terms in times of 
inflation, it is therefore necessary for shareholders' capital to grow at the same 
rate as inflation. Thus, and fourth, the appropriate investments with which to 
match a company's liability to its shareholders are equity investments such as 
ordinary shares and property. 

In the mid-1970s, levels of inflation dramatically higher than the growth in 
the value of investments caused a dangerous decline in the equity capital 
base of UK insurance companies in comparison with the value of business 
undertaken. The problem was partly caused by a decline in the value of the 
pound sterling which resulted in a rise in the sterling value of overseas 
liabilities, and partly by the rising cost of claims in the UK. In order to regain a 
prudent relationship between equity capital and liabilities, the eight largest UK 
general insurance companies had to raise £385 million by rights issues in the 
four-year period 1974-7.The losses of the early 1990s are likely to necessitate a 
similar fund-raising exercise. 
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Property's security and its qualities as a hedge against inflation make it a 
highly appropriate medium in which to invest a general insurance company's 
equity base. Its lack of liquidity is relatively unimportant because circum-
stances would have to be dire indeed to require a general fund to liquidate 
its property in a hurry. 

Table 21.1 Insurance companies - holdings of investmentsa (end 1990) 

Long-term funds Other funds 
(Em) (%) (Em) (%) 

Gilts 
Short dated 1822 0.8 2851 6.4 
Medium dated 18481 8.0 2506 5.7 
Long and undated 7070 3.0 51 0.1 

Corporate and other bonds 13214 5.7 1975 4.5 
Overseas fixed-interest securities 5847 2.5 3806 8.6 
Loans and mortgages 6883 3.0 1854 4.2 

Total fixed-interest assets 53317 23.0 13043 29.5 

Index-linked gilts 3764 1.6 56 0.1 
UK equities 80975 34.9 8112 18.4 
Overseas equities 19155 8.2 2139 4.8 
Unit trust units 21113 9.1 b b 
Property 34828 15.0 3288 7.4 

Total growth assets 159835 68.8 13595 30.7 

Cash, short term and other assets 19162 8.2 17578 39.8 

Total assets 232314 100.0 44216 100.0 

(a) Figures are market values except in the case of loans and mortgages, which are 
book values 

(b) Included with UK equities 
Source: financial Statistics. 

The importance of the matching principle in explaining investment 
strategy is supported by the analysis of the investment portfolios of general 
funds (other funds) shown in Table 21.1. Interest-bearing and liquid investments 
amount to over two thirds of total assets, roughly the proportion representing 
companies' underwriting liabilities, whereas equity investments amount to 
just under one third, reflecting the companies' equity base. 

As in the case of other investors, the portfolio policy of insurance com-
panies will be determined by other precepts apart from the matching 
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principle. They will strive to reduce risk by diversification and maximise 
returns, i.e. select those investments which are expected to perform best. In 
doing so, they will also have regard to their taxation liability. Insurance 
companies pay capital gains tax (CCn as well as corporation tax. 

long-term insurance 

long-term insurance involves over five times the amount of capital invested 
by general insurance business, and is far more significant in the investment 
market generally and the property market in particular. long-term business is 
dominated by life assurance, with 80% of UK households being involved in 
some way, usually by the payment of regular premiums over many years until 
the policy matures and benefits are received. 

The majority of life assurance policies provide a combination of life insur-
ance cover and a long-term savings scheme. 'Term insurance' is life cover 
under which the sum insured is paid only if death occurs within the specified 
term, whereas under 'whole life' policies payment of the benefits is made on 
the death whenever it occurs. 'Endowment' policies place the emphasis on 
saving, with benefits payable on a specific maturity date or on death, which-
ever is the earlier. 

Policies can be 'without profits', in which case the benefits to be received 
are fixed by contract, whereas under a 'with profits' endowment policy 
benefits will depend on the performance of the investments made by the 
insurance company in respect of the policy. Under 'unit linked' policies, 
benefits are linked to the performance of specific investment units which, in 
turn, are mostly invested in equities, gilts or property. As a result of inflation, 
the large majority of life assurance policies are now on some form of 'with 
profits' or 'unit-linked' basis. Such endowment policies effectively provide 
long-term equity investments for policy holders, coupled with life cover and 
certain tax concessions. 

Long-term business is a fundamentally different activity from general 
insurance. The contracts are long-term, sometimes for 40 years, in contrast to 
the normal annual contract in general insurance. There is also a far greater 
certainty in the amount and timing of liabilities, partly because most policies 
have specific maturity dates and partly because of the statistical predictability 
of death. Although some policies involve the payment of a single lump-sum 
premium, the majority of premiums flowing into life assurance companies are 
on a regular periodic basis, such as monthly or quarterly. Thus, both incoming 
and outgoing cash flows are stable and predictable. There is little need for 
liquidity, especially as the volume of business is frequently expanding, and 
liabilities may be met entirely from inflowing funds and investment income. 
Investments can therefore be made in the long term to match the long-term 
liabilities. 

Like general funds, long-term funds also observe the matching principle in 
selecting their investments. Without profits' and other fixed-sum liabilities will 
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be backed by fixed-income investments of similar duration. Fixed-sum liabil-
ities arising in 2005, for example, will tend to be matched by gilts, corporate 
bonds or mortgages maturing in that year. On the other hand, the real liability 
of 'with profits' policies will tend to be matched by equity investments such as 
ordinary shares, property and unit trust units, although fixed-interest invest-
ments will also be held against such policies to provide security and stability. 
Due to the liabilities of long-term funds being predominantly inflation-related, 
the proportion of assets held in equity investments is much greater than for 
general funds. 

The aggregate portfolios shown in Table 21.1 reflect the difference in the 
functions of long-term funds in comparison with general funds. Although 
there is only a small difference in the overall proportions held in gilt-edged 
securities, the longer-term funds predictably hold mainly medium- and long-
term stock, whereas general insurance funds hold predominantly short- and 
medium-dated stock. The relative needs of the two groups for liquidity is 
reflected in dramatically different proportions in cash and liquid assets. In 
fact, the liquidity of long-term funds was unusually high at the end of 1990, 
due to the investment uncertainties brought on by the Gulf War. General 
funds' relatively high holdings of overseas fixed-interest stock reflects their 
overseas liabilities, whereas the larger overseas equity investments of long-
term funds is probably more to do with portfolio diversification and the quest 
to maximise returns. 

Pension (or superannuation) funds 

A pension scheme is similar in concept to an endowment scheme followed by 
an annuity. During his working life, the employee and employer pay regular 
contributions into the scheme, like premiums on an endowment policy, so 
that on retirement this has accumulated to a capital sum sufficient to pay an 
annuity for the rest of the employee's life. The size of the regular contributions 
would be the amount estimated by an actuary to be sufficient to pay the 
desired pension on retirement, perhaps two thirds of final salary. 

Pension schemes can be 'funded' or 'unfunded'. In funded schemes, the 
pensions are paid out of the returns earned from investing the periodic 
contributions of employer and employee. In the case of unfunded schemes 
(such as the civil service scheme), contributions are not invested but treated 
by the government as part of its total revenue, and pensions paid out are 
merely a part of the government's current expenditure. Pension funds can 
exist only for funded schemes. 

In the case of most funded pension schemes, the pensions ultimately paid 
depend on the success or otherwise of the fund's investment portfolio. The 
fund bears the actuarial risk. However, in the case of 'insured' schemes, a life 
assurance company manages the funds and bears the actuarial risk, and in 
the case of 'pooled' schemes, a number of funds combine their resources by 
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Table 21.2 Top 10 UK pension funds (by value of assets - 1990) 

British Coal 
British Telecommunications pic 
Electricity Supply 
Post Office 
British Railways Board 
Universities Superannuation Scheme 
British Cas pic 
Barclays Bank pic 
The British Petroleum Company pic 
National Westminster Bank 

Source: Pension funds and their advisers. 

(£m) 

12789 
12403 
9492 
8000 
7562 
6230 
5982 
5369 
4881 
4726 

purchasing units in a 'unitised' fund. Pooled schemes enable cost effective 
diversification across different investment types for funds too small to justify a 
segregated portfolio. Pensions ultimately depend on the performance of the 
units which, in turn, depend on the performance of the underlying invest-
ments. 

The growth of pension funds in the post-war period has been dramatic. 
Apart from the growth in the number of workers entering schemes, the 
system has enjoyed an enormous in-built growth from rising salary levels 
(contributions by both employee and employer are linked to salaries) and 
the rising return from investments. The combined assets of pension funds 
now substantially exceed those of insurance funds, and for most funds the 
annual inflow of contributions and investment income more than covers 
benefits paid to pension holders, resulting in a net annual increase in 
resources for which new investments have to be made. 

Pension fund investments 

The liability of pension funds is to pay pensions which are linked to employees' 
final salaries, and thereafter to strive to keep pensions in line with inflation. 
Their liabilities are therefore essentially in real as distinct from money terms, 
and consequently pension funds invest the majority of their assets in growth 
investments (see Table 21.3). In comparison with life assurance funds, pension 
funds are prepared to sacrifice some security for growth potential and higher 
return. At the end of 1990, over three quarters of assets were invested in 
growth investments, with particularly large holdings of UK and overseas 
equities. With pension funds' liabilities being essentially UK-related, overseas 
investments are held for the purposes of maximising returns and diversifying 
portfolios, rather than for matching purposes. 
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Table 213 Pension funds - holdings of investments (end of 1990) 

Gilts 
Short dated 
Medium dated 
long dated 

Corporate and other bonds 
Overseas fixed-interest securities 
loans and mortgages 

Total fixed-interest assets 

Index-linked gilts 
UK equities 
Overseas equities 
Unit trust units 
Property (inc. property unit trusts) 

Total growth assets 

Cash and short-term assets (net) 
Other investments 

Total assets 

Source: Financial Statistics. 

(£m) 

1218 
12673 
4269 
6245 
6977 

258 

31640 

9780 
142147 
47460 

4139 
28019 

231545 

20927 
18558 

302670 

(%) 

0.4 
4.2 
1.4 
2.1 
2.3 
0.1 

10.5 

3.2 
47.0 
15.7 
1.4 
9.3 

76.5 

6.9 
6.1 

100.0 

Three other determinants of pension funds' investment strategy are the 
long-term nature of their liabilities, the predictability of their payments to 
pensioners and their tax-exempt status. They pay neither income tax nor 
eGT and therefore gain the full benefit from high-yielding investments. The 
incentive that this provides for investment in bonds and other fixed-income 
investments is outweighed by the need for growth investments. At just over 
10% of portfolios, the fixed-interest content is much less then for life assur-
ance funds, but the maturity profile of their gilts is similarly biased towards 
medium- and long-dated stock. The relatively low liquidity of pension fund 
portfolios reflects not only the predictability of their payouts, but also the fact 
that for most funds, incoming cash flow substantially exceeds outflow. Pay-
ments will be met from the inflow of funds. 

Property's qualities as a secure long-term growth investment make it an 
attractive investment for most pension funds, indeed in the early 1980s, seven 
out of the ten largest pension funds held over 30% of their portfolios in 
property. However, the principal factor explaining the relatively low average 
property content (in comparison with long-term insurance funds) is lund size. 
Most pension funds are relatively small whereas property investments are 
individually large and indivisible. The purchase of even one property can take 
up a disproportionately large part of annual investment, and it can be difficult 
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to build up a balanced property portfolio, adequately diversified by type and 
location. Generally speaking, the larger the pension fund, the greater the 
proportion of assets invested in property direct. 

Allocation of new investment 

We have examined the functions of the two main institutional groups and 
attempted to reconcile their liabilities with the content of their portfolios. 
However, portfolio structures are not static but constantly changing, and a 
further understanding of institutional investment and market trends will be 
gained by an examination of annual changes in the allocation of new invest-
ment to the various investment types. In any year new investment is unlikely 
to be made in the same proportion as the existing portfolio. In deciding where 
to invest new funds, the institutions will be influenced by three main (some-
times conflicting) objectives: 

(a) to reduce functional risk by matching assets with liabilities; 
(b) to reduce portfolio risk by diversification; 
(c) to maximise returns. 

Although a fund may envisage an ideal portfolio mix towards which it is 
aiming, that ideal is a moving target - changing in response to changes in 
economic and market conditions. But even if the ideal mix remains stable, it 
does not follow that in every year the fund's portfolio will move closer towards 
it. Changes in relative values of assets held may cause the weighting of any 
investment type to move adversely, or the fund may consider its price too 
high to buy or too cheap to sell. It can be particularly difficult to buy or sell 
substantial portfolios of property in the short term, due not only to the 
amount of work and time involved, but also on occasion due to market 
conditions of excess demand or over-supply. 

One objective which has a particular influence on annual net investment is 
the maximisation of returns. In any year, a fund will allocate the bulk of its new 
investment to the assets considered likely to perform best. The success of UK 
equities over the 1980s helps to explain their relentless rise in the portfolios of 
both insurance and pension funds over the last ten years. Conversely, proper-
ty's modest performance was one reason for it falling out of favour. Another 
important trend in the 1980s was the growth of overseas equities in institu-
tional portfolios. In part this was a response to the removal of restrictions on 
overseas investment in 1979, but the trend also reflects the internationalisa-
tion of investment, the benefit of diversifying out of the UK economy, and the 
high potential returns from investing in the dynamic economies of North 
America, Europe and the Far East. 

However, changing portfolio distributions not only reflect changing 
demand but also supply. Arguably the most dramatic change in institutional 
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portfolios over the last ten years was not the rise of UK and overseas equities, 
but the decline of gilts. Their share of institutional portfolios has fallen by 
almost two thirds over the ten year period from 1982. This is not so much a 
response to modest performance, as a relative decline in the amount of gilts 
available, particularly in view of the negative PSBR in the late 1980s and the 
redemption of existing stock. In view of the return of a large borrowing 
requirement in the early 19905, gilts are likely to feature as a more important 
portfolio constituent in the coming years. 

Of all investment categories, the one which tends to receive the most 
volatile allocations from year to year is liquid investments. Primarily this is 
money deposited with banks and in the money markets. Institutions tend to 
build up their liquidity in times of economic or political uncertainty, particu-
larly early in a recession when interest rates are high and the value of long-
term investments is tending to fall. Liquid investments are safe, because they 
are not liable to capital loss like marketable investments. 

Figure 21.1 shows changes in the institutions' annual net investment 
(difference between acquisitions and disposals) for six categories over the 
three years, 1989-91. It illustrates the build-up of liquidity in 1989-90, at the 
onset of recession when interest rates were high, and then a run-down of 
liquidity in 1991 after the resolution of the Gulf war and on the (false) hope of 
economic recovery. Figure 21.1 also shows funds' disinvestment from gilts in 

UK Propeny 

UK Equities 

UK Gills 

Cash/Shon-Term 

Overseas 

.1989 
01990 

1991 

Other 

-10 -5 o 5 10 15 20 
£ billion 

Sources: eso; IPD. 

Figure 21.1 Annual net investment by financial institutions 
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1989-90, a period of net redemptions by the government, and positive 
investment in 1991 when new gilt issues resumed after the PSBR again 
became positive. The figure also illustrates the emphasis towards UK and 
overseas equities which featured for most of the 1980s. 

Although the nature of the institutions' liabilities has not changed substan-
tially over the last ten years, the content of their portfolios certainly has. 
Understanding institutional investment involves more than understanding 
the application of the matching principle. 

• The investment portfolios of financial institutions are determined by the 
combination of the following three main objectives: 
(1) to reduce functional risk by liability matching; 
(2) to reduce portfolio risk by diversification; 
(3) to maximise returns. 

• In order to minimise functional risk, institutions match their liabilities with 
assets ofa similar nature, e.g., unpredictable or short-term liabilities tend 
to be matched by liquid or short-term assets, and long-term liabilities 
linked to inflation tend to be matched by growth investments such as 
equity shares and property. 

• In order to reduce portfolio risk, the institutions diversify their invest-
ments principally across fixed-interest bonds, UK and overseas equities, 
property, index-linked gilts and cash deposits. 

• In order to maximise returns, institutions tend to allocate the majority of 
their annual net investment to those investment categories which are 
expected to provide the highest returns, net of tax. liquid investments 
will tend to be built up or reduced according to the outlook for long-
term investments. 

• Property can serve all three objectives above. As a proven inflation 
hedge, it is particularly suitable for matching the long-term inflation-
linked liabilities of life and pension funds. Due to its stability and the low 
correlation of its returns with equities and gilts, it is a particularly good 
diversification for portfolios dominated by equities and bonds and, on 
occasion, it has outperformed the other investment categories. 

Before examining the property content of institutional portfolios, we shall 
investigate a variety of other property investing funds. 

Property unit trusts 

A brief explanation of the unit trust concept is necessary before examining 
the specialised functions and activities of property unit trusts. The purchase of 
units in a unit trust enables smaller investors to obtain the benefits of full 
portfolio diversification and specialist management, without requiring the 
expertise and financial resources which would be necessary for such invest-
ment direct. The units issued by unit trusts are legal claims to a fractional part 
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of the trust's total portfolio, enabling the investor to benefit from the 
performance of the trust's portfolio as a whole. A unit is the trust's portfolio 
in microcosm. 

So far, it might seem that an investment in a property unit trust would 
provide identical benefits to an investment in property company shares. This is 
not so, and an explanation of the principal differences is a convenient means 
of explaining the unit trust concept. In doing so, we shall also explain the 
differences between a conventional unit trust and an investment trust, both 
investing in stock-market securities. Essentially, an investment trust is to stock-
market securities as a property investment company is to property - indeed, 
certain property companies are called investment trusts, e.g., land Securities 
Investment Trust 

The principal differences between unit trusts, on the one hand, and invest-
ment trusts and property companies on the other, are as follows: 

• legally, investment trusts and property companies are not trusts, but 
companies owned by their shareholders. A unit trust is constituted by a 
trust deed which gives legal ownership to the trustee, and responsibility 
to the trustee and manager. 

• Investment trusts and property companies are 'closed ended', i.e. in the 
short run their equity capital is fixed (although eventually they can 
expand by the issue of new shares). Unit trusts are 'open ended', i.e. 
they can expand or contract according to demand and supply. 

In times of rising demand, the trust can issue new units, but when more 
investors wish to sell than buy, units will be redeemed and their number will 
decline. The trust manager will buy or sell the trust's investments to match the 
number of units issued. 

• The ordinary shares of an investment trust or property company are mar-
ketable, and their prices are determined in the stock market. Units are 
not marketable, and are acquired and redeemed only through the unit 
trust. Unit prices are set by an official formula which results in their price 
closely reflecting the value of the assets held by the trust. 

• Investment trusts and property companies can raise long-term debt 
capital and become highly geared. Thus their share prices are relatively 
volatile and can deviate substantially from the value of the underlying 
assets. On the other hand, the borrowings of unit trusts are usually 
small, so the unit price directly represents the value of the trust's invest-
ments. 

We shall now investigate the functions of property unit trusts. These are of 
two distinct categories, first 'authorised property unit trusts' (APUTS) which 
are a means whereby the private investor can invest indirectly in commercial, 
industrial, agricultural or residential property, as well as in other property-
related assets including property company shares. Second, 'unauthorised (or 
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unregulated) property unit trusts' (UPUTS) which serve the investment needs 
of tax exempt institutions. Both types of trust provide an indirect way of 
investing in property and both follow the unit trust concept of being low-
geared open-ended funds, where the value of the units will closely reflect the 
value of the property assets held by the trust. 

If, for example, a property unit trust owns £100 million worth of assets and 
has issued 100m units, then the value of each unit will approximate to £1, and 
if the value of the assets rises by 50%, the value of the units will tend towards 
£1.50. However, the price quoted by the trust when issuing units (offer price) 
will be higher than the price quoted for encashing units (bid price). The margin 
covers administrative costs, and discourages investors from frequent switch-
ing in and out of units. In times when encashments exceed unit sales, a trust 
may be forced to sell off some of its property assets in order to maintain a 
prudential level of liquidity sufficient to meet further sales of units. 

APUTs 

Authorised property unit trusts (APUTs) are a recent innovation, being intro-
duced in 1991 following a change in regulations and tax concessions which 
placed APUTs in a similar position as conventional unit trusts investing in 
stocks and shares. Being intended for private investors, APUTs are subject to 
a variety of restrictions designed to protect investors, e.g., a minimum level of 
liquidity, a maximum level of gearing and a limit on the proportion of funds 
which can be devoted to development schemes. 

UPUTs 

Unauthorised property unit trusts (UPUTs) have been in existence since the 
1960s, to provide a property-investing medium enabling pension funds and 
charitable trusts to retain the full benefit of their tax-exempt status. UPUTs are 
attractive to funds which are too small to enable them to build up an 
adequately diversified portfolio of property, but specialist trusts (e.g., in farm-
land and overseas property) would help even large pension funds to become 
fully diversified. 

The unit price of UPUTs will tend to be much higher than for APUTs, 
reflecting the larger resources of the investors, and portfolios will be similar 
to those of large pension funds investing in property direct. A general UPUT 
will invest in quality growth investments in shops, offices, industrial and 
perhaps agricultural property, and may also undertake development projects. 

Property bonds 

Property bonds provide another 'unit trust' method by which the general 
public can invest in commercial and industrial property. Property bonds are 
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mostly administered by life assurance companies, and life assurance cover is 
part and parcel of the investment. 

In the earlier discussion on long-term insurance, 'unit-linked' policies were 
briefly mentioned. In the late 1960s and early 1970s these became popular 
with policyholders who were seeking greater protection from inflation than 
was provided by the more traditional 'with profits' policies, where benefits 
depended on the performance of a range of investments, including fixed-
interest securities. The concept of unit-linked endowment policies is that 
premiums paid by the policyholder can be separated into two parts, one 
part representing the premium required for life cover, and the other part 
representing a contribution towards a savings scheme which invests in equity 
assets by means of a fund run on unit trust principles - hence the term 'unit-
linked' policies. Benefits received at the maturity of the policy depend on the 
value of the units acquired by the savings element of the policy. Although 
originally based on equity shares, such units may also be based on property, 
gilts, liquid assets or a combination of these. The units based on property are 
called property bonds. 

Investment schemes are either 'single premium' or 'regular premium'. 
Single-premium schemes involve one initial lump-sum payment, a system 
which appears to be an investment in property bonds with life cover thrown 
in as an extra. Regular premium schemes involve monthly, quarterly or other 
periodic payments, a system which seems like a life assurance policy with 
benefits linked to property bonds. The purpose of these schemes is primarily 
to gain a growth investment, and income due from the bonds is not normally 
paid out but retained and credited to the investor. life assurance cover under 
regular premium schemes attracts income tax relief, and capital gains on 
property bonds are tax free to investors. 

Managed bonds 

A managed bond is another insurance-linked unit, but instead of investing 
exclUSively in property, the managers are given the flexibility to invest in all of 
the principal investment types - property, equity shares, fixed-interest secu-
rities and liquid investments. The concept on which the managed bond was 
first introduced in 1971 was that managers would switch funds between these 
types according to their expectation for future performance. The fleXibility of 
the system provides both higher potential gain and greater potential stability 
in a falling market than could be achieved by investing in anyone investment 
type individually. In times when property appears overvalued, or likely to fall in 
value, funds can be switched to one of the alternatives, and vice versa. 

In practice, managed bonds have not performed notably better or worse 
than property bonds or other insurance-linked equity funds. As a fund grows, 
it becomes increasingly difficult speedily to switch out of one investment type 
into another (especially in and out of property, due to its lack of liquidity). 
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Undertaking a fundamental change in the portfolio of a large property fund is 
said to be like trying to steer a supertanker to avoid an obstacle - nothing 
happens until the obstacle is past, or the collision has taken place. So rather 
than 100% switching, managers will tend to alter the balance between the 
investment types by placing all new money into the favoured sector, and 
perhaps selling a proportion of existing investments in the other sectors. 

Charitable trusts 

Charitable trusts provide certain social benefits on a non-profIt-making basis, 
and are exempt from taxation. They include educational trusts, hospitals and 
the churches. Only a few of such organisations have sufficient capital to 
justify direct investment in the property market, but certain Oxford and 
Cambridge colleges hold extensive property, and the Church of England 
owns a large portfolio of commercial, industrial and residential property 
(including a significant quantity of leasehold investments), and takes an 
active part in development projects. 

Institutional property investment 

We shall now investigate the property-investment activities of the main 
categories of investing institution. No official statistics are available to show 
the constituent details of the institutions' property portfolios, and the principal 
authoritative source of this information is the Investment Property Databank 
((PO). The annual IPD Property Investors Digest provides a statistical analysis 
and commentary on the content of institutional property portfolios and the 
investment performance of property. The IPD analysis is based on properties 
having valuations at the end of December each year, which in 1991 covered 
8700 properties with a value of £31 billion. That is equivalent to over half of the 
value of institutional property holdings and about one third of all investment 
property in Britain. 

The IPO analysis is restricted to UK commercial and industrial property, 
which constitutes by far the largest proportion of property portfolios. How-
ever, it is also interesting to investigate the overseas and agricultural content as 
well as the tenure of UK property. Information on overseas property invest-
ment by UK institutions is sparse, however it appears to be significant. 
According to the WM Company, who provide an analysis of over 75% of 
pension fund assets (including those of the largest funds), overseas property 
constitutes about 1 % of total assets, which is about 12% of property assets. 

The size of the individual pension or insurance fund is critical to under-
standing the relative weighting given to property vis-a-vis stocks and shares. 
Only funds with assets in excess of £100 million tend to invest significantly in 
property direct, and, according to WM's data, only the largest category of 
pension funds (assets exceeding £1000 million) invest in overseas property. The 



The Financial Institutions 299 

size of a fund also affects the average value of properties held in a portfolio 
and whether the fund undertakes property development or restricts its 
involvement to standing investments. The reason why fund size is important 
is (a) the large size of property investments and the number needed for 
adequate diversification, and (b) the need for specialist expertise. Small funds 
would not have the specialists 'in-house' who are needed to undertake 
development or overseas investment and, rather than rely on external con-
sultants, would tend to avoid these activities. 

According to IPO, the tenure of institutional property in the UK is primarily 
freehold 01.6%) or long leasehold (28.0%). The remainder (0.4%) is made up 
by short-leasehold investments in which a small handful of pension funds 
specialise in order to benefit from tax-free high returns. 

IPO also estimated that in 1992 farmland and woodland constituted just 
under 1 % of institutional property portfolios. After reaching a peak in 1984, 
institutions have sold more than half of their farmland, and with its value 
falling relative to that of commercial and industrial property throughout 
most of the 1980s it has ceased to be a substantial part of portfolios. 

It follows from the above that the property portfolios of UK institutional 
funds are primarily composed of freehold and long-leasehold properties in 
commercial and industrial property located in the UK. The following analysis 
relates to such property alone. Table 21.4 shows the basic structure of property 
portfolios according to the different categories of fund. Insurance funds on 
average have a higher weighting in offices and less in industrial and retail 
compared with both pension and short-term funds. They also have a higher 
weighting in london and a larger proportion invested in high value properties. 

These figures are interrelated and can largely be explained by the value 
distribution of property around the country, and the functions and histories of 
the different funds. The majority of offices (by value) in Britain are in london, in 
fact City and West End offices account for over half of all offices in the IPO 
database, and london and South England account for 87% (1991). Retail and 
industrial property are more dispersed around the country, yet 80% of 
industrial property and 60% of retail property on the IPO database are in 
london and the South of England. 

The larger average size of insurance funds and their earlier involvement in 
property help to explain their property portfolios. The early entry explains why 
insurance funds hold a higher percentage of pre-1979 buildings and, in view of 
the popularity of offices before the mid-1970s, also helps to explain the high 
office content of their portfolios. In turn, the high office content helps to 
explain the high london weighting and the bias towards high-value 
properties. 

In contrast, the late growth of many pension funds to a size whereby direct 
property investment became practicable, accounts for the fact that about 
97% of their assets have been acqUired since 1970. The relatively high propor-
tions in retail and industrial property may reflect a preference for smaller 
properties to facilitate diversification for smaller funds, and the higher 
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Table 21.4 Structure of portlolios by fund type; UK commercial and industrial propert~ 
% of portfolio value (end of 1991) 

Insurance Pension Short-term 1 

funds funds funds 
(%) (%) (%) 

By property type 
Retail 36.8 39.9 38.2 
Office 51.9 39.4 40.1 
Industrial 11.3 20.7 21.7 

100.0 100.0 100.0 

By broad region 
london 48.7 34.9 25.4 
South of England2 30.4 38.9 47.3 
Rest of UK 20.9 26.2 27.3 

100.0 100.0 100.0 

By value of properties 
<£1m 4.6 3.4 13.2 
£1m-£10m 39.2 48.0 72.6 
>£10m 56.2 48.6 14.1 

100.0 100.0 100.0 

1. Property unit trusts, unit-linked funds/bonds, pooled pension funds. 
2. South East (excluding Greater london), plus South West, East Anglia. 
Source: IPD. 

proportion in industrial property may also reflect the attractions of high-
yielding investments for 'gross' (tax exempt) funds. 

A feature of short-term funds (particularly property unit trusts) is their 
liability to short-term disinvestment as their investors encash their units. 
Another feature is their small size which enables them to change their 
portfolio structure relatively quickly. like pension funds, about 97% of their 
portfolios have been acquired since 1970, but the average value of their 
properties is much smaller and their portfolios are much less biased towards 
London. 

All institutional portfolios are dominated by good-quality investments but 
not necessarily prime. They mainly comprise traditional investments, eg., shop 
units in the best shopping streets, offices in the central business district of 
town centres, and modern industrial estates in good locations. However, Table 
21.5 indicates a significant proportion in modern property types, e.g., business 
parks, warehouse centres, retail warehouses and shopping centres. In fact, 
although shopping centres comprise only 4% of retail properties by number, 
they constitute almost 40% of the value of the IPD retail database. 
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Table 21.5 Distribution by 10 property types - all ,PO funds'; UK commercial and 
industrial propert~ % 01 portfolio value (end 1991) 

Retail units, parades and arcades 
Shopping centres 
Retail warehouses 
Department stores and supermarkets 
Other retails 
Offices 
OffICe parks2 

Warehouse centres3 

Industrial parks4 

Other industrial 

18.0 
14.6 

3.3 
2.4 
0.1 

45.2 
1.7 
1.1 
3.3 

10.3 

100.0 

1. Includes property companies and traditional investors (constituting < 10% of 
totaD. 

2. Office buildings on APR Business Parks register. 
3. Post-1975 buildings over 30000 ft2 with single distribution tenant. 
4. Industrial buildings on APR Business Parks register, research parks, high-quality 

industrial etc. 
Source: IPD. 

Although not regarded as part of their property investments, insurance 
companies also hold a significant amount of mortgages (see Table 21.1) and 
shares in property companies. The majority of loans and mortgages have been 
provided for house purchase, frequently linked with an endowment policy 
issued by the same company, but much of the remainder will be mortgages 
on commercial property. Insurance companies are major shareholders in the 
leading property companies, with individual shareholdings sometimes 
exceeding 10% of a company's equity. Pension funds tend not to invest in 
property shares as corporation tax paid by property companies cannot be 
reclaimed, and the funds will obtain the full benefit of their tax exempt status 
by investing in property direct. 

• The high price and indivisible nature of property makes direct invest-
ment only suitable for larger funds, say with assets exceeding £100m. 
This, together with the need for specialist knowledge, prOVides the case 
for unitised property funds. 

• Apart from significant overseas property holdings and very small invest-
ments in farmland and short leaseholds, the property investments of 
British institutions are dominated by freehold or long leaseholds in UK 
commercial and industrial property. 

• The property portfolio of any fund is primarily dependant upon the fund's 
size, history and function. The large size of most life funds and their early 
involvement in property mean that they tend to have a high office 
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content, a high London weighting, a bias to high-value properties and a 
significant proportion of older buildings . 

• In contrast, the smaller size of most pension and short-term funds, and 
their more recent involvement in property help to explain a lower 
weighting in offices, more in industrial, a more diversified regional spread 
and lower-valued property more recently reqUired. 

Property investment trends 1981--91 

Although the absolute value of the institutions' property holdings increased 
by about 2.5 times over 1981-91, that period saw a relative decline in the 
importance of property to the institutions, both in terms of property's weight-
ing in portfolios and in terms of annual net investment (see Figures 21.2 and 
21.3). After peaking in 1981, property's weighting declined steadily before 
recovering in the boom years of the late 1980s and thereafter resuming its 
decline. The reasons for this decline were property's poor capital growth 
relative to equity shares in the periods before and after the property boom, 
together with property's falling share of annual net investment. 

Institutions' annual allocation of funds to the different asset categories 
varies principally according to expectations for relative returns. Thus the 
bullish outlook for equities throughout most of the 1980s resulted in the bulk 
of new funds being allocated to shares (UK and overseas) to the detriment of 
property. However, the property boom induced an upturn in property invest-
ment in 1988-9, helped by the stock-market crash in late 1987 which 
reminded the institutions of the dangers of being overweight in equities. Net 
investment in property tends to vary cyclically. This is particularly true in the 
case of pension and short-term funds, whereas to a greater extent insurance 
funds have adopted counter-cyclical policies, e.g., by maintaining active 
property investment in the early 1980s and after the property-market 
collapse in 1990. 

The relative decline of net investment into property in the 1980s, obscures 
not only a massive increase in both sales and acquisitions, but also a 
substantial rise in expenditure on property development and improvement. 
In fact, as illustrated in Figure 21.4, spending on development and improve-
ment exceeded purchases of standing investments over the period 1989-91, 
and since 1986 sales of standing investments have significantly exceeded 
purchases (see Net Trading). The raw statistics for annual net investment 
mask an enormous increase in property transactions and fundamental 
changes to the institutions' portfolios. 

Prior to the 1980s, the institutions had managed their property in a 
relatively passive way, regarding it as a long-term investment and disposing 
of less than 2 % of their portfolios annually. However, in the 1980s manage-
ment became much more active, with the rationalisation of portfolios to fit 
with explicit portfolio strategies. A growing perception of the depreciation of 
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Figure 21.2 Property as a percentage of investment portfolios 
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Figure 21.3 Annual net property investment by financial institutions 
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Figure 21.4 Property investments: expenditure and sales 

offices thorough obsolescence brought about a substantial increase in 
improvement and redevelopment and a sharp rise in sales. Perhaps the single 
most important trend over the 1980s and early 1990s was a shift in emphasis 
from offices to retail property. In fact, the institutions appear to have predicted 
the over-supply of central london offices by substantial net sales of offices in 
the capital from 1988 to 1991. The trend from offices to retail is illustrated by 
the portfolios of pension funds where retail property rose from as little as one 
third of offices in 1981, to overtake the office content in 1991. 

Other trends in the 1980s were to sell old buildings to buy new, to sell small 
properties to buy large and, prompted by the north/south economic divide, to 
sell provincial industrials in favour of the South of England. In fact,. to quote 
IPD, 'the allocation of investment across sectors and regions has tended to 
follow their relative returns'. The institutions were particularly avid buyers of 
shopping centres, spending three times more on these than on retail units 
over the five-year period 1987-91. Active investment in modern property 
types such as retail warehouses, high-tech industrials, business parks and 
large warehouse centres was also a feature of the 1980s . 

• Property's weighting in institutional portfolios and its allocation of net 
investment has tended to move cyclically but on a declining trend since 
1981. However, this trend in net investment has obscured enormous 
changes in portfolio content through sales, acquisitions, development 
and improvement. 

• Although property investment across sectors and regions tends to follow 
relative returns, the principal trends since the early 1980s have been to 
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increase retail investments (particularly shopping centres) at the expense 
of a reduction in london offICes, and to acquire modern large properties 
including, e.g., business parks and warehouse centres. 



22 International Property 
Investment 

The case for investment overseas 

The opportunity to invest overseas opens up an enormous extra market in 
which the investor can seek out investments to increase his return. But over-
seas markets do not just offer a wider choice of investments of the same kind 
and characteristics as those in the UK, they offer more positive advantages. 
We have already noted one justification for investment abroad, namely the 
ability to negate the risk of currency movements by 'matching' liabilities 
overseas with assets in the same country. However, another advantage is 
that overseas markets provide the opportunity to diversify a portfolio into 
investments which have a low correlation with those in the UK, thereby 
enabling the investor to reduce his portfolio's risk. 

UK equity shares (particularly those of multinational companies and invest-
ment trusts) provide a substantial element of international diversification 
because much of their earnings derive from trading activities or assets in 
other countries. Such advantages are not provided by UK property - its 
immobility means that investors' returns are dependent on the health of the 
economy in which it is located. Regional diversification within a country can 
reduce the risk of localised recession, but international diversification is 
necessary to reduce the risk of national economic decline. 

One major advantage of investing in both property and financial securities 
overseas is therefore to diversify out of a dependence on the UK economy, 
both on a long-term and a cyclical basis. The post-war record of the UK 
economy is one of almost unrelenting decline relative to the world as a 
whole, and to Europe and the Far East in particular. The ability to invest in 
European, Japanese and other stocks therefore enables the British investor to 
hedge against the risks of a continuation of such a decline. Overseas invest-
ments can help to stabilise a portfolio against cyclical trends, because UK 
trade cycles do not necessarily coincide with booms and slumps in overseas 
countries. However, the rise in international trade and the facility with which 
capital now moves between countries has led to a greater interdependence 
between the major world economies which, together with the two oil price 
shocks of 1973-4 and 1979-80, caused them to move more into phase. Being 
substantially the most powerful market economy in the world, the health of 
the US economy tends to influence the UK and other OEeD economies, and 
the London, Tokyo, and other stock markets frequently 'dance to the tune' of 
Wall Street. 

306 
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Overseas stocks and property also provide investment opportunities which 
are either unavailable, in short supply, or relatively overpriced in the UK. Few 
UK companies are active in gold and predous metals, yet gold-mining shares 
are particularly valuable to a portfolio as they tend to be uncorrelated with 
other shares. The price of gold tends to rise in times of international tension 
and uncertainty when other investments will normally be falling. American, 
Japanese and Australian stocks also provide investment opportunities in high 
technology, airlines and mining, sectors which are under-represented in the 
UK. 

In property, the limited supply of certain prime investments in the UK can 
be overcome by the vastly greater availability in the USA and elsewhere. 
Overseas property markets are frequently less sophisticated and less compet-
itive than the UK, some countries offer greater choice and opportunity for 
both investment and development, yields are often higher and growth 
prospects sometimes more attractive. 

Criteria for selecting a country 

Probably the two most important considerations in selecting a country for 
overseas investment are political stability and economic strength. Political 
stability implies a stable democratic system of government. The risk arising 
from unstable or undemocratic regimes is partly the risk of the nationalisation 
of assets without compensation, and the destruction of assets by civil war or 
riot. More important, however, is that political instability and social strife lead 
to economic stagnation and decline. Consequently, much of Africa and 
South America is considered unsuitable (particularly for property investment 
which, being physical and immobile, may be more vulnerable than financial 
securities). 

Traditionally, the most popular countries for UK investors have been the 
USA, Canada, the EC, Australia, New Zealand (and formerly South Africa), for 
historical and cultural as well as political and economic reasons, but the post-
war success of the Japanese, Hong Kong and other Far East economies has 
also attracted substantial investment capital. Certain countries may be 
selected due to a unique availability there of the investments required - for 
example, gold-mining shares in South Africa. 

The return from an investment depends on both the performance of the 
investment itself and the value of the currency in which the return is received. 
As the success of a country's economy tends to influence both variables, the 
strength and future prospects for a country's economy must be a dominant 
criterion in the choice of overseas investments. British investors will measure 
returns in sterling, and therefore the success of an investment in Nippon Steel 
will depend partly upon the success of the company and partly upon 
changes in the exchange rate between the pound and the yen over the 
period of the investment. Likewise, the success of an investment in New York 
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offices depends on changes in their value in the USA, as well as on changes in 
the price of the US dollar vis-a-vis the pound sterling. Thus in investing over-
seas, UK investors must 'take a view' on future currency movements. When 
the return is considered in terms of sterling, currency movements add an 
extra layer of risk (and potential return). Admittedly, if one takes a global 
perspective of investment, the value of the return from a UK investment 
depends on the value of sterling vis-a-vis world currencies as a whole, and in 
that sense currency risk of some kind is unavoidable. However. as the liabilities 
of UK investors are primarily in sterling, risk and return will normally be 
considered in terms of sterling. 

The risk arising from currency movements is nicely illustrated by the 
following deal arranged by Courtaulds, the UK textile giant. In 1967 Cour-
taulds borrowed 50 million Swiss francs (equivalent to about £4 million) 
because the interest rate of 5.5% was more than 2% less than what it would 
have to pay on an equivalent sterling loan.' It could expect to save £90 000 
per annum in interest payments. However, due to the fall in the value of 
sterling vis-a-vis the Swiss franc, the cost in sterling of paying the interest 
had risen to 18.9% per annum by the time the loan was repaid in 1978. Total 
interest payments over the period of the loan amounted to £4.8 million, 
compared with the £3.5 million the firm would have had to pay if it had 
borrowed by issuing debentures in the UK. Moreover, £14.3 million was 
required to repay the original SwF 50 million in 1978, and the exchange loss 
of £10 million was not an allowable expense to offset corporation tax. So, after 
grossing up the £10 million loss for corporation tax, the £4 million loan effec-
tively cost Courtaulds £25.6 million over the 11-year period, equivalent to an 
interest rate of over 50% per annum. 

This loss was incurred because over the period of the loan the pound fell 
from a parity of over SwF 12 to about SwF 3.50. Courtaulds then compounded 
their loss by electing to repay their debt early, just when the value of sterling 
was starting to recover. Although extreme, this example illustrates the dangers 
of borrowing in foreign currency to finance activity in another country (a 
problem faced by several UK property companies over the same period). 

Conversely, this example also highlights the potential rewards of investing 
overseas. If instead of borrowing, Courtaulds had invested the same amount 
of money at 5.5 % in an investment in Switzerland by converting sterling to 
Swiss francs at the 1967 parity, then the company would have made gains 
eqUivalent to the losses they in fact suffered (excluding the tax adjustment). 
On the other hand, if the company had borrowed Swiss francs to make such 
an investment in Switzerland, the currency risk would have been neutralised. 
The currency loss on the debt would have equalled the currency gain on the 
asset. When an investor wishes to minimise currency risk he should match 
overseas assets with liabilities in the same currency. If a property company 
requires to borrow money to undertake a development project overseas, it is 
advisable to borrow the finance in the same overseas country. On the other 
hand, one of the principal reasons for investors purchasing overseas assets is 
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to transfer a part of their wealth abroad in order to maintain their portfolios' 
value in global terms, and to hedge against the possibility of a fall in sterling. To 
match a foreign investment with debt in the same country defeats that 
purpose. 

An analysis of the determinants of the value of a nation's currency is 
beyond the scope of this book, but taking a long-term view the most 
important variables will tend to be the country's trade balance and its 
inflation rate relative to other countries. A nation's currency can fluctuate 
sharply and unpredictably in response to changes in capital flows, relative 
interest rates, and speculative views taken on future trends. Ultimately, how-
ever, it is the relative economic success of a country which will determine its 
exchange rate, and thus the selection of a strong economy in which to invest 
is crucially important. 

The trend towards international investment 

UK investors have traditionally had a strongly international outlook to invest-
ment, an attitude deriving from the British empire, commonwealth and strong 
historical and cultural links with the USA. However, from a UK perspective, the 
recent trend towards international investment starts with the abolition of 
exchange controls in October 1979, after 40 years of restriction. Rather than 
making overseas investment illegal, exchange controls had made it relatively 
expensive. By preventing a net outflow of investment capital from the UK, the 
regulations effectively created a limited pool of special investment currency. 
An investor wishing to invest abroad had to acquire this special currency from 
an investor selling an overseas investment, and as demand exceeded supply, 
the cost of the currency substantially increased the cost of investing abroad. 

The effect of deregulation in 1979 was to unleash a pent-up demand for 
portfolio investment overseas (see Figure 22.1), reinforced by the high value of 
sterling in the early 1980s due to the production of North Sea oil in the 
context of rising world oil priCes. During the 1980s British investors effectively 
invested the proceeds of North Sea oil, creating an overseas 'nest egg' to 
sustain the economy when the oil runs out. British investing institutions now 
hold over 15% of their portfolios in overseas investments and British investors 
are the largest holders of foreign equities in the world. In fact, according to the 
WM sample, UK pension funds held 26% of their portfolios in overseas 
equities, bonds and property at the end of 1991, suggesting that the official 
figures (Table 21.3) understate the true extent of overseas investment. Pension 
fund investment in overseas equities is evenly split between Europe, North 
America and the Far East. 

Britain's lead in deregulating overseas investment has been followed by 
other countries, particularly in Europe where barriers have now largely been 
removed, helping to fuel an enormous expansion in international portfolio 
investment. Although a large part of this is in short-term money and bonds, 
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Figure 22.1 Portfolio investment overseas: holdings at year end 
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cross-border trading in equities increased 2o-fold in the 1980s, and the 
international flow of funds for investment now dwarfs that deriving from 
trade. This 'globalisation' of investment reflects the rising trend of other cross-
border activities including trade and business (particularly banking and finan-
cial services), travel and information exchange, personnel and expertise. 

With the growth of the Japanese and Far East economies, and the merging 
of Europe into a single market, the world economy is now largely focused on 
three economic zones, viz., North America, the Pacific Rim and Europe, as 
represented by the emergence of New York, Tokyo and london as the three 
main world stock markets. The convergence of Europe into a single market 
has created an economy of comparable strength to the other two, and has 
increased cross-border investment, both within Europe and with the other 
zones. Portfolio investment has tended to follow expansion in business and 
trade, and a continued trend towards cross-border company mergers within 
Europe is likely to lead to further intraEuropean cross-border investment 

So the globalisation of investment means inward as well as outward over-
seas investment, and property investment as well as in equities and bonds. 
Overseas property investment in Britain rose dramatically in the late 1980s 
(see Figure 22.2), primarily from Japan, Sweden, the EC and the USA, rising from 
less than £100 million in the mid-1980s to over £3 billion in 1989. The involve-
ment of Swedish investors was primarily a pent-up response to that country's 
abolition of exchange controls. However, the inflow of Japanese money 
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Figure 22.2 Overseas direct investment in UK property 

reflected their huge expansion in overseas investment worldwide, but it also 
followed from the entry of their banks and securities trading houses into 
london, particularly with Big Bang in 1986. like the lending of Japanese banks 
for property development, the bulk of their investment was in City and West 
End offices, locations with which Japanese financiers were familiar and which 
reflected london's position as the financial capital of Europe. 

Overseas property investment in Britain declined sharply in 1991 and the 
trend towards globalisation in property went into reverse, largely due to 
simultaneous problems in the property markets and economies of the lead-
ing countries worldwide. The decline in UK property values was a disincentive 
to overseas investors, and the domestic problems of Japan, America and 
Sweden sharply reduced the funds available. Although the Japanese were 
still the largest overseas property investors in Britain in 1991, there was an 
increase in purchases from the EC, with the Dutch, French and Germans 
accounting for almost half of overseas acquisitions.2 

Problems of property investment overseas 

Apart from the constraints imposed by exchange controls, one of the tradi-
tional problems faced by property investors contemplating overseas acquisi-
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tions were restrictions imposed by foreign governments. Some countries 
imposed special taxation measures, or prevented borrowing for investment 
or development purposes, or effectively prohibited foreign property owner-
ship. Even in the USA, certain states imposed major restrictions, and in 
Australia and Canada approval of an investment or development was fre-
quently dependent on the involvement of local partners in the project. 

Although many of these controls have now been abolished there are many 
other practical problems to overcome in appraising, acquiring, developing 
and managing overseas property. These include language problems (particu-
larly in the continent of Europe), difficulties of decision making, control and 
management from a distance and, in some countries, an unfamiliar system of 
professional and financial back-up. Probably even more important are the 
systems of land transfer; tenure, planning and taxation, which are unfamiliar 
to the foreigner and unique to each country. 

In the continent of Europe indexation of rent is common, and in France 
commercial leases are normally for nine years, with the tenant having the 
right to terminate the lease at three-year intervals, a system creating greater 
risk of rent voids than in the UK. Many European cities (notably Paris and 
Amsterdam) are subject to strict development controls, reducing develop-
ment opportunities in the city centres but protecting investment values. In 
contrast, fundamental characteristics of the US market are the availability of 
land and the liberal system of planning and development control, which 
create a greater risk of oversupply than in the UK. An extreme example is 
provided by the 12 million ft2 of space in the World Trade Center in New York, a 
single project which provided almost 50% more space than aggregated in the 
largest 20 office developments in the City of London between 1961 and 1981.3 

Such differences in property law, planning and practice can have implica-
tions for the investor which are not immediately obvious. Prime office and 
shop yields in the USA have been double those of comparable properties in 
the UK, but there are many dangers in comparing them. Apart from the risk of 
oversupply, tenants in the USA are more mobile than in the UK, leases are 
traditionally short and until recently rent-review provision and full repairing 
and insuring covenants were exceptional. On the other hand, one advantage 
of US property is the ability to charge depreciation against income for tax 
purposes. Taxation of property overseas is something of a minefield, institu-
tions exempt in the UK can be liable to tax overseas, but some investors may 
escape liability by means of tax havens such as the British Virgin Islands and 
the Dutch Antilles. 

The problems of property investment overseas have been well illustrated by 
the experiences of British investors worldwide in the late 1950s and early 
1960s, and more particularly in Europe in the early 1970s. On both occasions, 
UK investors were attracted overseas by the greater development and invest-
ment opportunities in comparison with the competitive and restricted home 
market. Europe was popular in the early 1970s because of the success of the 
European economy and the UK's imminent entry to the EEe. Yields were 
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higher, and the market less sophisticated than in the UK, being still based 
largely on owner occupation (particularly in Germany) and relatively 
unexploited by institutional investors. In the event, many UK developers and 
investors suffered heavy losses when the European and world markets, like the 
UK market, turned sour at the end of 1973. 

Perhaps the fundamental lesson to be learnt from the European failures is 
that there is no substitute for detailed knowledge of a local market. That 
knowledge, together with a command of a country's system of land tenure, 
planning, finance and taxation is essential before any prudent investment or 
development decision can be made. The European adventure also featured 
mismanagement and inadequate control of development projects, with pro-
blems arising from inadequate understanding of foreign construction con-
tracts. 

A developer who is undertaking a project in a foreign country can reduce 
the risks deriving from inadequate knowledge by undertaking the scheme on 
a joint venture basis with a developer, contractor or investor familiar with local 
conditions. Most investors, however, prefer to avoid such an arrangement 
because they lose overall control of the project and can get 'locked in' to 
the completed property, being unable to sell at a price reflecting their full 
share of the market value. In the absence of such an arrangement, the best 
local professional advice is essential. 

The future of international property investment 

Except for the activities of British and Dutch investors, and the entry of the 
Swedes in the late 1980s, the amount of pan-European property investment 
has been relatively small. But the activities of Dutch, French and German 
investors in 1991 could be a precursor to sharply increased cross-border 
investment in the future. Financial institutions in Europe are being released 
from restrictions which have tied them to investing in domestic markets, 
leading to the creation of pooled property investment funds, like British 
property unit trusts, which could become a major force in the European 
property market. After the UK market has bottomed out there could be a 
substantial upturn in European property investment in Britain, including take-
over bids for British property companies. Similarly, British activity in the EC and 
eastern Europe is likely to grow, helped by a widespread branch network of 
chartered surveyors. 

Property investment and development in Europe will become less proble-
matic as taxation, law and practice become standardised, as intended by the 
Single European Act. Currency risk will depend on Britain's membership of the 
Exchange Rate Mechanism and would be removed entirely if the proposal for 
a common European currency comes to fruition. 

The globalisation of the world's property market seems likely to be resumed 
when the problems of the early 1990s have been resolved. Despite the 
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synchronisation of world economies, there are indications that returns from 
property in the main cities of the world show low correlations,4 indicating that 
global diversification provides the opportunity to improve the risk/return 
profile of property portfolios. As the globalisation of banking and financial 
services, business and trade continue to develop, property investment is likely 
to follow. 

Rightly or wrongly, the British property investor tends to believe that the UK 
market is the most sophisticated in the world, and too often has concluded 
that he can 'teach the foreigner a thing or two' about development, financing 
and leasing. It remains to be seen whether the lessons of earlier experience 
have been learnt or forgotten. 



23 Property Pricing -
A Reappraisal 

In Chapter 11, we formulated a provisional theory of property pricing based on 
the principles of the pricing of stock-market securities identified in Part I. Since 
then, we have investigated the three main sectors of the market - the letting, 
development and investment sectors - and have identified the principal 
forces affecting price in each. It now remains to review and complete our 
pricing theory in the light of that information. 

The pricing model 

In Chapter 11, we introduced a model of the pricing of equity-type freehold 
interests which spanned both the DCF and YP concepts of price determina-
tion (Equation (11.8»: 

R P = 0 
o (1 + g)" -1) r-r 

(1 + r)" - 1 

where Po = market price (value) of a rack rented freehold, Ro = current rental 
value (at start of lease or at rent review), g = investors' expected rental growth 
rate p.a., r = investors' target return ORR) p.a. and n = period between rent 
reviews (years). 

Alternatively, the denominator in this equation can be replaced by y 
(representing investors' required yield), see Equation (11.9). As y is a decimal 
(less than 1), a property's value can be considered as a multiple of the rent, 
that multiple being the reciprocal of the yield. So if y = 0.05 (a yield of 5%) the 
property's value must be twenty times the rent. 

What is true for the individual property is essentially true for property in 
general, so the general level of property values can be considered as a 
function of current rents and yields. Generally speaking, yields oscillate with-
in limited bands, and in the long run it is changing rent which is the more 
significant of these two components of price. But in the short run yields are 
variable, creating Significant changes in property values. The yield is the 
component of price which reflects investors' expectations, being sensitive to 
changes in economic conditions and market sentiment. 

Assuming that the rent review period is constant, Equation (11.9) shows that 
property yields vary in response to changes in investors' expected rental 
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growth rate and their target return. The rental growth rate can be sub-divided 
into two components, viz., growth on (hypothetical) new property and the 
impact of depreciation through obsolescence. Investors' target return also has 
two components, viz., the opportunity cost of long-term investment capital 
and a yield premium to compensate investors for the relative risk, illiquidity 
and other characteristics of property. Thus, in explaining property yields, we 
should be principally concerned with these four variables - investors' 
expected rate of rental growth and depreciation, yields on alternative invest-
ments (particularly long-dated gilts) and investors' perception of property's 
relative risk, liquidity, etc. However, due to the cost and time involved in 
market transactions and other imperfections of the property market, yields 
and prices are relatively insensitive to minor or short-term changes in these 
variables. 

The model is hypothetical rather than empirical. Its validity can never be 
entirely proven because there can be no recorded measures of, e.g., the risk 
perceived by property investors, nor of their rental growth expectations. 
Deriving from the concept of price as the present value of expected income 
flow, the model is merely a statement of how yield and price should be 
determined if market operators are rational. Although useful, it is nonetheless 
insufficient for a full understanding of price movements. Price is determined 
by the forces of demand and supply, so we will now analyse the components 
of demand and supply in order to obtain a fuller understanding of property 
values, and at the same time reappraise the validity of the pricing model. 

A demand and supply analysis 

The market price and yield of property investments are determined by the 
interaction of the demand for, and supply of, property investments, considered 
as standing properties let to occupying tenants. Thus, investment demand 
which determines price and yield is quite separate from occupation demand 
which determines rental value. likewise, the supply of investments is distinct 
from the supply of property to let, except that a component of both is the 
supply of newly developed properties. 

The property investment market is unusual in the sense that the principal 
demanders - the financial institutions and property companies - are also the 
principal suppliers. Although other groups such as overseas and traditional 
investors are also involved in the market, it is these two groups which 
dominate both sides of the equation, and to understand their activities and 
functions is to understand the main forces at work in the investment sector of 
the market. More particularly, because property investment involves large 
amounts of money, it is important to understand the availability of funds to 
each group. The heyday of property companies has occurred when borrowed 
capital was relatively cheap and freely available, and the influence of the 
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financial institutions has grown with their inflow of funds and their quest for a 
hedge against inflation. 

Investment demand for standing Investments 

When deciding whether to buy or sell propert~ the investor will take account 
of the yield, rent review period and his cost of capital, and make judgements 
about growth, depreciation, and the return required to reflect property's risk 
and other special characteristics. If the expected return exceeds his target 
return he will tend to buy. If not, he will tend to sell properties that he 
currently owns. That is rationa~ and illustrates the essential concept on which 
our pricing model is based. 

The decisions of property companies and financial institutions to invest in 
property will differ as a result of differences in their functions, and differences 
in the availability and cost of capital to them. The cost of capital to the 
individual company will depend on whether it is listed or unlisted, its credit 
status and whether it raises money from the stock market or from a bank. In 
genera~ decisions by property companies to add to or reduce their property 
portfolios will depend on the availability of capital and its cost relative to 
property's expected returns. However, we must acknowledge development 
as an alternative and potentially cheaper (but riskier) means of acquisition for 
both groups. The demand for standing investments will depend on the cost 
and risk involved in development. 

life and pension funds receive contractual inflows of cash, and their cost of 
capital is best considered in opportunity cost terms, i.e, their target return 
from property will be based on returns expected from alternative invest-
ments. That concept is implicit in our pricing model by considering property's 
target return as being at a premium (or discount> to gilt yields. The demand for 
property from life and pension funds will vary according to how expected 
returns from property vary with expected returns from bonds, equities, over-
seas equities and cash. 

Our investigation of the investment activities of the financial institutions in 
Chapter 22 supports the above analysis. The funds allocate their money to the 
various investment types partly with a view to maximising returns, but also 
with a view to risk reduction. Funds invest in propert~ not only when they 
believe it will outperform other investments, but when they judge that its 
future returns are commensurate with its risk; risk considered here both in 
terms of portfolio variability and in terms of funds' ability to meet their 
liabilities. It as was suggested in Chapter 12, the institutions bought property 
in 1979-81 on a target return below redemption yields on long gilts, that was 
both rational and consistent with the pricing model. 

Market evidence of property acquisitions by property companies and the 
institutions supports the above analysiS. Demand from institutions has varied 
with expectations for property's returns relative to those of alternative invest-
ments, and with their perception of property's risk-reducing qualities. The 
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period over which financial institutions most actively built up their property 
portfolios, 1967-82, was generally a period of high cost~push inflation. The 
institutions' property acquisitions must be explained largely by a perception 
that property was the investment category which performed best in these 
conditions and which was most able to hedge against the risks inherent in 
'stagflation'. 

The supply of property investments 

The market supply of property investments has three main sources: 

(1) standing investments being resold; 
(2) newly developed property being sold for the first time; 
(3) transfers from owner occupation. 

The conditions under which investors would tend to sell standing investments 
have already been considered when investigating investment demand above, 
i.e. when investors' target return exceeds their expected return. Typically, this 
would occur at the start of a recession when interest rates rise and rental 
growth expectations fall. Property companies would normally be under great-
er pressure to sell than the institutions, due to their gearing and the impact of 
high interest rates on their cash flow. The pressure to sell and the fall in 
demand in these conditions tend to exacerbate the cyclical nature of proper~ 
ty values. 

The determinants of the supply of newly developed investments have 
been fully examined in Part IV, and the comment here is restricted to the 
impact of development cost on market price. The effect of development 
completions on price is implicitly reflected in our pricing model (Equation 
(11.8), above), through Ro (current rental value) and g (rental growth expecta-
tion). However, in explaining market price, it is important to reiterate the 
principle that price will tend towards production cost for a product with an 
elastic supply (see Chapter 15). 

On the assumption that demand is not satisfied by existing stock, the price 
of a good with an elastic supply will tend towards its production cost, 
however great is the level of demand. Of course, the supply of property 
investments is not perfectly elastic, obviously in the cases of prime High 
Street shops and farmland, but also in certain specific locations and for any 
property type in the short run. However, for office and industrial property in 
the long run over the country as a whole, supply probably is relatively elastic, 
and one would expect to see a close relationship between market price and 
development cost. That would provide the main origin for property being a 
hedge against inflation; through the dominance of construction cost in total 
development cost, and the relationship between construction cost and 
inflation. 
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The link between market price, development cost and inflation requires 
floorspace demand to exceed existing stock. However, due to property's 
durability, that link may be broken in the short run due to recession or, 
conceivably, over a longer period for a specific property type in a specific 
location. Nonetheless, the impact of development cost is an important 
elaboration to our pricing theory, not explicitly represented in the model. 

Sale and leasebaclcs 

Transfers from owner occupation to the investment sector of the property 
market include (a) the sale of vacant possession property and (b) sale and 
leasebacks. In the case of (a), a pure investment interest will be created only if 
the property is acquired by an investor who then leases it to an occupying 
tenant. The acquisition of vacant property is not attractive to institutional 
investors, but it is common for a property company to acquire such property, 
improve it, lease it to a reliable tenant, and then either retain it as a long-term 
investment or sell it to an institution. 

A sale and leaseback occurs when an owner-occupier remains in occupa-
tion but sells his freehold (or long leasehold) interest on the condition of being 
granted a lease in return. If the property is prime this will instantly create an 
attractive investment, usually with a reliable tenant on a long lease. Let us 
examine the circumstances under which sale and leasebacks take place. 

The essential purpose of undertaking a sale and leaseback transaction from 
the point of view of the owner-occupier is to raise capital - or, more accu-
rately, to release the capital tied up in the property so that it can be employed 
for other purposes, e.g. to expand trading activities, restructure company 
finances, acquire new property or improve existing premises as needed for 
trading activities. The sale and leaseback provides the occupying firm with an 
alternative source of capital to borrowing or issuing new shares. Conse-
quently, sale and leasebacks tend to proliferate when companies need to 
raise capital, when interest rates are high and share prices relatively low. 

The start of the recessions in 1979-80 and 1989-90 both provided classic 
scenarios for sale and leaseback activity, predominantly in good-quality retail 
property. In 1979-80, major retailers such as Tesco, Woolworth, Burtons and 
House of Fraser sold (mainly) to life institutions, whereas in 1989-90 the food 
retailers Tesco and Sainsbury were prominent in striking deals with property 
companies. Both periods saw a sharp decline in disposable incomes, and 
therefore the prospect of a fall in retail turnover and profit, conditions in 
which a retailer with high borrowings would be wise to degear. However, the 
principal reason for the food retailers selling in 1989-90 was to raise capital to 
develop new superstores. 

The 1979-80 scenario nicely illustrates the merits of such deals to both 
parties. In the context of rising cost-push inflation, the institutions were keen 
to increase the property content of their portfolios. Retail property was 
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particularly popular, with prime yields being pushed as low as 4%. With 
interest rates close to 20%, a sale and leaseback looked highly attractive to 
a retailer with a bank overdraft and a cash-flow problem. If the subject of the 
deal was a prime shop, then immediately after the transaction, capital which 
had previously been costing 20% in interest payments would cost a mere 4% 
in rent. Of course, the rent would be expected to rise at the first review, and 
after allowing for rental growth, the long-term cost of the leaseback capital 
would be much higher than 4%. However, in 1980 rental growth prospects 
were poor and the need to repay bank debt was paramount. 

Alternative methods of raising capital in 1980 were very expensive. long-
term fixed-interest debt was not a realistic option because of the high interest 
rates payable and the expectation of a decline in inflation and the level of 
interest rates. Funding by rights issue was also expensive and unattractive as 
retailers' share prices were subdued and dividend yields relatively high due to 
the prospect of declining profits. On the other hand, the value of retail 
property had risen strongly over the previous two years, shop yields were 
near an all-time low, and the high level of investment demand from the 
institutions meant that retailers had no difficulty in finding a buyer for a 
prime retail investment. Conditions pointed clearly to leaseback as the 
optimal financing method. 

In considering the sale and leaseback option, the owner-occupier will take 
account of the prospects for future rental growth as well as the long-term cost 
of capital. In that respect the supply of leaseback investments is covered by 
the pricing model; but firms will also arrive at such decisions according to 
trading conditions and the circumstances of their individual business. 

Property pricing - a summary 

The price of property is determined by activity in the three main sub-sectors 
of the market - the development sector, the letting sector and the investment 
sector. 

Capital value is determined in the investment sector by the interaction of 
investment demand with investment supply, but investment demand 
depends on current rents and expectations for rental growth, which are 
determined in the letting sector by occupation demand and supply. In turn, 
both the supply of new investments and the supply of new property to let are 
affected by activity in the development sector. Investment price depends on 
rental values and development activity, but development activity and site 
values depend on rental and investment values. So the three sectors are 
interdependent but, unlike chickens and eggs, we can say what comes first. 
Ultimately the main determinant of both investment demand and develop-
ment activity is the level of occupation or tenant demand. The attractions of 
property investment - security and growth - depend on a stable or rising level 
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of occupation demand. In the absence of that, investment demand will fall, 
property prices will fall, and development activity will cease. . 

Property prices are primarily demand led. The demand for property IS a 
derived demand - occupation demand is derived from the demand for the 
goods or services that a property is suited to provide, and investment demand 
is largely derived from occupation demand. So ultimately the demand for 
property depends on the profitability of using it, because profitability deter-
mines the rent that a tenant is able to pay and therefore the price that the 
investor will pay. It is the rising demand interacting with a relatively inelastic 
supply which induces development activity, but both property values and 
development activity tend to vary cyclically because of the economic cycle 
and the time lag involved in development. 

The ability of supply to respond to demand varies from one property type 
to another, one location to another and from one time period to another. But 
generally speaking, the supply of farmland and prime High Street shops is 
inelastic, values will be primarily demand determined and will reflect the 
profitability of the business for which the property is best suited. In the cases 
of offices and industrial property, supply is normally more elastic in the 
medium/long run, and values will tend to reflect development cost. 

In each of the three sectors of the market, our pricing theory has employed 
both a pricing model and a demand and supply analysis. Essentially, the 
model used in each sector is the same - price in terms of site value, rental 
value or investment value is a residual (or surplus) after deducting target 
returns from expected returns. In the development sector, the development 
value of a site tends towards the residual after deducting developers' target 
return on capital employed from the return expected from the completed 
project. In the letting sector, rental value tends towards the residual after 
deducting tenants' target return on their productive factors from the returns 
expected from carrying on business activity. In the investment sector, invest-
ment value tends towards the residual after deducting investors' target return 
on capital invested from the expected return in the form of future rental 
income and capital growth. In each case, price tends towards the residual 
because in each case competition forces those acquiring the interests to pay 
over the residual. 

In the case of investment value, the comparison of target and expected 
return must be expressed in DCF terms, because the interest is a long-term 
one and price must reflect the time value of money. In the case of site value, a 
DCF approach is less critical as the development period is relatively brief. 
Strictly speaking, a DCF view is also appropriate to the concept of rental 
value because (in considering the rent that he can afford to pay) the tenant 
will take a view on expected costs and returns over the period until the first 
rent review, not simply over a single year. In each case, the residual price is 
dependent on expectations which may not be met - in fact, virtually the only 
certainty is that the outcome will either fall short of, or exceed, the expect-
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at ion. The costs and revenues of developers, tenants and investors are uncer-
tain, and risk is a feature of each sector of the market. 

The surplus or residual model is primarily a demand-side model. It does not 
take explicit account of factors affecting supply, e.g., the impact of existing use 
value on the market value of development sites, and the impact of new 
development and development cost on the price of investments. The model 
is a useful indicator of market price and helps to explain buy and sell decisions, 
but it is frequently a better indicator of a ceiling price than market price. 
Ultimately it is the interaction of demand and supply which is the mecha-
nism causing price movements to take place, and a full analysis of both sides 
of the equation is necessary to explain price movements. 

Finally, our pricing theory has been based on the assumption that financial 
risk and return are virtually the only considerations determining the actions of 
tenants, developers and investors. Clearly this is simplistic; some tenants will 
pay higher rent for a building which reflects prestige, many developers will be 
concerned with the architectural merit of their products, and some investors 
may take account of the impact of their actions on the national economy or 
society at large. However, maximising return while minimising risk must be the 
dominant motivation in the determination of the value of business property. 

We will conclude this chapter with the following points: 

• The market price and yield of property investments are determined by 
the interaction of the demand for, and supply of, investments. It is critical 
to distinguish these forces from the occupation demand and supply (of 
property to let) which determines rental value. 

• The property pricing model is a useful simplification of price determina-
tion, but a full analysis of supply and demand forces is necessary to 
explain price change. 

• The demand for standing investments depends on the availability of 
capital and its cost relative to expected returns. The cost of capital to 
property companies is its direct cost in the capital markets, but the cost 
of capital to institutions is best regarded in opportunity-cost terms, so 
that the institutions' demand for property will depend on expected 
returns from other investments. 

• Development provides an alternative means of acquiring property 
investments, and the demand for standing investments will depend on 
the relative cost and risk of development. 

• The supply elasticity of a particular property type in a particular location, 
together with its price elasticity of demand, will determine whether price 
is principally a function of development cost or of the profitability of the 
business use for which the property is best suited. 
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Introduction 

Until now, the public sector has featured only briefly in our analysis, and the 
pricing theories have been developed on the assumption of a free market. We 
must now examine how government action influences property values, but 
the objective of this chapter cannot be to provide a comprehensive coverage 
of the subject, nor can we analyse the full ramifications of public-sector 
intervention. Rather, the aim is to illustrate how the general theory of proper-
ty pricing developed in this book can explain the impact on market price of 
government intervention as well as private-sector activity. This is done by 
illustrating the effect of a few of the more important aspects of government 
intervention - planning control, rent control, and property taxation. 

If we include local government and public corporations with central 
government, then there are perhaps three broad facets of public-sector 
intervention in the property market. First, the publiC sector operates as an 
integral part of the market, e.g., as an occupier of office space, as a developer 
of industrial estates, and as an investor in land and buildings. Second, the 
government affects the market indirectly through its ability to influence the 
actions of market operators by its management of the economy, e.g., by 
monetary and fiscal measures, and by regional policies. Third, the govern-
ment acts directly on the market by imposing a framework of legislative 
constraint within which market forces must operate, e.g., by planning con-
trol, rent control and property taxation. In none of these areas does interven-
tion invalidate our theory of pricing, the effect is merely to influence the 
variables in our pricing model and to affect the forces of demand and supply. 

Planning control 

Property values are influenced by any factor which has consequences for the 
economy of the site, town, region or country in which the property is located. 
That includes physical, geographical and technological factors, as well as 
social or institutional considerations, of which legislation is one aspect. Such 
factors may affect (a) the value of individual properties, (b) the pattern or 
spatial distribution of values, and (c) the aggregate of property values in any 
location. 

325 
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Such a three-dimensional view is particularly important when analysing 
the impact of planning controls on property values. The ban on redevelop-
ment which results when an obsolete building is 'listed' as being of architect-
ural or historical merit will primarily affect the value of the site on which the 
building stands, but by improving the amenity and restricting the supply of 
new floorspace, it may increase the value of property nearby, and possibly 
also have an influence on the aggregate value of property in the town. 
Similarly, the effect of density and land-use controls is to affect the value of 
the individual property, the spatial pattern of land values, and probably also 
the aggregate value of property, assuming that the controls have a net overall 
effect on business profitability and utility. 

This is no place in which to undertake a detailed investigation into the 
justification for planning, but the reader will have noted that our pricing 
theory has been based on the assumption that tenants, investors and 
developers act solely on the basis of expected returns, costs and risks faced 
by themselves, whereas their actions must tend to impose other costs and 
bring other benefits to the rest of the community. In deciding on the optimum 
height for a building, a developer will not voluntarily take account of the 
losses suffered by neighbouring property as a result of reduced daylight, 
increased traffic congestion, or the blocking of a view. Thus, in a free market, 
the allocation of land to its various uses may not be optimal because such 
'externalities' are excluded from the costs and returns on which land-use 
decisions are made. 

Planning should create a more satisfactory blend of uses, both within the 
private sector and between private and public-sector uses. The provision of 
new roads, car parks and open space will tend to create a higher value for 
property nearby, and the amalgamation of factories into industrial estates 
conveniently close to good transport links and employees' housing can 
minimise the cost of services, time and pollution. Planning can act as a 
catalyst to speed up desirable land-use changes, or as a suppressant to slow 
down or stop undesirable trends. It should serve to increase the efficiency and 
profitability of business activity as well as to improve amenity, thereby result-
ing in an increase in aggregate property values. 

However, a more obvious and immediate effect of planning controls is to 
cause a shift in value from one location to another, affecting both the value of 
individual property and the spatial distribution of value. This can be illustrated 
by examining the impact of land-use and density controls. 

Impact of land-use control 

One objective of land-use control is to contain development and limit urban 
sprawl. By its very nature, 'containment' implies restricting the supply of 
development land relative to demand, causing a rise in price. Scarcity value 
created by the planning system is particularly evident at the periphery of a 
town or city. land with planning permission for development for housing or 
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industrial purposes might have a value of £250000 per hectare whereas 
similar land restricted to agricultural use might be valued at £5000 per 
hectare. Such a large discrepancy can be explained only by planning con-
trols. In the absence of control, the market value of all such land with 
development potential might have tended towards, say £10000 per hectare, 
or whatever would be sufficient to persuade farmers to sell after allowing for 
all taxes and costs. Thus the effect of the control is to cause a spatial shift in 
land value - higher value for some land and lower value for other. 

Land-use control will also tend to increase the density to which land is 
developed for higher-order uses. Taking an example of office property in a city 
centre, if the area allocated for office use is restricted in conditions of rising 
occupation demand, then ultimately (when all gap sites have been developed 
and lower-order uses squeezed out), supply will be unable to respond to the 
rising demand without an increase in the density of development. The 
occupation demand/supply imbalance will result in a rise in the rental and 
capital value of existing office space to whatever level is necessary to cover 
the cost of redeveloping existing property to the density required to satisfy 
demand. If the supply of office space cannot expand by spatial changes in 
land use, it will tend to do so by greater intensity of development. The value of 
development sites will tend to rise to reflect the higher surplus available from 
development, and so within the restricted area, renta~ capital and site values 
will tend to rise to levels higher than would have existed in the absence of 
control. On the other hand, property outside the restricted area, being 
relegated to a lower-order use, will tend to have a lower value and to be less 
intensively developed than would have been the case in the absence of 
control. 

Impact of density control 

Whereas the tendency of land-use control is to concentrate land value 
spatially, the tendency of density control is to spread value over a wider area. 
Strict density control will ultimately prevent supply being able to respond to a 
rise in occupation demand in that location, so rental values will tend to rise to 
a level higher than that which would have existed in the absence of control. 
Capital values may rise even more, because restriction on density reduces the 
risk of oversupply in that location and increases investors' growth expecta-
tions. The rise in rental values would tend to cause tenants to use space more 
intensively. 

Despite the higher value of floorspace, site values in prime locations will 
tend to be lower than in the absence of density control (because of the 
reduced surplus available from development, see Figure 17.4) and with site 
values restricted relative to existing use values, redevelopment activity would 
be inhibited. 

Again adopting city centre office property as an illustration, unsatisfied 
occupation demand for office space in the best locations would be diverted 
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to close substitute locations just outside the prime area, causing rental, capital 
and site values there to rise. Lower-order uses such as housing would be 
squeezed out by redevelopment for office use. Paradoxically, in these loca-
tions development density might be higher than would have been the case in 
the absence of density control. Thus the tendency of density control is to 
cause an outward spatial dispersion of land value and high-order land uses. 

Impact of density and land-use control combined 

If density control is imposed in conjunction with land-use control the ten-
dency will be to cause the rental and capital values of property to rise to a 
greater extent than with either density or land-use control in isolation. If there 
is a sufficient amount of underdeveloped property in the controlled area, 
supply will be able to respond to a rise in demand, and value will be little 
affected. However, if an area is more or less fully developed to its highest-order 
use then controls mean that the stock of such property is virtually fixed, and 
property values will vary only according to changing floorspace demand. 

Occupation demand from firms unable to justify the high level of rents in 
the controlled area will be diverted to close substitute locations. Such loca-
tions would not necessarily be the closest phYSically, but locations which 
provide benefits closest to those of the restricted area, which may be 
another town or city. Strict controls on office development in the centre of 
Paris have had the effect of diverting demand to a specially planned office 
development area, La Defense, as well as to other suburban areas and satellite 
new towns around Paris. 

Timing of value changes 

An analysis of the timing of value changes is simplified by imagining the 
extreme case in which a total prohibition on new development is suddenly 
imposed in conditions under which gently rising demand is inducing a similar 
volume of new development. Again, we shall assume that the subject of our 
analysis is office property in a city centre. 

When analysing the impact of planning controls, or indeed any other 
influence on property values, it is best to examine the letting sector first. So 
how would the sudden imposition of a total ban on development affect rental 
values? There is little in our pricing theory to suggest that a development ban 
would affect occupation demand or the supply of existing property for relet. 
Nor in the short run could the ban affect new supply because, with a 
development period of, say, two to three years, property already in the course 
of development would continue to be completed over the succeeding few 
years. Thus the development ban may affect rental values only when new 
supply started to fall after a time lag of about two years. After, say, three years, 
new supply would virtually cease, office stock would be fixed, and rental 
values would vary only according to changes in occupation demand and 
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the supply of existing property for relet, both deriving principally from expec-
tations about the profitability of tenants' business activities. 

Thus there tends to be a significant time lag before the impact of office 
development controls is reflected in rental values. New supply would take 
longer to dry up if the controls merely involved a moratorium on the granting 
of new planning permissions, because permissions granted in the past could 
continue to be acted upon within the statutory period of five years. It is 
possible that some tenants would anticipate the future dearth of accommo-
dation and seek more space before a shortage occurred. It is also probable 
that developers would postpone the marketing of their developments in 
order to gain from any rise in rental value over the development period. Thus 
to a certain extent occupation demand might rise and supply of new space to 
let might fall within the development period to shorten the time lag from that 
indicated. 

The 'Brown Ban' on new office development which was introduced in 1964 
and rigorously applied to the City of London up to 1968 had an effect on City 
office rents which seems to conform to our analysis. The effective develop-
ment period for City offices appears to have been about four-five years, and 
evidence from Richard Ellis 1 shows City office rental growth outperforming 
office rental growth in other centres over the period 1968-72, that is a period 
lagged approximately four years from the period during which large develop-
ment projects were prohibited. Although the effect of the development 
controls is difficult to quantify in isolation from other rental determinants, 
there is no doubt that their rigorous application in the latter 1960s was a 
major contributory factor in the office rental boom in central london from 
1968-73. Conversely, the relaxation of such controls in 1970, and the ensuing 
development boom was clearly a major factor contributing to the dramatic 
decline in office rents in London which took place between 1974 and 1976. 

The 'Brown Ban' also had the effect of stimulating office development 
outside the areas in which the office development permit (ODP) system was 
rigorously applied. Our theory would suggest that tenants who were unable 
to obtain accommodation in London at a rent which they could afford would 
direct their demand to favoured provincial locations. The consequent rise in 
rental values would enable profitable redevelopment to take place there, thus 
achieving one of the objectives of the ODP system, namely the deployment 
of office-related job opportunities away from London and South East England. 
The controls would have had the effect of forcing developers to turn their 
attention to provincial locations and, as we have already noted, to Europe and 
other countries overseas. 

Investors' decisions to buy or sell property are largely determined by 
expectations for rental growth. Immediately after an announcement of strict 
development controls, investment demand would tend to rise in anticipation 
of higher growth and a reduced risk of oversupply. Yields would therefore tend 
to fall marginally and capital values rise before any change in rental growth 
became evident. 
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Although small yield changes resulting from the imposition of such con-
trols might not be discernible in practice, it was interesting to note that 
property share prices rose sharply when the labour-controlled GlC 
announced a new ban on office development in 1981. Because the stock 
market is much more sensitive than the property market, property company 
share prices often reflect short term changes in property-market sentiment 
which are not identifiable in the property market itself. 

A freeze on new development approvals would also have an immediate 
impact on the development value of sites. The value of property with devel-
opment potential but without planning permission would tend to fall to a 
level somewhat above existing-use value, reflecting the hope that the ban 
might be withdrawn at some future date. The value of sites with planning 
permission (assuming development was still allowed to go ahead) would tend 
to rise somewhat, reflecting the higher expected value of the project on 
completion. 

There can be little doubt that relatively strict planning control, particularly 
with respect to office property in central locations, contributed to the post-
war success of property investment in the UK until the late 1980s. By restrict-
ing supply in the face of generally rising demand, rental growth in excess of 
inflation was created and the risk of oversupply was reduced. Conversely, 
however; relaxation of controls throughout much of Britain in the 1980s 
released a development boom which was largely responsible for the decline 
in rental values in the early 1990s. 

Influence of structure plans 

The policies laid down by a planning authority in its structure plan will 
potentially have major implications for commercial property values and 
investment returns. The structure plan provides a framework for both pri-
vate- and public-sector economic development, and may identify depressed 
areas in which economic development is to be encouraged and other areas in 
which further development will be restricted. 

Structure plans frequently include policies restricting office development in 
cities in favour of housing or industrial development, or for such reasons as 
conservation or the limitation of traffic congestion. Planning authorities also 
commonly pursue policies of restricting development liable to prove harmful 
to town centres. In particular; the security and growth potential of an invest-
ment in traditional town-centre shopping and established shopping centres 
may be dependent on restricting the development of out-of-town shopping 
centres and regional centres . 

• By containing development, land-use control tends to concentrate land 
value spatially, whereas density restriction tends to disperse land values. 
The combination of land-use and density controls tends to increase the 
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rental and capital value of development property, and the imposition of 
controls and their relaxation has had a substantial effect on property 
values in Britain. 

Rent control 

As in the case of planning control, an analysis of the impact of rent control 
requires an investigation of all three sectors of the market - the investment 
and development sectors as well as the rental sector. Rent control could take 
a variety of forms, e.g., a rigid rent freeze, restriction on the amount of (or the 
increase in) rent, control of the rent payable by sitting tenants only, or new 
tenants as well. In each case, the effect on the market will depend on the 
precise legislative measures, and here it is possible only to outline certain 
general principles. 
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Figure 24.1 The impact o( rent control on accommodation (or rent 

The objective of rent control is to restrict rental payments below a market 
level in order to relieve tenants of some of their rental burden. In an otherwise 
free market, this must have the effect of creating an imbalance between 
occupation demand and the supply of property to let. According to Figure 
24.1, rental value as determined by a free market would be OR, but because 
rental payments are restricted to OR" OQz units of accommodation will be 
demanded whereas the market will supply only OQ1 units. Unless the public 
sector supplies the difference, some form of rationing will be required. 

There are a variety of sound practical reasons for this demand/supply 
imbalance. Occupation demand will tend to be higher than in the absence 
of controls because tenants will seek more space due to its lower cost. The 
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supply of accommodation to let will tend to be lower, for the following 
reasons: 

(a) Fewer tenants will voluntarily vacate property at breaks in, or at the 
end of, their leases, and as rent-control legislation normally provides 
tenants with security of tenure, many tenants will stay on indefinitely. 

With rent being restricted below rental value, tenants benefit from 
an effective profit rent which they will be reluctant to surrender. 

(b) landlords will be reluctant to relet any accommodation which 
becomes vacant - they will tend to sell for owner occupation or possi-
bly retain the property unlet 

(c) Under long term rent control little or no new development will take 
place for letting purposes. 

Thus rent control will tend to affect all three elements of supply - the supply 
of existing rented property for relet, the supply of existing property through 
transfers into (or out of) owner-occupation, and the supply of newly devel-
oped property. In order to explain (b) and (c), the impact of rent control on the 
actions of investors and developers will be investigated. 

Whatever the form that rent control takes, it must tend to lower the value 
of the investor's interest, if only because his income is restricted. But normally 
rent control restricts a landlord's ability to adjust rents in line with market 
trends, and may take the form of a rent freeze. In the extreme case where a 
rigid rent freeze is imposed for a long and indefinite period, the effect of the 
legislation would be to convert an equity property investment into a fixed-
income one. If prior to the imposition of such a freeze the yield on an 
investment was 6%, then immediately afterwards it would have to rise to 
the level appropriate to a fixed-income investment, say, 12%. This implies a 
50% fall in market value because, with income fixed, price must vary in 
inverse proportion to the change in yield. 

Even if rent controls allow some upward adjustment in times of inflation, 
the value of let property is liable to fall below the value of similar property 
subject to vacant possession. Consequently, if a property becomes vacant the 
landlord is unlikely to relet, but instead will sell for owner occupation. For 
similar reasons, owners will sell newly developed property at completion, and 
little or no new development will be initiated for letting purposes. After letting, 
the value of a new development subject to rigid long term controls would 
tend to fall below the cost of development. 

All three elements of supply will tend to decline to a greater or lesser extent, 
depending on the amount by which rents are restricted and the expected 
duration of the controls. If the controls are expected to operate only briefly, 
then the actions of investors and developers may be little affected, although 
the risk of a continuation or reimposition would have some restricting effect 
on supply. The business-rents freeze introduced by the Conservative govern-
ment under Edward Heath in 1972 was stated to be temporary, partly in order 
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to avoid the problems of reduced supply, but to the surprise of few people the 
controls were extended until abolished by the subsequent labour adminis-
tration in 1975. 

The market's response to the introduction of rent controls is, therefore, to 
reduce supply. So unless the public sector intervenes to provide the accom-
modation shortfal~ firms which are unable to purchase property as owner-
occupiers will be unable to satisfy their space needs. This frustrated demand is 
then diverted to the closest alternative accommodation not subject to rent 
control, leading to a rise in its rental value and illustrating the paradox that 
one effect of rent control is to cause rental values and the cost of accommo-
dation to rise. 

In the days when unfurnished housing was subject to control, the supply of 
such property fell, and demand was diverted to the furnished sector, causing 
rents to rise and forcing the government to extend control to furnished 
housing. Even during the relatively brief business rent freeze in the 1970s, a 
reduction in supply was reputed to have contributed towards a rise in rental 
values. Under the legislation in force at that time, property newly developed 
or previously unlet could be let at its rental value. It seems that the rent freeze 
discouraged tenants from vacating existing property, and occupation 
demand focused on the relatively small supply of property being let for the 
first time, causing rental values to rise to a level higher than would otherwise 
have been reached. 

The problem of rising rents in times of rent control can be exacerbated by 
the tendency of some owners to retain property unlet. This phenomenon has 
been observed in both housing and commercial property. During the 1972-5 
business rent freeze a number of newly developed office buildings owned by 
Oldham Estates remained unlet, notably the renowned multistorey block in 
the West End of london called Centre Point. Oldham Estates was a property 
company led by Harry Hyams, branded by the press as the arch villain 
amongst property developers. Although no financial benefit could accrue 
from keeping a property unlet in the long run, nonetheless it would maximise 
short term capital gain in times of a rent freeze and sharply rising rental values. 

A further consequence of rigid long term rent control is a decline in the 
quality of the stock of property which is subject to control. Landlords tend to 
neglect their properties, repairs and necessary improvements are left undone, 
leading ultimately to dereliction, as in the case of much tenement housing in 
the UK this century. 

Traditionally, the case for rent controls on business property is based on the 
argument that, because rising rents impose increased costs on firms, this 
leads to higher prices for goods and services. This argument is economically 
flimsy, but (at least in the short run) there may be a political or equitable case 
for control. The rent freeze introduced in 1972 was part of a package of 
measures designed to curb inflation, and as legislation at the time prevented 
firms from raising prices unless justified by increased costs, then in that 
context, frozen rents may have helped to restrict prices. Moreover with 
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wages, dividends and profits subject to control in 1972, it seemed inequitable 
not to control rents also. 

Even if some short term benefits may result from rent control, inefficiencies 
in the use of property will inevitably result. The function of the price mecha-
nism in allocating land and property is unable to operate. Firms which can 
justify a prime location are prevented from gaining occupation there by the 
presence of other firms whose occupation is being subsidised by their land-
lords. Indeed, one effect of rent control is to reallocate income and wealth 
from landlords to tenants without consideration of their needs. As many 
tenants are wealthy companies and many landlords are institutions effec-
tively owned by the working man as policyholder or pensioner, this seems 
inequitable. Additiona"y, in the long run (unless the public sector intervenes), 
space will be available only for firms which can afford to purchase as owner 
occupiers, a situation unlikely to promote economic efficiency . 

• The imposition of rent control reduces the value of controlled property 
and results in a fa" in market supply. Unless the shortfall is fully met by 
the public sector, frustrated demand is diverted to alternative uncon-
trolled property forcing up rents and prices. 

Land taxation 

The impact of taxation on the property market is all pervasive. The occupa-
tion, ownership and development of property in the UK gives rise to a range of 
taxes, including business rates, eGl, corporation tax and stamp duty. Occu-
piers, investors and developers are ultimately concerned with net-of-tax 
returns, and the incidence of taxation must tend to affect a" land use and 
property values through the price mechanism. Here we shall investigate the 
impact of a tax which is specific to business property - the uniform business 
rate (UBR), which was introduced in England and Wales in 1990 to replace the 
local rates, levied by local authorities. 

In examining the impact of land taxation, it should not be forgotten that 
the market wi" be influenced by the expenditure of tax revenues as well as by 
the raising of taxes. However, because the imposition of a tax on property 
does not necessarily give rise to any consequential benefit from increased 
expenditure, the impact of taxation is considered in isolation. 

Uniform business rate 

The UBR is an annual tax levied on the occupier of business property in 
England and Wales, the amount payable being determined by the rateable 
value of the property and the 'multiplier' set by the government. The rateable 
value represents the rental value of the property at a specific date (initially 1 
April 1988), on the assumption of an FRllease with regular rent review. Unlike 
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the rating system previously in force whereby the tax rate was set by the local 
authority and varied from one authority to another, a uniform 'multiplier' is 
set for the whole of England (initially 34.8p per £ of rateable value), with a 
somewhat higher figure for Wales. 

From the point of view of the occupier, rates are part of the total cost of 
occupation along with rent and service charges. Thus changes in the amount 
of the tax must tend to affect occupation demand and, therefore, rental and 
capital values. However, a more detailed insight into the tax's impact on rental 
values may be gained from the surplus model, particularly in the case of prime 
shop property. As part of the unavoidable cost of his business, a prospective 
tenant may deduct the anticipated tax along with other costs from his 
expected sales revenue in order to determine the surplus available to pay in 
rent. That does not mean that any rise in the rates would cause an equal fall in 
rental value, because some of the increased burden may be borne by the 
tenant in reduced profit, or shifted forward to consumers in increased prices 
for goods, or shifted backwards in reduced wages or other savings. The ability 
to shift the burden forward in higher prices will depend primarily on the price 
elasticity of demand for the goods, which will vary from product to product, 
place to place and from time to time; for example, it will be easier to increase 
prices in times of boom than in recession. 

It is unlikely that in the short term the retailer will be able to shift all of the 
burden of an unexpected increase in the rates, and as rent is fixed within the 
rent review period, the retailer may bear the brunt in the short term. However, 
the reduced profitability of business will tend to be reflected in a fall in rental 
value so that after the subsequent rent review, the tenant will have shifted the 
remaining burden on to the landlord through a reduction in rent (in real 
terms). 

Insofar as the incidence of rates is reflected in rental value, it might seem 
that in the medium run (after rent review) the landlord will bear the burden of 
the tax through a reduction in both rental income and capital value. In the 
case of property with an inelastic supply, such as prime High Street shops this 
may well be so. Ultimately, prime shop values reflect the profitability of 
retailing. However, in the case of property with an elastic supply such as 
industrial property, the ultimate burden is likely to be borne by consumers. 
This is because any reduction in property values relative to development 
costs will tend to cause a reduction in the supply of new property. Therefore 
in the long run, the reduction in supply may equate with the reduced tenant 
demand, leaving rental values little affected. Ultimately the value of industrial 
property is likely to reflect development cost, not the profitability of tenants' 
businesses. Insofar as landlords of industrial property may have faced a rent 
reduction in the short/medium term, they will be able to shift the burden 
back again to tenants who, in turn, will shift it on to consumers in increased 
prices. 

The replacement of local rates by the UBR together with the first revalua-
tion for rating purposes since 1973 caused a substantial redistribution of the 
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tax burden when introduced in 1990. In view of the relatively high growth of 
property values in London and South East England over the period 1973-88, 
and of retail property in particular, the rates burden shifted markedly from 
industrial property in the Midlands and the North of England to retail property 
in the South East. In fact, some prime shops in central London faced rates 
increases of 400%, although the worst effects of this were mitigated by 
phasing the rise over five years. In view of the fact that rates are a higher 
percentage of business costs for retailers than for other businesses, the 
burden of the UBR in London and South East England seems likely to have 
had a significant effect on shop rents . 

• The impact of a change in the rates on business property is likely to vary 
according to the property type, location and time dimension. In the short 
run, particularly in recessionary conditions, the effect of an unexpected 
rise in the rates may be to cause some reduction in rental value, and in 
the case of prime High Street shops this reduction could remain. How-
ever, in the case of industrial or other property with an elastic supply, 
value is unlikely to be affected in the long run. 



VII A Post-War History of the 
Property Market 



25 The Early Post-War Boom 
and its Aftermath 

Traditional land ownership in the UK 

Prior to the Second World War, much urban as well as rural property was 
owned by a relatively small number of aristocratic families who in most cases 
had owned the land for centuries. Indeed, despite the impact that the 
payment of death duties has had in splitting up the old estates, the aristoc-
racy nowadays still hold large amounts of both urban and rural property, with 
four large estates - Grosvenor, Howard de Walden, Cadogan and Portman -
owning some of the most valuable property in central London. Large tracts of 
urban and rural property are also owned by the Crown and by institutions 
such as the Oxford and Cambridge colleges, trade guilds and the churches. 
The Church of England is one of the largest landowners in the UK, with 
property comprising over half of its investment portfolio. 

In comparison with the present day, public authorities held an insignificant 
proportion of urban property before the Second World War, although since 
the mid-nineteenth century local authorities have had the power to acquire 
land for slum clearance, road and other improvement schemes, and in the 
interwar period the programme for improving the hOUSing stock brought 
much housing into public ownership. A sharp increase in publiC ownership 
of land took place in the early post-war period following the Town and County 
Planning Act 1947, which granted local planning authorities powers of com-
pulsory purchase, and by the nationalisation of major industries and public 
utilities. In particular, the nationalisation of the railways in 1947 brought into 
public ownership some of the most valuable urban land in the country. 

Relatively few listed property companies were in existence in the interwar 
period, and they owned little commercial and industrial property. They acted 
mainly as corporate landlords of housing, collecting rent which was then 
redistributed as dividends to shareholders. 

Prior to the Second World War, property investment by insurance compa-
nies was confined largely to mortgages and ground rents, direct investment 
being mainly restricted to the ownership of property occupied in whole or 
part by the company itself. However, with the mildly inflationary trends of the 
latter 1930s, a small number of insurance companies, including Legal and 
Genera~ became aware of the long-term advantages of property, and began 
cautiously to increase their equity involvement through direct purchases of 
freeholds, as well as by investment in property shares. However, the manage-
ment problems and risk in times of economic slump (as evidenced by the 
huge rent voids suffered by American insurance companies holding property 
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after the 1929 Wall Street crash) deterred UK insurance companies from 
becoming more actively involved in direct property investment. 

Thus, partly due to a lack of investment interest and partly because 
industrialists were generally unenthusiastic about leasehold tenure, most 
commercial and industrial property was owner occupied in the pre-war 
period and the property market was not considered as a significant part of 
the investment market. 

Economic basis for the post-war boom 

The Second World War introduced economic, political and social changes 
which collectively brought about a radical alteration to the property market. 
In order to examine the causes of the first post-war property boom, it seems 
appropriate to base the study on the london office market, because it was 
central london offices which formed the principal subject of the initial post-
war boom, and which formed the most popular subject for subsequent 
institutional property investment. It has been estimated that up to the mid-
1960s about 80% of new post-war office building was in the london region,1 
approximately half being developed by owner occupiers and half by devel-
opment companies. 

little office development, either for owner occupation or for investment 
purposes, took place in the interwar period, largely due to a substantial 
Victorian legacy of office property, coupled with the economic depression 
which caused long rent voids and falls in rental value in the period 1925-34. 
On the other hand, massive destruction of property took place during the 
war: 9.5 million fe of office space in central london, and about one third of the 
City was destroyed by bombing.2 

In contrast to this reduction in office stock, occupation demand increased 
dramatically after the war. A rise in real incomes led to rising demand for 
goods and services, particularly for commercial and financial services, and 
demand for office space also rose as a result of the post-war trend in the UK 
away from industrial activity in favour of office-based service activity. london 
was particularly affected as the country's capital and as the centre for the 
expanding financial services and markets. Trends towards amalgamation by 
UK firms led to a need for a headquarters in london, and there was a 
substantial influx of US firms who tended to seek accommodation in the 
capital. Equally significant was the rise in occupation demand from the 
public sector deriving from the labour government's expansion of the social 
services. 

The inevitable effect of this increased demand and reduced stock of offices 
was to cause rental and capital values to escalate. Offices which could not be 
let in 1939 readily found a tenant, and bombed sites in prime locations were 
eagerly bought up by speculators and developers during and immediately 
after the war. However, several factors prevented wholesale redevelopment 
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immediately after the war. First, the construction industry could not cope 
with the demand - there was inadequate plant, skilled labour and building 
materials, and many firms had gone out of business during the war. A system 
of building licensing was therefore imposed, which gave priority to repair 
work, work in aid of exporting industry, and work in providing accommoda-
tion for public authorities. In order to obtain permission to develop, devel-
opers therefore sought to prelet property to such authorities, and many 
developments were built and leased to government departments on this 
basis. 

Second, in order to encourage reinvestment by industries vital to the 
economy, the labour government maintained a policy of artificially cheap 
money and capital rationing which militated against property development. 
Developers who were unable to raise capital by bank borrowing or other 
means were forced into partnership arrangements with insurance compa-
nies, or the major building contractors who were not subject to such restric-
tion. Third, the Town & Country Planning Act 1947 imposed a 100% tax on the 
development value of land, thereby drastically reducing the supply of land, 
and the incentive for developers. 

Due to these three main areas of restriction, redevelopment was slow to 
respond to the rapidly rising demand, and it was not until 1954 that the 
intense phase of redevelopment started. This resulted from the abolition of 
the development charge under the Town & Country Planning Act 1953 by the 
Conservative government, and the ending of the system of building licences 
in November 1954. The effect of these measures was dramatically to increase 
the potential for (and profitability of) development, causing a huge increase in 
site values, and to set a scenario for 10 years of intense redevelopment 
activity. 

The development boom 1954-64 

In comparison with current circumstances, the development operation in the 
early post-war period was relatively simple, secure and profitable. Not only 
were bomb sites readily available, but much Victorian housing had deterio-
rated through neglect during the war (a problem made worse by rent control) 
and could be acquired cheaply for office development. High occupation 
demand for offices meant low risk of rent voids at completion, and devel-
opers were little exposed to rising construction cost as contractors normally 
tendered on a fixed-price basis. Short-term finance for site purchase and 
construction was normally available from clearing banks, and long-term 
fixed-interest mortgage finance from insurance companies, both at relatively 
low interest rates. The retention of completed developments was mainly self-
financing (see Example 18.1). 

In the early post-war years, the developer could contract out of most of the 
disadvantages of inflation, while gaining all the benefits. By means of fixed 
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price contracts, the main risk of rising construction costs was passed to the 
builder; by raising fixed-interest mortgages, the risk of rising interest rates was 
passed to the financier. On the other hand, all the gains from rising rental and 
capital values in this period of inflation and economic growth went to the 
developer. Risk was low and returns were high, particularly as development 
profit was untaxed, provided the completed property was retained as an 
investment (see Chapter 20). 

The developer's business was also relatively simple. He had no need to own 
large amounts of capital, nor did he require large numbers of staff. In fact, 
some of the most successful developers employed only a small office and a 
secretary. This ease of entry eventually resulted in stiffening competition for 
the available prime sites, forcing many established developers to operate in 
partnership with landowners such as the private estates, the Church Commis-
sioners and local authorities. 

In the early 1960s, developers increasingly diversified out of London offices 
into provincial shops and town-centre redevelopment. A trend towards 
decentralisation due to the high rents payable in central London was fostered 
by the LOB making office development viable in certain suburban locations, 
particularly Croydon. Increased competition in the UK encouraged other 
developers to diversify overseas, particularly Canada, the USA, South Africa 
and Australia. 

Conditions in the early 1960s gradually moved adversely for the UK devel-
oper. Competition increased, successive credit squeezes made short-term 
financing difficult, and insurance companies invariably insisted on an equity 
share. As the stock of office space in London increased, the letting of new 
developments became more difficult, and the 1962-3 recession severely 
affected demand. 

The office development boom in London was eventually brought to an end 
in November 1964 by the new Labour government under Harold Wilson. By 
effectively banning further office development within the greater London 
area, the 'Brown Ban' reduced the risk of rent voids on developments subse-
quently completed, and caused rental values to spiral again in the latter 1960s, 
thereby sowing the seeds of the next major property boom in the 1970s. 

Trends in the late 19685 

Under the Control of Office and Industrial Development Act 1965, the office 
development ban in London was subsequently extended to apply (less rigidly) 
to industrial property and the rest of South East England. It was a major aspect 
of the government's regional policies, and was intended to counter the 
population and economic drift to the south and east in favour of the north 
and west of Britain. In view of the overwhelming dominance (in terms of value) 
of London and South East England in the UK property market, the develop-
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ment controls had a significant effect in restricting the supply of investments, 
despite the fact that new investments were being created by sale and lease-
back deals and the trend away from owner occupation towards tenancy. 

Elsewhere in the country development opportunities were being created. 
Development area grants, the creation and growth of new towns, the devel-
opment of expanding towns and the long-term trend away from heavy to 
light industry with its less critical locational needs, provided scope for the 
development of industrial estates. The trend from manufacturing activity 
towards wholesaling and importing, together with the continuing develop-
ment of the motorway system which required firms to reorganise their 
distribution facilities previously geared to the railway network, all induced a 
major expansion in warehouse development. The increased mobility of shop-
pers and the revolution in retail trading likewise created opportunities for 
retail development, notably shopping centres, often redeveloped in partner-
ship with local authorities. 

Of particular significance in the late 1960s was the upsurge in direct 
property investment by the non-bank financial institutions and a relative 
decline in the influence of property companies. Property companies were 
hampered by the rising cost of debt and the scarcity of development oppor-
tunities in london and the South East. However, the institutions switched 
from their mainly passive role as providers of development finance to 
become major direct investors in property, with annual net acquisitions 
almost quadrupling in the latter half of the 19605. 

This trend by the financial institutions can be explained first by the declin-
ing opportunities for financing development due to the introduction of 
development controls in 1964, the recession of 1965-7 and the land Commis-
sion Act 1967; second, by the trend towards full repairing and insuring leases 
with more frequent rent review, and third by a growing appreciation of the 
innate qualities of property as an investment, and its suitability to the financial 
institutions in times of accelerating inflation and relative economic decline. 

The strategic diversification into property derived largely from the need of 
the institutions to back their 'with-profits' and pension liabilities with equity-
type investments, coupled with a wish to diversify from the dominance of 
ordinary shares as virtually their only other equity investment asset. The need 
for equity investments would be confirmed by the sharp acceleration of 
inflation in 1968, but the rising power of the trade unions and the inability of 
the government to control wages and industrial militancy in the late 1960s 
would have alerted investors to the vulnerability of shares. The gradual erosion 
of shareholder power to worker power was seen as a long-term threat to 
industrial health and equity earnings, and the devaluation of sterling in 1967 
induced a realisation of the long term relative decline in UK industry and its 
vulnerability to foreign competition. The 'bear' market of 1968-71, in which 
share values fell by over 40% while prime property values seem to have 
faltered only briefly, convinced many investors that property was not only a 
more secure investment, but provided a superior long-term inflation hedge. 
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A further factor underlying the rising demand for property investments in 
the late 1960s was the rapid growth in the flow of funds into life assurance 
companies and pension funds, together with the latters' tax exempt status 
which, since the introduction of corporation tax in 1965, made direct invest-
ment in property more attractive than investment in the shares of property 
companies. The introduction of property unit trusts facilitated investment in 
commercial property for the smaller pension funds, and the expansion of 
property bonds satisfied the private investor's demand for a stake in commer-
cial property. 



26 The 1970s Cycle 

Market conditions 197~3 

The decade dawned with property values apparently on a mild decline from 
their high market level of summer 1969, due to a tightening of the credit 
squeeze introduced by the Labour government in 1968. Commentators at 
the time noted the increasing sensitivity of the property market to changes in 
the stock market, this trend being attributed to the rising influence of 
institutional investors who were regarding property as an alternative to 
stock-market investments. 

In June 1970, the Conservative party under Edward Heath came into power 
on the election pledge to 'cut prices at a stroke'. The new government 
adopted a determined stance against trade union wage demands and 
maintained tight monetary and fiscal policies in an attempt to curb inflation. 
Consequently, the gloomy economic conditions continued into 1971, 
unemployment rose to its then highest level since the 1930s, and a series of 
major bankruptcies culminated with the collapse of Rolls Royce. Yet despite 
these conditions, wages and inflation continued to rise. It seemed that the 
ability of the trade unions to win substantial wage awards was defeating the 
government's attempts to curb inflation. 

Although an improving trend in inflation in the second quarter of 1971 
probably justified some relaxation of the strict deflationary policies, it was 
probably a feeling that the problem of inflation could not be defeated by 
such means without unemployment rising to politically unacceptable levels 
that persuaded the government to reverse its policies. From an attempt to 
curb inflation by restrictive monetary and fiscal measures, the government 
switched to a policy of all-out expansion in an attempt to combat inflation 
and the chronic balance of payments problem by increased production. The 
measures were initially bound to be inflationary, and the Conservatives had 
renounced wage controls, but they hoped that a voluntary agreement with 
the CBI (employers' organisation) would curb prices until production rose to a 
sufficient level to meet the rising demand. It was argued that rising production 
would lead to an expansion of exports and a reduction in imports, thereby 
curing the balance of payments problem. Industry was therefore encouraged 
to reinvest and expand in the belief that long-term economic growth could be 
sustained without recourse to deflationary measures, and the availability of 
cheap credit in a climate of domestic expansion was the method by which 
this would be achieved. 
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This, then, was the scenario for the commencement of the property boom 
whose starting date can best be identified as early in the second quarter of 
1971, when yields on prime commercial property started to fall, probably 
triggered off by the sharp rise in share values earlier in the year, the mildly 
reflationary budget, the fall in bank rate on 1 April and the relaxation of bank-
lending ceilings. 

The budget of March 1971 was followed by further expansionary measures 
in July and November, but even more significant were the implications of the 
Competition and Credit Control (CCO agreement, which was introduced in 
September 1971 in order to eradicate the anomalies and problems resulting 
from existing methods of monetary control, and to foster competition 
between banking institutions. Bank rate was reduced to 5% and restrictions 
on bank lending were abolished. The inevitable effect was to cause bank 
lending and money supply to accelerate sharply from the fourth quarter of 
1971, further boosted by inflows of foreign capital to london as the trend in 
inflation and the balance of payments moved favourably. 

The expansionary measures created great activity and confidence in the 
stock market, the property market and in the commercial sector of the 
economy. The boom in financial activity boosted demand for City offices, 
but the measures also caused rising shop and office rentals throughout the 
country leading to an upsurge in investment demand. The certainty of EEC 
membership further inflated demand for property and provided optimism for 
long-term economic recovery. 

The economy was again boosted in 1972 by increased public expenditure 
and income-tax allowances, and although share prices peaked in May, the 
property market experienced boom conditions with increases in values which 
'far exceeded any year within living memory'. Escalating rental values and a 
sharp fall in yields, particularly in the first six months of the year (see Figure 
12.2), caused a rise in capital values in 1972 averaging about 60%, although 
the value of some secondary property doubled. 

Both the economy and the property market continued to boom in 1973. 
Surging office rents in London were partly attributed to the 'Brown Ban' and 
the rent freeze and, in provincial locations, to demand from central and local 
government. But in 1973 the boom was at last felt in the industrial sector of 
the economy, causing the largest annual increase in industrial property rents 
since the war, amounting to as much as 100% in some locations in South East 
England. This growth induced renewed development activity but, as in the 
commercial sector, delays in obtaining development approval, rising building 
costs and the scarcity of building materials all complicated the development 
process. The inadequate supply of prime investments prompted a number of 
successful institutional bids for property companies and increased the activity 
of UK companies and institutions abroad, particularly the EC. Agents noted 
the reluctance of institutions to buy commercial property north of 
Birmingham. 
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(a) The index of capital values was constructed from a variety of sources to indicate general 
trends in the vacant possession value of property. In compiling the index, allowance was 
made for diversification in location and property type (shops, offices and industrial). The 
indices estimate values twice annually at May and November, the latter date coinciding 
closely with crucial turnround dates at end 1971,1973, 1974 and 1976 

Figure 26.1 Trends in commercial property values 

Despite office-development controls and the rise in property investment by 
insurance companies and pension funds, Figure 26.1 indicates an average 
increase in commercial property values of only 11 % per annum over the 
five-year period to May 1970. Yet over the next three and a half years to 
November 1973 values multiplied three times. What, then, were the forces 
that caused this formidable explosion in values? In analysing the investment 
sector of the market we must examine the activities of the two main 
categories of investors - the financial institutions and the property comp-
anies. 

Table 26.1 (line 6) shows that whereas financial institutions substantially 
increased their acquisition of existing property in 1968 and 1969, this fell in 
1970,1971 and 1972. On the other hand, after deducting property companies' 
development expenditure (line 2) from their estimated total annual property 
expenditure (line 1), their flow of funds into existing property is seen to 
increase dramatically in 1971, 1972 and 1973. Thus it was principally the 
property companies which were responsible for the boom in property invest-
ment. 
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The lack of fixed-interest mortgage finance since the early 1960s had 
imposed a check on the growth of property companies, particularly unlisted 
companies without the alternative source of a stock-market issue. However, 
as a result of the innate suitability of property as collateral to a lender, banks 
were keen to lend for property development or investment. A massive expan-
sion in bank lending, particularly from banks outsrde the clearing-bank sector, 
provided the means by which property companies could retain the full equity 
in their activities. In the context of economic growth and relaxed office-
development controls, they could hope to emulate the achievements of their 
predecessors in the early post-war period. 
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Figure 26.2 Bank advances to property companies (amounts outstanding) 

Figure 26.2 illustrates that, after remaining stable from 1967-70, bank 
advances to property companies increased dramatically in 1971-3. As by far 
the largest source of new capital to the property investment market, this 
explosion in bank lending was outstandingly the main destabilising influence 
on the property market over this period. 
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Although the London and Scottish clearing banks multiplied their lending 
to property companies in Great Britain by five times between November 1970 
and November 1974, over the same period lending to property companies by 
'other banks' multiplied by over 11 times. Merchant banks and finance houses 
appear to have been proportionally the most heavily committed to property 
lending, although US and other overseas banks were also significantly 
involved. 

Excluded from Figure 26.2 is lending by other institutions such as finance 
houses without full banking status which were also heavily involved in 
property lending. One feature of 'secondary' or 'fringe' banks (with or 
without banking status) was that deposits from the public accounted for a 
relatively small proportion of total deposits, the bulk being obtained through 
the london money markets. One unforeseen result of the introduction of 
CCC was a major expansion of these markets which, by enlarging the avail-
ability of deposits, enabled these banks to expand their lending and in many 
cases achieve phenomenal growth over the succeeding two years. Thus the 
expansion of property lending derived from CCC, excessive monetary expan-
sion and also the relatively low borrowing demand from industry, which 
resulted in the clearing banks holding surplus funds which they on-lent 
through the money markets. 
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Figure 26.3 Quarterly flow of funds into property 



Ta
ble

 2
6.1

 
Es

tim
at

ed
 fl

ow
 o

f f
un

ds
 in

to
 p

ro
pe

rty
 (£

m
f 

\.o
J 

V
I 

0 

19
67

 
19

68
 

19
69

 
19

70
 

19
71

 
19

72
 

19
73

 
19

74
 

19
75

 
19

76
 

19
77

 

Pr
op

er
ty

 c
om

pa
ni

es
 

-2
85

(1
)2

 
A

cq
ui

si
tio

n 
of

 p
ro

pe
rt

y 
13

0 
14

9 
39

3 
31

6 
72

9 
11

46
 

19
04

 
3 

-1
02

 
-2

47
 

Le
ss

 n
ew

 b
ui

ld
in

g 
an

d 
w

or
ks

 
10

3 
97

 
11

1 
12

6 
14

3 
16

8 
19

7 
31

3 
21

3 
23

5 
20

5(2
)3 

A
cq

ui
si

tio
n 

of
 e

xi
st

in
g 

pr
op

er
ty

 
27

 
52

 
28

2 
19

0 
58

6 
97

8 
17

07
 

-3
10

 
-3

15
 

-4
82

 
-4

90
(3

)4
 

Fi
na

nc
ia

l i
ns

tit
ut

io
ns

 
A

cq
ui

si
tio

n 
of

 p
ro

pe
rt

y 
(O

Fl
s)

5 
19

9 
26

9 
35

9 
34

6 
33

3 
32

3 
66

4 
78

8 
82

0 
11

94
 

10
65

(4)
6 

Le
ss

 n
ew

 b
ui

ld
in

g 
an

d 
w

or
ks

 
(fi

na
nc

ia
l c

om
pa

ni
es

 a
nd

 
51

1(5
)7 

in
st

itu
tio

ns
) 

88
 

10
2 

10
9 

12
5 

15
3 

16
1 

28
1 

40
1 

44
2 

51
9 

A
cq

ui
si

tio
n 

of
 e

xi
st

in
g 

pr
op

er
ty

 
m

 
16

7 
25

0 
22

1 
18

0 
16

2 
38

3 
38

7 
37

8 
67

5 
55

4(6
)8 

1. 
A

lth
ou

gh
 it

 is
 c

on
si

de
re

d 
th

at
 th

is
 ta

bl
e 

gi
ve

s 
a 

re
as

on
ab

le
 in

di
ca

tio
n 

of
 th

e 
di

re
ct

io
n 

an
d 

tim
in

g 
of

 tr
en

ds
, t

he
 fig

ur
es

 s
ho

ul
d 

be
 c

on
si

de
re

d 
as

 in
di

ca
tiv

e 
ra

th
er

 th
an

 p
re

ci
se

. 
2. 

A
ut

ho
r's

 re
se

ar
ch

. 
3. 

eS
o.

 
4. 

= 
(1

)-(
2)

. 
5. 

O
th

er
 fi

na
nc

ia
l i

ns
tit

ut
io

ns
. 

6. 
Fi

na
nc

ia
l S

ta
tis

tic
s.

 
7. 

N
at

io
na

l I
nc

om
e 

an
d 

E
xp

en
di

tu
re

 'B
lu

e 
Bo

ok
'. 

8. 
=(

4)
-(5

). 



The 19705 Cycle 351 

The speculative nature of the boom 

The significance of bank lending in the total flow of funds into property over 
this period, and the high proportion of this money (almost three quarters) that 
was lent to small and unlisted companies, confirms that a large proportion of 
purchases were essentially speculative. Even in late 1971 to early 1972 when 
bank rate was 5%, any prime commercial property purchased purely with 
bank finance would necessarily result in a cash flow deficit, thus tending to 
impose a limit on new borrowing. However, as the availability of finance 
increased, some bankers became increasingly willing to lend on a 'roll-up' 
basis, or if a property company found itself with a cash flow problem it had 
little difficulty in raising further finance to pay interest on previous debt. So 
long as capital values were expected to increase at a rate substantially higher 
than the rate of interest, rising interest rates were little deterrent to further 
borrowing. After the dramatic rises in minimum lending rate (MLR) in 1973, 
some borrowers were paying over 20% for their debt. 

Without the discipline of having to maintain a cash-flow surplus, the only 
limit on property companies' bank borrowing was the amount of collateral 
security that they could offer. The boom was therefore self-feeding in the 
respect that rising property values enabled companies to borrow more 
finance, which when used to purchase more property caused further value 
increases. The boom was also self-feeding in the 'bandwagon' sense that the 
fortunes being made attracted more and more speculators into the market, 
many of whom had little or no previous experience or knowledge of property. 

It has frequently been said that the property boom was based on the view 
that property was the ultimate inflation hedge, due to its almost flawless 
record of security and growth in the post-war period. Certainly that view 
seems to have been held by the bankers lending on property. With funds 
freely available from the money market and profit margins high, banks 
competed to expand their property lending, offering in many cases up to 
100% of cost Some secondary banks, attracted by the profits made by their 
clients, increasingly sought to share in the equity of development, or built up 
substantial portfolios of property investments themselves. 

It is interesting to note from Table 26.1 that for property companies - the 
traditional developers - expenditure on development became a relatively 
small proportion of total annual expenditure during the boom years, whereas 
the difficulty in acquiring standing-property investments appears to have 
spurred the financial institutions into a substantial increase in development 
expenditure. 

The financial crisis 1973-4 

The Conservative government's economic strategy to promote a revitalisation 
of the industrial base of the economy soon started to go wrong. Money 
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supply expanded dramatically and, despite a creditable export performance, 
reflation caused imports of foreign manufactures to escalate and the balance 
of payments to deteriorate from the summer of 1971 onwards. This trend 
precipitated sterling crises and spectacular increases in MLR in the latter 
halves of 1972 and 1973. By mid-1973, the economy was grossly overheated 
and, despite prices and incomes controls imposed in the autumn of 1972, 
inflation again rose alarmingly. 

It was against this economic background as well as growing industrial 
unrest that quadrupling crude-oil prices finally forced the government to 
deflate in November 1973. Even apart from the oil crisis, the government's 
economic strategy had failed. Industry had not undergone fundamental 
reconstruction and had not made use of the available finance to the extent 
expected. Instead, the alarming propensity to import in the context of rising 
consumer expenditure had exposed the long-term decline of British industry, 
and temporary prosperity had increased rather than subdued the militancy of 
the trade unions. The finance which was supposed to provide for industrial 
regeneration had been seen to go into the pockets of a few property spec-
ulators, invoking the wrath of the press, politicians and public. 

The property industry became subject to increasingly adverse publicity 
which led to demands for swingeing new taxation of property ownership 
and development. The disruption of communities by planners and develo-
pers, and the ugliness of many modern buildings antagonised the public. 
Centre Point and other prominent empty office blocks were cited as exam-
ples of the property industry's irresponsible attitude. Adverse publicity sub-
jected both speculators and responsible investors to widespread political 
attack, exemplified by Denis Healey's famous promise to 'squeeze the proper-
ty developers until the pips squeak'. 

The calls for taxation resulted in development gains tax (OCT) being 
introduced by the Conservative government, the imposition of rates charges 
on unoccupied property, and in 1974 the Labour government proposed and 
subsequently introduced development land tax (Om and the Community 
Land Act which, it was intended, would ultimately lead to the complete 
nationalisation of development land. 

It seems strange, with the benefit of hindSight, that the ominous trends in 
the economy even before 1973 were ignored or misinterpreted by the govern-
ment, the financial community and the property market. Yet the dominant 
events which precipitated the crisis - the quadrupling of oil prices following 
from the Arab-Israeli conflict of Yom Kippur 1973 and the collapse of London & 
County Securities - could hardly have been foreseen, nor the speed and 
severity of the crisis which followed these events. 

Despite the overheated state of the economy little deflationary action was 
taken until the oil crisis developed. Following cuts in Arab oil production, 
industrial action by the electricity power workers and an overtime ban by 
coal miners, the government on 13 November declared a state of emergency, 
raised MLR to 13% and took steps to control money supply. This was followed 
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on 17 December by the introduction of hire-purchase controls, restrictions on 
personal loans, public-expenditure cuts, a 10% surtax charge and DGT. 

This, then, was the context in which the 'secondary banking' crisis erupted. 
On 30 November, London & County Securities (a fringe bank known to be 
heavily involved in property) announced a liquidity problem. This problem 
resulted from the inability of the bank to renew money-market deposits after 
the resignation of one of its directors, a respected City banker. Whereas it is 
now clear that the problems of London & County Securities derived from a 
unique blend of irresponsible and fraudulent management, a number of 
major depositors in the money markets - aware of the potential problems 
facing property companies - started to withdraw deposits with other second-
ary banks similarly exposed to property. 

The inadequate liquidity and imprudent lending policies of many second-
ary banks had rendered them particularly vulnerable, and a crisis of confi-
dence grew into a full-scale 'run' on the secondary banks. After liquidity 
problems were announced by a series of other banks, the Bank of England 
announced a support operation to prop up the secondary banks in order to 
avoid the crisis of confidence spreading into the primary banking system, and 
perhaps causing a 'domino' series of failures throughout the UK financial 
system. Deposits withdrawn from secondary banks had largely been redepos-
ited with the clearing banks, so essentially this 'lifeboat' operation consisted of 
an agreement by the London and Scottish clearing banks to recycle these 
depOSits back into banks faced with a liquidity problem. A total of 26 
companies eventually received support. 

The property market crash 

Despite the rent freeze introduced in 1972, the enormous rise in MLR in July 
1973, and various calls by the Bank of England to restrict property lending, it 
was not until December 1973 that the property market faced its crisis. 
Following the announcement of the 17 December measures, investment 
demand disappeared 'virtually overnight'. These measures signalled an end 
to the consumer boom which had provided the fundamental support of rising 
rental values. Without the expectation of further capital gain, borrowing at 
the current level of interest rates could no longer be justified. 

Faced with rising interest payments on their bank debt and with rental 
income frozen, liquidation of assets was essential for highly geared property 
companies. Not only were they unable to borrow further, but they were faced 
with the repayment of short-term debt to the imperilled secondary banks. 
Even companies without an immediate cash flow problem became exposed 
to falling values, the introduction of DCT and the threat of further taxation on 
the return of a Labour government Thus from a situation of high investment 
demand and great scarcity, conditions in the property market were reversed 
as companies were forced to liquidate to remain solvent. 
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As 1974 progressed and economic conditions deteriorated, more and more 
property was put on the market by the property companies. But the main 
potential purchasers, the institutions, appeared reluctant to buy. With high 
interest rates obtainable on the short-term money markets, expectations of 
further falls in the value of property investments and the deteriorating 
economic climate, there was little incentive for the financial institutions to 
buy property. Substantial funds were committed to development schemes 
already under way, and some institutions were involved in providing assis-
tance to property companies in which they had a significant or dominant 
share holding. The indefinite continuation of the rent freeze made the pur-
chase of investments unattractive, and their valuation virtually impossible. 

Whilst reversionary and secondary property became virtually unsaleable 
on the general investment market, many deals were made by special purch-
asers (such as occupying tenants buying their landlord's interest, or mort-
gagees taking the opportunity to extinguish their highly unprofitable fixed-
interest investments). 

Despite the deteriorating economic climate, the rental value of commercial 
and industrial property generally held up well - that is, with the notable 
exception of City of London offices, where the problem of the financial 
community caused a reduction in occupation demand to coincide with a 
sharp rise in completions of new property. Provincial office rents were partly 
protected by the expansion in space needs arising from local authority 
reorganisation. 

Virtually no new commercial development schemes were initiated after 
December 1973 due to the fall in the value of property, building costs rising at 
25-30% per annum, high interest rates, and the liquidity problems of many 
development companies. Even at a nil site cost, most development would 
have been unprofitable. 

Although a large number of smaller property companies went into liquida-
tion only three listed property companies failed. Excessive financial gearing 
was the basic problem, coupled with an overdependence on short-term 
borrowing. A few companies had embarked on excessively ambitious devel-
opment programmes, which often proved to be highly unprofitable due to 
escalating construction costs and an inability to let at completion, as well as 
through rising interest rates and the fall in values. Amalgamated Investment & 
Property eventually failed in 1976 largely through holding a high proportion of 
'top-slice' leaseholds and development sites whose values fell by a higher 
proportion than freehold interests in standing property. Other companies 
were caught with excessive foreign borrOWings when sterling fell, and the 
worldwide problems of the property industry hit companies such as MEPe, 
who had large development commitments in Australia, Europe and North 
America. 

Just as the problems of the secondary banks were partly responsible for the 
problems of the property market, the problems of the property market now 
rebounded on the banks. The inability of property companies to liqUidate 
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assets prevented payment of interest as well as repayment of debt, and the 
falling value of property uncovered bank loans, sometimes as high as 100% of 
(often overoptimistic) valuations. So banks which had originally appeared 
merely to be suffering from a liquidity problem fell into bankruptcy. Banks 
were 'locked into' property, partly by being unable to insist on loan repayment 
without forcing a company into liquidatiol\ and partly because of commit-
ments previously entered into to provide finance for continuing development 
projects. 

The fall in values continued throughout 1974 under the influence of the 
huge supply of investments overhanging the market and the rising yields 
required by the institutions as the main purchasers. The high yields reflected 
the rent freeze, the fear of further property taxation, rising yields on long-
dated gilts, high short-term interest rates, the expectation of falling rental 
values as the country headed for a recessiol\ and the general lack of appeal 
of long-term investments in the context of falling markets and increasing 
economic uncertainty. 

Recovery 1975-7 

Following industrial unrest which resulted in a three-day working week for 
industry and culminated in a coalminers' strike, a general election was called 
in February 1974 which brought the Labour Party back into power. The Labour 
administration tightened controls on prices and profit margins, and although 
serious industrial disputes virtually ceased, this was at the cost of huge public-
sector wage increases, frequently in the range 20-30% per annum, causing 
the inflation rate to accelerate to a peak of over 260/0 in mid-1975. 

The problems of industry in 1974 were critical. It was faced on the one hand 
with massively rising labour, fue~ raw material and finance costs, as well as an 
increased tax liability, and on the other hand by strict price controls and a 
declining demand, together with the prospect of a long and severe interna-
tional recession. The decline in share prices accelerated so that early in January 
1975 the Financial Times index fell to 146.0, a 73% decline sirice the high point 
of May 1972. 

The stock-market recovery in January 1975 (said to have been set off by the 
concerted buying activity of a small group of financial institutions) was 
probably due more to a feeling that share prices discounted virtually all 
pOSSible disasters than to any short-term improvement in economic pro-
spects. However, the stock-market revival proved to be soundly based as the 
trade figures moved into an improving trend, sterling strengthened and 
interest rates fell. A further boost to investment confidence was provided by 
a deflationary budget and the introduction of a strict wages policy, causing 
the inflation rate to fall steeply over the next 12 months. 

Signs of recovery appeared in the property investment market at the end 
of 1974 in response to the assurance that the rent freeze would be phased out 
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from February 1975, coupled with a statement from the Secretary of State for 
the Environment, who spoke of 'the need to maintain a healthy market in 
commercial property in the interests of the country and the economy as a 
whole'. This appeared to mark a turning point in the government's attitude, 
and with no further property taxation measures proposed after the introduc-
tion of DLT and the Community Land Act, it was appreciated that, by tending 
to restrict future development, the net effect of the government's measures 
would be to enhance the future growth and security of an investment in 
commercial property. 

The market was also revived by property purchases by Arab interests, but of 
dominant importance were the actions of the British financial institutions. 
Property companies in 1975 desperately needed to reduce their gearing, and 
huge sales were required to enable the market to regain stability. Fortunately, 
the insurance companies and pension funds, encouraged by the abolition of 
the rent freeze and flush with liquid cash, took the opportunity of the low 
prices to build up the property element in their portfolios. Over the period 
1974-7, the market was dominated by property purchases by the institutions 
from degearing property companies. Even companies which had been pru-
dently managed and were in no risk of bankruptcy, such as Land Securities, 
felt a need to make substantial sales. 

The recovery was interrupted in October 1976 by another sterling crisis, 
which caused a sharp rise in interest rates and a temporary fall in property 
values. However, the decline in inflation resumed in 1977 and interest rates fell 
sharply. With the balance of trade on a healthier trend and North Sea oil 
about to flow, the UK economy seemed set for a more stable period when 
interest rates would not have to be used to protect sterling, and the indepen-
dence provided by oil would enable the government to turn its attention to 
the problem of unemployment and the 'real' economy. 

From the point of view of institutional investors, the fall in interest rates 
provided an incentive to run down liquidity, and increase their property 
acquisitions. With rental growth in a recovering economy almost guaranteed 
by the virtual absence of new development, the case for substantial property 
acquisition seemed watertight. From the point of view of most property 
companies, the year provided the opportunity to complete their degearing 
operations, but with interest rates falling, the pressure to degear subsided. 
With rising investment demand from the institutions and reduced sales, 
property values in 1977 generally regained (or even surpassed) the levels of 
1973. 

The 1970s crash proved advantageous to the life assurance and pension 
funds in the sense that they were able to acquire large amounts of property 
very cheaply. The institutions emerged from the crisis as the dominant 
operators in the property market, and property emerged as one of their three 
principal long-term investments, alongside gilts and equity shares. 
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Thatcher and Thatcherism 

Just as the 1970s boom and bust was a product of economic mismanagement 
by the government of Edward Heath, the latest boom/bust cycle has been a 
consequence of the economic excesses of Margaret Thatcher's premiership. 
The roots of both property cycles were intimately interwoven with the 
economic and political trends of their periods. In order to understand the 
causes of the 19805 boom, it is important to understand the philosophy and 
aims of the Thatcher government. 

First and foremost Thatcherism stood for a reliance upon free and deregu-
lated markets, a reduction in state subsidies and government intervention in 
the economy, and an end to monopoly power, particularly that of the trade 
unions. At a personal level, Thatcherism implied individual responsibility, 
personal choice, self-improvement and patriotism. It was a creed for the 
hard working, fit and successful, for these owning their own homes, with jobs 
and marketable skills, not for the weak, poor or unemployed. It looked forward 
to universal home ownership and widespread ownership of shares; a society 
in which the working man or woman shared in the nation's prosperity through 
his or her abilities and effort. 

Thatcher espoused the political philosophy and economic liberalism of the 
'New Right' as championed by von Hayek and Milton Friedman. Particularly in 
its early years, the Thatcher government adopted Friedman's 'monetarist' 
philosophy for macroeconomic management which viewed inflation as 
essentially the product of excess money supply. Rather than attempting to 
generate prosperity by the discredited Keynesian demand-management 
policies of the 1960s and 1970s, the government saw its essential macroeco-
nomic function as being to create stable inflation-free conditions in which 
people and firms could create wealth. Thus in the early 1980s, monetary 
policy consisted primarily of attempts to squeeze inflation by phased reduc-
tions in the growth of the money supply, while fiscal policy concentrated on 
the reduction of public expenditure with a view to reducing the PSBR and 
taxation, the latter as a supply-side incentive to promote economic activity 
and efficiency. 

The recession of 1980-1 

The Thatcher government came to power in May 1979 at a buoyant phase in 
the economic cycle, after growing trade-union militancy had culminated in a 
series of public-sector strikes in late 1978 and early 1979. By influencing public 

357 



358 A Post-War History of the Property Market 

opinion against the labour movement and the Labour Party, this so-called 
Winter of Discontent' was partly responsible for the Conservative Party's 
victory in the 1979 general election. 

The most urgent economic objective of the Thatcher government was to 
reduce inflation, so interest rates were raised to record levels to control money 
supply, major cuts in public expenditure were introduced, and the rate of VAT 
was doubled to 15%.These measures, together with a second dramatic surge 
in world oil prices, plunged the economy into a new recession which was to 
prove the deepest since the 1930s. The severity of the 1980-1 recession was 
exacerbated by a strong rise in the value of the pound sterling due to the 
combined effects of high interest rates, sterling'S status as a petro-currency 
(due to North Sea oil development) and the 'Thatcher factor', i.e. international 
confidence in Thatcher's policies for the UK economy. The high level of sterling 
in the context of a world recession caused a sharp reduction in overseas 
demand for UK exports and simultaneously increased the exposure of UK 
industry to competition from imported goods. Taking account of the high cost 
of money, fuel and ever-rising wages, UK industry went through a torrid 
period. The impact was greatest in manufacturing and traditional industry 
and, consequently, it was the Midlands and North of Britain which suffered 
most. Many firms went into liquidation, others closed branches or reduced 
operations and unemployment rose to levels reminiscent of the 1930s. 

The breakthrough came in 1982 with a steep fall in inflation to around 5%, 
down from its peak of 22% in 1980. This enabled a crucial reduction in banks' 
base rates which, together with a successful outcome to the Falklands War, 
created the conditions necessary for an economic upturn and the re-election 
of the Thatcher government in the following year. 

The decline of institutional property investment 

Despite the severity of the 1980-1 recession, rental values of good-quality 
property remained positive and, in contrast to previous recessions, yields kept 
low as institutions continued to build up the property content of their 
portfolios. In fact, property proved to be the outstanding investment sector 
during the recession, as gilts were affected by high interest rates and infla-
tionary pressures and equities were subdued by the squeeze on corporate 
profits. The institutions were well rewarded for their huge property acquisitions 
of the mid-1970s. 

However, 1982 proved to be a watershed in the long post-war rise of 
property investment. Property indices indicated declining rental growth and 
investors started to question whether the historically low level of yields could 
be justified. For the first time since 1976 prime yields rose and capital values 
fell. 

In order to explain why 1982 marked the high point for property in the 
portfoliOS of the major financial institutions, we need to examine property's 
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merits relative to the alternatives. The case for the institutions purchasing any 
investment is threefold: 

(1) to increase returns; 
(2) to reduce portfolio risk; 
(3) to reduce functional risk (by matching liabilities). 

On these grounds, property's performance throughout the post-war period 
had justified a substantial place in institutional portfolios. Conventional gilts 
and corporate bonds had proved a dismal failure in the context of high 
inflation and rising interest rates. Equity shares had failed to perform in the 
cost-push inflationary environment of the 1970s, and the value of liquid cash 
had been eroded by negative real interest rates. 

However, 1982 introduced a turn of the economic tide. With the dramatic 
fall in inflation and dis inflationary trends worldwide, the markets perceived a 
fundamental change in the economic scenario, namely from high inflation 
and negative real interest rates to low inflation and positive real interest rates. 
This change crucially boosted the investment prospects of gilts, equities and 
liquid cash. Just as rising inflation is disastrous for fixed-interest securities, the 
reverse is ideal. In 1982 conventional gilts provided returns to investors of 
around 50%. Equity shares were boosted by the decline in cost-push infla-
tionary pressures and the prospects for corporate profits arising from the fall in 
interest rates and an upturn in demand. In fact, equity shares embarked upon 
a five-year period of spectacular growth ending in October 1987 with the 
stock-market crash. Even at lower interest rates, liquid cash offered positive 
real returns for the first time for many years. 

On the other hand, the changed economic context crucially undermined 
the relative merits of property. Who needs a hedge against inflation if inflation 
is no longer a threat? The new economic trend was a reversal of that which 
had brought property to prominence in the 1960s and 19705. However, there 
were other sound reasons for the institutions to turn away from the sector. The 
introduction of index-linked gilts in 1981 provided similar diversification and 
matching functions as property, at lower risk and without the disadvantages 
of high management costs, poor liquidity and indivisibility. The case for UK 
property was further undermined by the removal of exchange controls in 
1979, which opened up a huge overseas market in equities and bonds and 
provided endless scope for portfolio diversification outside the UK economy. 
Overseas investments could provide the low correlation with UK gilts and 
equities which was one of the attractions of property, and the availability of 
limitless amounts of overseas property further reduced the attractions of UK 
property. 

The decline in institutional demand for property also resulted from the 
achievement by certain institutional funds of their long term target for 
property investment. Several large pension funds had been frequently 
quoted as pursuing a strategy to raise the property content of their portfolios 
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to some 30-35% of assets. But by 1982, seven out of the top ten UK pension 
funds had exceeded the 30% mark. Demand from pension funds in the 1980s 
must also have been affected by the declining membership and cash inflow of 
several of the largest funds due to privatisation or large-scale redundancies. 
The steel, electricity and coal mining industries are obvious examples. 

The case for property in the early 1980s was also weakened by doubts 
about its true historic performance, and scepticism as to whether a competi-
tive performance could be maintained in the future. The question of historic 
performance largely revolved around depreciation through obsolescence; 
whether it had been adequately allowed for in performance indices and 
whether it was adequately reflected in current values. The market's growing 
awareness of depreciation had arisen largely through the need to refurbish or 
completely redevelop offices less than thirty years old to make them fit for the 
age of the computer. There was a general view that depreciation was likely to 
impact on returns to a greater extent in the future. 

Additionally, property's performance over the late 1970s had derived not 
just from rental growth but from falling yields.This fall in yields was due to high 
demand from the institutions meeting a limited stock of good quality invest-
ments. Up to a point, the excellent performance of property in the late 1970s 
had been a case of self-realising expectations, a situation which could not be 
sustained. 

These are the principal reasons why the institutions' annual net investment 
in property started a relative decline in the early 19805. Consequently proper-
ty as a proportion of the institutions' portfolios also declined, exacerbated by 
property's poor performance relative to equity shares in the period up to the 
stock-market crash in 1987 (see Figures 21.2 and 21.3). 

The economic background to the boom 

Despite a downturn in the rate of economic growth in 1984, the five-year 
period from 1982 was generally a time of rising confidence, low inflation and 
steady growth for the UK economy. The recovery started in london and 
thereafter spread outwards and northwards like a ripple, only reaching north-
ern regions and Scotland in the later years of the decade. Thus for much of 
this period there was a north/south divide in Britain, with buoyant conditions 
in the more service-orientated economies of southern England and sluggish 
conditions in the industrial and manufacturing based economies of the north. 

The outlook in 1987 when Margaret Thatcher won her third general elec-
tion was optimistic. After five years of growth and low inflation there seemed 
a real prospect of an economic miracle. The defeat of the coalminers in 1985 
and successful legislation to limit the power of the trade unions had subdued 
wage-push inflation. The government's policy of privatising nationalised indus-
tries and utilities was proving a success and the country seemed to be 
imbued with a new spirit of enterprise. It seemed that the dream of long 
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term non-inflationary growth was becoming a reality. But no; the seeds of 
excessive demand, renewed inflation and economic downturn had already 
been sown. 

One of the early policy areas which had epitomised the creed ofThatcher-
ism was financial deregulation. Apart from the abolition of exchange controls, 
a series of measures were taken to deregulate the financial markets, particu-
larly banking. This resulted in the breakdown of the building societies' cartel, 
the involvement of banks in lending for house purchase and fierce competi-
tion among banks and building societies to lend to consumers. 

These measures were to be the fundamental cause of the excessive 
expansion of consumer credit in the late 1980s. The abolition of exchange 
controls allowed the free flow of capital in and out of the UK and led to the 
abolition of all quantitative restrictions on bank lending. The government 
viewed such restrictions as impracticable, as any limits imposed on banks in 
Britain could be made up by lending 'offshore', i.e. by banks resident overseas 
and outside UK government control. The government therefore relied upon 
the manipulation of interest rates (the price of credit) and banking prudence 
to limit the expansion of lending; indeed the manipulation of interest rates 
became essentially the sole implement of macroeconomic management. 

Of particular importance in the 1980s was the relationship of house prices 
to the national economy. Hitherto, cyclical fluctuations in house prices were 
largely a function of wage levels and the cost and availability of mortgage 
finance, together with confidence and 'bandwagon' factors which encourage 
people to buy houses in times of boom. Previously a rise in house prices 
would have been restrained by the effective rationing of mortgages by the 
building societies, but in the 1980s mortgages were freely available from 
competing banks and building societies. However, a novel feature of the 
1980s was the extent to which rising house prices were a cause of the boom 
rather than merely an effect. Houses provided the collateral security for 
borrowing, not merely for house purchase or improvement, but for consump-
tion. A rising house price made the owner feel wealthier and gave him the 
ability to raise debt on its inflated value, perhaps to spend on a new car or an 
overseas holiday. 

Thus, through the medium of the house market as well as by the expansion 
of plastiC credit, financial deregulation brought about a massive expansion in 
consumption. The latent inflationary impact was increased by reductions in 
the standard rate of income tax in the budgets of 1987 and 1988, by the 
depreciation of sterling after a collapse in world oil prices in 1986, and by the 
reduction of interest rates following the stock-market crash in October 1987. 
The fall in base rates was the Chancellor's reaction to the expected defla-
tionary impact of the stock-market crash which, being redolent of the Wall 
Street crash of 1929, invoked fears of a repeat of the worldwide depression of 
the 19305. Base rates were allowed to fall further in 1988 as part of the 
Chancellor's policy of keeping sterling in parity with the German Deutsch-
mark. 
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After unsuccessful attempts to control money supply in the early years of 
the Thatcher government, Nigel Lawson effectively rejected strict monetary 
control, aiming to maintain price stability by 'shadowing' the Deutschmark. 
Money supply was allowed to expand much too fast (M3 doubled in the five 
years to October 1987) resulting in excessive demand and an overheated 
economy. Economic statistics failed to detect the extent of the overheating 
until the summer of 1988, when a dramatic deterioration in the balance of 
payments and an upturn in inflation forced a belated rise in interest rates. 

The property boom 

Rental trends 

Rental growth tends to lag the economic cycle, and it was the latter half of 
1983 before the rate of rental growth started to rise. With consumer expendi-
ture leading the recovery, shops proved the best performing sector in the 
period up to 1987. In particular, central London shops outperformed other 
locations in the three years 1984-6, but subsequently were overtaken by 
suburban London shops and then by other South-East locations as the 
boom spread like a ripple outward from London. 

The first experience of boom conditions in the office sector was felt in the 
City of London. City office rents had maintained positive growth rates 
throughout the recession, but with the prospect of Big Bang, growth moved 
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into double figures and then surged in 1986-7, reaching a peak of 45% in the 
core of the City before the impact of the stock-market crash subdued 
demand. Well before City rents peaked, the office boom had spread to the 
West End and other areas of central london. The Hillier Parker Rent Index 
indicated rental growth peaks of 68% p.a. in the West End and 87% p.a. in 
Holborn/Marylebone. With top rents approaching £70 per ft2 at their height, 
Mayfair rents exceeded those in the best City locations, helped by more rigid 
planning restrictions, a more attractive environment and by the boom 
spreading from finance to other service activities. 

The office-rental boom also spread like a ripple from central london. 
Whereas london outperformed in 1987, in 1988 it was overtaken by East 
Anglia, South West and South East England. In 1989 the highest rental growth 
(about 80% p.a.) was achieved in the Midlands, Wales, the North West and 
Yorkshire and Humberside, whereas in 1991 Scotland was the top-performing 
office location, providing rental growth of around 13% at a time when central 
london rents were falling by over 30%. 

Typically, industrial property lagged the property cycle, it being 1987 before 
rental values really took off. Again, regional performance demonstrated a 
ripple effect, with london outperforming in 1986 followed by East Anglia, the 
South East, the South West and the Midlands. Northern England performed 
best in 1990 and Scotland in 1991. In fact at the trough of the recession in 
1991, Scotland was the only region to show positive rental growth for all three 
property types. 

Investment sector 

As pointed out in Chapter 21, the declining net investment in property by the 
insurance companies and pension funds which continued until the stock-
market crash of October 1987, hides a large increase in both acquisitions 
and sales. The institutions concentrated on restructuring their portfolios, 
weeding out or redeveloping obsolete offices (particularly in london) and 
building up their retail content. 

The combined effect of rising investment in shares and their escalating 
value as the economy recovered meant that before the 1987 stock-market 
crash the institutions' portfolios were heavily weighted towards equities. 
Therefore the crash provided the institutions with a timely reminder of the 
risk of shares and the diversification merits of property. This, together with 
accelerating rental growth, was responsible for an upturn in the demand for 
property and a recovery in market sentiment in the wake of the stock-market 
crash. 

These trends in property investment are reflected in yield movements (see 
Figure 12.3). In particular, office yields rose relentlessly over the 1982-7 period, 
then fell in the wake of the stock-market crash. To an extent, shop yields 
bucked the rising trend in the early and mid-1980s, as rental growth out-
stripped the other types and institutional investment concentrated on the 
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sector. Then, when office and industrial yields turned down in 1987, shop 
yields remained static until the 1988 hike in interest rates started to affect 
consumer spending. Due partly to this late rise in shop yields, the ICHP 
Average Yield (all property) fell by only 0.5% over the boom period, i.e. from 
7.7% in May 1987 to 7.2% in November 1988. Clearly the principal source of 
property's capital growth over the boom period was tenant demand, not 
investment demand. The 19805 property boom was a boom in rental values 
and development activity, not in property investment. 

Development sector 

Understanding trends in property investment and development is largely a 
matter of understanding the involvement of the two groups, investing institu-
tions and property companies. The involvement of financial institutions 
depends primarily upon the expected performance of property relative to 
gilts and equities, whereas the activity of property companies is largely 
dependent on market opportunities and the availability of capital, particu-
larly bank finance. 

The 1980s provided developers with an unusual variety of opportunities. In 
particular, the retailing revolution created the need for new shopping centres, 
superstores and retail warehouses, while expansion in air travel, car ownership, 
the motorway system and the microcomputer influenced business location 
and brought about opportunities for new industrial estates, business parks 
and mixed office and industrial developments. Of particular relevance to city-
centre offices was the acceleration of obsolescence and disposals of obsolete 
property by the financial institutions. Accelerating obsolescence, represented 
by a widening gap between a property's value and that of its potential 
replacement, is analogous to increasing development viability, which was 
boosted in turn by the rise in property values relative to development costs. 
Thus, there was an abundance of development opportunities, helped by a 
generalliberalisation of planning controls throughout the country. 

One aspect of the institutions' declining interest in property in the 1980s 
was a drop in their provision of development finance, forcing property 
companies to rely heavily on bank finance. Also, it is interesting to note a 
correlation between the rise in property disposals by the financial institutions 
in 1981 and a rise in bank lending to property companies as the latter bought 
obsolete property from the institutions. In the five years 1982-6, bank lending 
to property companies grew at over 25% p.a., then accelerated in 1987 as the 
development boom gathered pace, despite a warning to the banks by the 
Governor of the Bank of England. Although the rate of growth of bank lending 
to property companies peaked in 1989, the total continued to rise to over 
£40 billion in 1991, in real terms a figure approaching two and a half times the 
peak of 1975. 

The principal contributors to this enormous expansion of bank lending to 
property companies in the 1980s were the UK clearing banks and overseas 
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banks. In the first half of the decade clearing banks provided over half of new 
loans, but in the latter half their contribution was matched by loans from 
overseas banks, a particular feature being active lending by Japanese and 
European banks. At November 1991, overseas banks accounted for 40% of 
loans to property companies and UK clearing banks 46%. The remainder were 
provided by merchant banks and other British banks, two groups whose 
property lending declined relatively over the decade. 

The expansion of lending by overseas banks, reflected: 

(a) the globalisation of the world's financial markets, arising partly from the 
removal of exchange controls and deregulation in the UK, Europe and 
elsewhere; 

(b) major overseas banks seeking to establish a diversified portfolio of 
loans worldwide, and European banks seeking to diversify within the 
EC; 

(c) the continued influx of foreign banks into london, reflecting its position 
in the world's financial markets; 

(d) the dramatic growth of Japanese banks, based on the success of the 
Japanese economy. 

Banks were attracted to property lending in the 1980s due partly to its relative 
profitability and apparent security, but also as a result of the decline of 
alternative lending outlets. In particular, lending to developing countries 
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which had formed a substantial part of their business in the 1970s was 
dramatically reduced following the eruption of the third-world debt crisis in 
1982. 

The attractions of property lending drew many banks into this area for the 
first time, the competition leading to falling profit margins (particularly for 
central London projects), forcing banks to lend a higher proportion of the 
collateral and to concede attractive terms to the borrowers (e.g., limited 
recourse). Inexperience of property lending led some banks to make mis-
takes, and anecdotes redolent of the early 1970s abounded concerning the 
unreliability of valuations. Too often, developers were able to dictate the 
valuation of properties offered as security for a loan. A valuer who was not 
prepared to value at the required figure would lose the commission and 
another found who would be less scrupulous. The lack of in-house property 
expertise meant that many banks failed to identify the risk of projects being 
financed and little attempt was made to analyse the market. 

Concern about the growth of bank debt was voiced as early as 1987. 
Comparisons were made with the early 1970s and commentators frequently 
predicted a collapse similar to that of 1974. However, the market was reas-
sured in the knowledge that this time the lenders were predominantly large 
and well-capitalised banks whose property loans as a percentage of total 
loans were generally below the levels of the 1970s boom. Property company 
gearing also appeared to be lower than in the 1970s. 

One particular concern revolved around the ability of property companies 
to repay debt, given the lack of 'end-buyers' since the decline in institutional 
investment demand. However, debt was frequently on a 5-7-year term, i.e. 
not repayable at project completion but at a subsequent date. This seemed to 
prOVide a reasonable timescale to find buyers, specially after the revival of 
institutional demand late in 1987, and in view of the demand expected from 
the proposed unitisation of property. 

In the early years of the boom most banks preferred to lend on City office 
developments, which therefore offered the best terms for borrowers. But the 
stock-market crash in 1987 alerted banks to the risk of City offices and 
encouraged them to lend on provincial property, including major new retail 
developments as well as offices. With the economic recovery and surge of 
rental growth moving north, bank finance and development activity followed. 
It is not possible to identify the proportion of bank lending which was devoted 
to development as distinct from investment in existing property, but indica-
tions suggest that the large majority was for development projects or to buy 
sites for future development. 

The property-market slump 

Stock markets have an uncanny instinct for sensing economic turning points 
although they are not always reliable, hence the quip, 'Wall Street has 
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predicted five out of the last three recessions'. Certainly the stock-market 
crash of October 1987 was well ahead of events, but it represented a belief 
that there were fundamental problems in the national and international 
economies and that share prices were much too high. 

The end of the 1980s property boom began where it had started, in the City 
of london, and the 1987 stock-market crash was an important contributory 
factor. The buoyancy of the stock market and the volume of transactions in 
the year after Big Bang had resulted in the establishment of far more dealer-
ships than the market could sustain when activity slumped in the wake of the 
crash. Many market operators and 'back-room' staff were made redundant 
and estimated floorspace needs were substantially reduced. Nonetheless, 
frustrated demand meant that City rents continued to grow (but at a slower 
rate) for another couple of years until supply caught up with demand and 
rents began to fall. 

Outside of the City the UK economy continued to boom, until the sharp 
deterioration in inflation and the balance of payments in the summer of 1988 
forced a doubling of the banks' base rate to 13%, followed by a further 
increase to 15% in 1989. With mortgage interest rates rising in paralle~ these 
measures signalled an end to both the housing and consumer booms, and 
thus, to the forces which had fuelled rental growth and the property boom. 

The manipulation of interest rates as a tool of macroeconomic manage-
ment is a blunt instrument and is slow to affect demand, particularly if asset 
values continue to rise. Having had its crash the year before, the stock market 
reacted calmly to the hike in interest rates. The economy remained buoyant 
and the consensus view was that there would be a 'soft landing' rather that a 
recession. The deflationary effect was greatest in london and South East 
England where the high level of house prices and high mortgage debt meant 
that the average family's spending was affected to a greater extent than in 
northern regions. 

The first shock for the property market was the bankruptcy in August 1989 
of Kentish Properties, a house builder active in london's docklands. Kentish 
was forced into liquidation by its inability to sell completed houses in view of 
high mortgage rates and the market downturn. Kentish's demise had little 
significance for the commercial property market, but the rise in interest rates 
was now perceived as affecting shop rental growth throughout the country as 
well as offices and industrial property in london and the South East. In 
response to declining rental growth, office yields rose to follow the lead of 
shop yields, although a more substantial rise may have been prevented by the 
surge in overseas investment (see Chapter 22) into prime london offices. 

The hope that the UK economy might escape recession was finally dis-
pelled by Iraq's invasion of Kuwait in July 1990. The threat of war caused a 
sharp rise in oil prices and loss of business confidence for which the brevity of 
the subsequent conflict and its successful outcome failed to compensate. A 
number of prominent deals in the property market, including a takeover of 
Speyhawk by a Swedish group, were abandoned as a result of this crisis, and 
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the slump in property values accelerated. Yields rose sharply in 1990 and, for 
the first time since its origin in 1965, the Hillier Parker Rent Index (aU property) 
registered a fall. Despite relatively buoyant conditions in the north and Scot-
land, national rent indices were falling for all three sectors by the end of the 
year, with particularly dramatic falls for central london offICes. 

Property companies 

The first real indication of problems in the corporate sector of the commercial 
property market came in February 1990 with the announcement of a major 
rights issue by Rosehaugh to raise £125 million. As a developer/trader of only 
ten years standing, Rosehaugh had hoped to build up a substantial portfolio 
by retaining many of its own developments, but the need for capital to 
finance its large development programme had resulted in enormous bank 
debt, mainly off-balance sheet. Apart from Broadgate in the at~ the com-
pany was involved in over fifty other projects throughout the country includ-
ing retai~ industria~ housing and leisure property. With rental income a small 
fraction of interest payments, Rosehaugh was badly overgeared and needed 
to raise equity capital to avoid forced sales of completed developments on to 
the falling market. 

As property values started to slide, the highly volatile nature of develop-
ment profit and site values had a particularly savage effect on the net asset 
value of developer/traders. Over the two years to June 1991, Rosehaugh 
reported losses close to £400 million, mainly due to the falling value of sites 
and developments. With these properties pledged as security for bank loans, 
the company breached covenants made to its banks and was required to 
negotiate and reschedule its loans. In early 1992 Rosehaugh's share price fell to 
4p, and by the end of the year the company was in receivership, its market 
value having declined to nothing from a peak of £746 million in the heady 
days of 1987. 

Initially it was assumed that Rosehaugh's problems were unique due to the 
cash demands of its large development programme, but subsequently it 
emerged that its circumstances were quite typical of developer/traders. In 
contrast to investor/developers, the essential problem of these companies 
was that they lacked a substantial portfolio of property investments provid-
ing a stable net asset value and generating rental income with which to pay 
interest on debt. Instead, they relied upon selling completed developments to 
create liquid capital. However, with the dedine of institutional investment, 
there were few buyers. Additionall~ the increasing glut of office property 
made lettings diffICult, and if a property was unlet there was no prospect of 
a successful sale. 

A further inherent problem of developer/traders is that their assets primar-
ily comprise developments in progress and sites held for future development. 
Site values and development profit are geared residuals and highly vulnerable 
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to a decline in the market. In the context of 1990-2, developers were 
frequently having to write down the value of sites by as much as 80% of 
their purchase price. 

These problems were typified by the experience of Speyhawk, another 
1980s developer/trader. This company was particularly exposed to the City 
office market with a large number of developments under construction and 
half of its portfolio unlet. Of pre-tax losses of £217 million in the year to 
September 1991, almost £205 million arose from provisions against losses on 
developments and site values. Speyhawk was reported as being technically 
insolvent with liabilities exceeding assets by some £70 million, but the com-
pany's bankers initially agreed to keep the company afloat by rescheduling 
£300 million of debt. The chairman's warning that shareholders 'should not 
expect a dividend for some time' was described by the Financial Times as an 
understatement comparable to that of Captain Oates before he strode to his 
death in an Antarctic blizzard in 1912. 

The acid test of a property company's survival in 1991-2 was whether it was 
generating enough rental income to pay interest on debt. Even in the case of 
investor/developers, share prices and financial analysis focused on cash flow 
rather than net asset value. After the rise of property yields in 1990-1, asset 
sales frequently did little to improve cash flow. Indeed, in the context of 
plummeting rental values, in which rental income often exceeded rental 
value, a property's current yield could exceed interest on debt, and its sale 
could exacerbate a cash-flow problem rather than relieve it. So property 
companies concentrated on cutting costs and cutting dividends to share-
holders. 

Many companies went into liquidation, apart from Rosehaugh the best 
known listed companies being Sheraton Securities, Mountleigh and Spey-
hawk. Others might have been forced into liquidation but were kept afloat 
by their banks, on the basis that 'if you owe the bank £100 that is your 
problem, but if you owe the bank £100 million, the problem is the bank's'. It 
is frequently in a bank's best interest not to force a company into liquidation, 
partly because of the costs entailed through professional fees and claims for 
damages from building contractors or joint-venture partners in development 
projects, and partly because the forced sale of properties exacerbates the 
decline in values. In many cases banks felt that they would recover more of 
their loans by supporting the companies until a market recovery allowed an 
orderly sale of property assets. On the other hand, in cases which might 
involve 'throwing good money after bad', or where company directors 
refused to follow a strategy favoured by the banks, then the banks would 
tend to 'pull the plug'. 

One feature of property companies in trouble has been the large number 
of banks involved in each case, thereby complicating the negotiations. Spey-
hawk was reported as having 46 banks, Sheraton Securities 33, and over 50 
banks are understood to have taken part in the financing of Broadgate. 
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The most dramatic corporate collapse of the 1990s property slump must be 
that of Olympia and York, together with its development at Canary Wharf in 
london's dock lands. Here it is difficult to avoid superlatives. A Canadian 
private company, Olympia and York was owned by the three Reichmann 
brothers, reputed to be the world's seventh richest family. It was the largest 
property company in the world and its project at Canary Wharf was the 
largest property development in Europe. The company owned some 50 mil-
Ilion ft2 of property, principally in Canada and the USA, including the World 
Financial Centre in New York and, with loans of $12 billion (£6.7 billion) raised 
from about 100 banks, its debt was equivalent to that of many small countries. 

In March 1992, Olympia and York announced that it was experiencing a 
liquidity crisis arising principally from difficulties in raising enough debt to 
complete the first phase of Canary Wharf. The problem had arisen largely as 
a result of fears about the company's solvency due to dramatic falls in the 
value of its North American property where a property slump had left values 
about 40% below their 1987 peak. 

Apart from its completion (first phase) coinciding with the oversupply of 
office space in the City of london, the essential problem of Canary Wharf was 
its peripheral location and inadequate transport communications with central 
london. This meant that over 40% of floorspace was unlet at completion 
despite generous incentives being offered to tenants. Canary Wharf had 
been initiated in 1987 without prearranged finance, venture partners or 
prelets. Effectively it was financed by mortgaging the company's American 
property. Its cost was estimated by the administrators at £1.5 billion, but in 
June 1992 its value seemed unlikely to exceed £500 million. 

A tale of two cycles 

We will conclude our investigation of the 1970s and Thatcher cycles by a brief 
comparative analysis. The two cycles featured some uncanny similarities but 
in other respects were radically different. We will identify both of these and 
then highlight a few lessons to be learnt. 

The similarities 

(1) The two booms were created under Conservative Party administrations 
espousing policies of market deregulation. 

(2) Both cycles were concentrated on commercial property in London and 
South East England, but particularly focused on central London offices. 

(3) In each case a surge in office redevelopment resulted from a strong rise 
in values and a relaxation of development controls. The peak of com-
pletions coincided with a downturn in tenant demand as the economy 
moved into recession, causing a substantial fall in values, exacerbated 



372 A Post-War History of the Property Market 

by a trend towards tenant decentralisation due to the growth of rents 
in the previous boom. 

(4) Both booms were fed by enormous increases in bank lending to prop-
erty companies in the wake of financial deregulation which had the 
effect of increasing competition between banks, resulting in excessive 
and reckless lending, sometimes without adequate project analysis or 
on inflated valuations of the property provided as collateral security. 

(5) The property cycles were led by national economic cycles featuring 
excessive monetary expansion and consumer expenditure followed 
by high interest rates, a Middle-East war, rising oil prices (relatively brief 
in 1990-1), a deep recession and the downfall of both prime ministers 
responsible. 

(6) Both market slumps featured many property company failures due 
partly to imprudent corporate financing but also to huge develop-
ment losses and the inability to let or sell completed projects after the 
market collapse had begun. 

The differences 

(7) The 1970s boom and bust was relatively brief and dramatic with greater 
changes in value over shorter periods than in the recent cycle. It had 
clear turning points in December 1973 and December 1974 'triggered' 
by events, whereas the recent cycle 'evolved' with different property 
types in different locations sometimes following different trends. 

(8) In the recent cycle changing values resulted primarily from changing 
rents responding to the growth in tenant demand during the boom 
years and the rise in development supply in the slump.To a much great-
er extent, the 1970s boom/bust reflected changes in yields resulting 
from dramatic changes in speculative demand for (and supply of) prop-
erty investments. 

(9) In the 1980s boom the bulk of bank lending financed property devel-
opment, whereas in the 1970s it was principally used for speculative 
investment. 

(10) Bank lending to property in the 1970s featured many speculative 'sec-
ondary' banks, inadequately capitalised and imprudently run. Their 
own collapse was both a cause and an effect of the property collapse 
and rendered them incapable of supporting property companies. In 
the latest cycle, the banks involved were mostly large and well capita-
lised international banks. Their property lending was a reasonable pro-
portion of their total lending and, although suffering major losses, their 
financial strength has enabled them to maintain support to property 
companies. 

(11) The 1990s context has been more favourable to property companies 
than after the 1970s collapse in respect to the political climate and 
the lack of a rent freeze or threat of new property taxation. However, 
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in many ways the economic climate in the 1990s is more difficult and 
the recovery will be more long drawn out. 

(12) The very high inflation rates of the mid-1970s were largely responsible 
for the speed of the recovery. Real interest rates were emphatically 
negative and the real value of debt was speedily eroded. As property 
is an inflation hedge inflation supports property values, but more spe-
Cifically, in the 1970s the high levels of inflation made property an 
attractive investment for the financial institutions who were primarily 
responsible for unwinding the crisis. The low level of inflation and high 
real interest rates of the 1990s make recovery more difficult. 

(13) Compared with the 1970s the financial institutions played a minor role 
in the recent cycle, and their reluctance to invest heavily in property is 
one reason why the 1990s recovery may be long drawn out. To some 
extent their 19705 role of buying property after the collapse has been 
taken by overseas investors, and those two groups seem the most likely 
source of property investment in the 19905. 

Lessons to be learnt 

The two boom/bust cycles provide many lessons about the management of 
the economy and the banking system, in particular about the dangers and 
unforeseeable consequences of financial regulation and deregulation. How-
ever, the experience of both cycles also provides lessons specific to the 
property market, a few of which are worth emphasising here . 

• The property market is inherently cyclical. 
This arises from the cyclical nature of both tenant demand and 

development activity (due to differential movement in property values 
and development cost), property's short-run supply inelasticity and the 
time lags involved in property development. The central london office 
market is particularly prone to cycles due to the large size and duration 
of development projects; a surge in development activity induced by an 
upturn in demand has resulted in a glut of completions coinciding with a 
downturn in demand a few years later. The stability of London offices in 
the 1980-1 recession illustrated that a property collapse need not follow 
a boom, but in both the 1970s and the recent cycle, market instability 
was exacerbated by the relaxation of development control and the trend 
towards decentralisation due to the high level of rents in central london . 

• Relaxation of planning controls in the context of rising demand is 
inherently destabilising. 

Given the relatively strict planning controls in the UK, any significant 
relaxation releases pent-up pressure to develop. Market prices are based 
on previous supply constraints and give a false indication of future values 
and development profitability in the context of decontrol. 



374 A Post-War History of the Property Market 

• Property developer/trading companies are uniquely vulnerable to market 
slump. 

Despite the need for large amounts of capital, this is not a major 
barrier to entry into the business of property development because 
property is ideal collateral security for borrowing, enabling the develo-
per to become highly geared. High gearing is one aspect of the instability 
of developer/traders, another is their reliance upon selling projects on 
completion, because property development does not generate a regular 
cash flow with which to pay interest on debt. Thus the lack of property's 
marketability (combined with its illiquidity) in the slumps of the 1970s and 
1990s prevented companies from liquidating assets to repay debt. 
Another aspect of the innate risk of developer/traders is the volatility of 
development profit and site values in times of changing property values. 
Even relatively small changes in values and development costs can wipe 
out profit and decimate site values. Developer/traders need to be con-
servatively financed and prudently run. 

• Aspects of the cycles illustrate the globalisation of finance and property. 
The active part played by overseas banks in both cycles is a function of 

Britain's open financial system and london's position as the financial 
capital of Europe. Not only does this attract overseas banks to Britain, 
providing a base for lending, but it also caused property investors from 
the same countries to follow in 1988-91. 

Another aspect of the globalisation of the British property market was 
the demise of Olympia and York. It is debateable how far the failure of 
Canary Wharf was an effect of the property slump in North America 
(where falling values precluded the raising of sufficient capital to fund 
Canary Wharf) or how far Canary Wharf caused the company's collapse 
(through its need for cash and huge loss). However the example illustrates 
the interdependence of property markets in different countries. 

It is interesting and hardly a coincidence that the three main financial 
centres of the world, New York, Tokyo and london suffered simultaneous 
property slumps in the early 199Os. 

• Regional diversification of property investment within the UK reduces 
portfolio risk. 

The concentration of both boomlbust cycles on london and South 
East England, and the divergence of value trends with Scotland and the 
North of England illustrates a low correlation of returns as between the 
north and south. 

• The national economy and the banking system is dependent on a 
healthy and stable property market. 

Wealth is created by the ability to borrow, and much of the nation's 
corporate debt is secured on property. Additionally, property is a medium 
for holding the wealth of all sections of the community through insur-
ance and pension funds. Sharp fluctuations in the value of property are 
destabilising for the national economy. 
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Prospects for recovery 

The stabilisation of property yields in 1991-2 brought some hope that the 
worst was over and that the demise of Olympia and York might mark the 
trough of the property slump. However, the continuing decline of.office re~ts 
and the failure of the UK economy to recover after the Conservative election 
victory indicated that the property recovery will be long and slow. 

The two main imponderables are: 

(a) How long will it be before the oversupply of office space in central 
london is taken up? 

(b) How long will it take for property companies to repay their excessive 
debt and reduce their gearing to a sustainable level? 

In each case it is likely to take longer than in the 1970s. The appetite of 
institutions for property is much less and the oversupply of office space in 
london is much greater. At its peak in 1991, the supply of office floorspace to 
let in the City was almost three times its peak in 1976, and some observers 
suggest that surplus space in peripheral locations in and around london will 
not be occupied until the end of the century. The questions above are 
interrelated, the institutions are unlikely to become avid investors until there 
is a prospect of rental growth, but office rental growth in central london 
seems unlikely to resume until the mid-1990s. 

One of the problems in the wake of the 1990s collapse is 'over-renting, i.e. 
tenants paying rents above rental value, due to the infrequency of rent 
reviews, the standard 'upward only' review clause and the length of the 
standard lease in the UK. By preventing tenants from moving to modern 
cheaper accommodation, the inflexible conditions of existing leases are an 
obstacle to the letting of completed developments and, to some extent, to a 
market recovery. IPD estimated in May 1992 that over 70% of central london 
offices were over-rented by an average of 35%. One effect of the 1990s slump 
is increased bargaining power for the tenant and a move to more flexible 
leases. 

The period 1981-92 saw property fall from an all-time high rating relative to 
gilts and equities to an all-time low. Property's yield has risen from below that 
of equity shares to exceed that of long dated gilts.1 Yet despite this extra-
ordinary downrating, property still outperformed inflation. According to IPD,2 
property provided a real return of 3.2% p.a. over the eleven-year period 1981-
91. Rental growth averaged 7.5% p.a., 1.2% p.a. above the rate of inflation. 

Thus, arguably, property emerges from the turmoil of the recent cycle with 
its long term performance record intact, and historically high yields make it 
attractive to institutions and overseas investors. The market's recovery could 
be faster than expected, as the sterling devaluation and fall in interest rates in 
the autumn of 1992 lead to an economic upturn in 1993. The supply of City 
offices started to decline in 1992 and revived confidence in the financial 
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markets could lead to a sharp increase in take-up. Even at a vacancy rate of 
18%, prime City rents are likely to stabilise at their 1985 levels of over £30/ft2. 
A major benefit of the recent cycle is that City offices are now cheaper, more 
plentiful and of better quality than before, thereby enhancing the attraction of 
London as a world financial centre. Indeed, property investments have never 
been cheaper in modern times and, despite the lack of short term growth, 
seem likely to provide the investor with excellent long term returns. 



Questions for Discussion 

Part I 

1. Explain the significance for the housing market of a change from negative to 
positive real interest rates. 

2. Explain: 

(a) the functions of the stock market; 
(b) how the system for settling transactions in the london Stock Exchange 

enables purely speculative transactions to take place. 

3. Suggest reasons for the different price/earnings ratios and dividend yields shown 
by shares in the following sectors (Financial Times,S December 1992): 

PIE ratio Dividend yield 

Engineering - Aerospace 
Food Retailing 

9.6 
16.0 

8.8% 
3.0%. 

4. Argue the relative merits of conventional and index-linked gilts in the current 
economic circumstances from the point of view of both: 
(a) a pension fund seeking a long-term investment; 
(b) the government seeking to finance its budget deficit. 

5. The value of an investment can be considered as the present value of expected 
future income flows. Use this principle to explain: 
(a) the pull to redemption; 
(b) the conventional term structure of gilt yields; 
(c) the inverted term yield structure in the recessions of 1980-1 and 199~ 1. 

6. Explain why the price of most stock-market securities tends to be more volatile 
than their interest or dividend payments. 

7. Explain the 'reverse yield gap' and the reasons for its emergence in 1959. Discuss 
the conditions which could lead to a reappearance of the 'yield gap'. 

B. Identify the current 'reverse yield gap', explain it by reference to economic and 
market conditions and predict whether the gap will widen or narrow over the 
next twelve months. 

9. The value of an investment can be considered as the present value of expected 
future income flows. Use this principle to explain: 

(a) how the yield on convertible debentures would tend to move as the date 
for conversion draws near; 

(b) why the dividend yield of shares in highly geared (but reasonably secure) 
companies tends to be relatively low <compared with shares of compar-
able low-geared companies) in times when rising profits are confidently 
expected. 
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10. The conversion rights of the 10% convertible debentures in Urban Promotions 
PLC lapse in six months' time, after which the stock is irredeemable. Briefly 
explain the circumstances which could be responsible for the interest yield 
now being: 
(al 5% 
(b) 10% 
(el 20%. 

11. Explain or suggest the principal reasons for the differences in the redemption 
yields provided by the following stocks (as at December 1992): 

Treasury 2% (index-linked) 2006 
Exchequer 12% 2013-17 
Exchequer 3% 1990-5 

3.6% 
9.1% 
5.5% 

12. 'The reverse yield gap varies only in accordance with changes in investors' infla-
tionary expectations.' Discuss. 

13. Explain recent share-price trends by reference to national and international eco-
nomic events. 

14. Identify and explain which macroeconomic variables are particularly important 
to the profitability of investing in (al gilts, and (b) equities. 

15. 'Investment prices are a function of time, investors' income expectations and 
their target returns.' 
'Investment prices are fixed by the flows of demand and supply.' 
Explain the link between these two statements and illustrate it by explaining the 
probable reaction of share prices to a substantial fall in the level of interest rates. 

Part II 

16. Explain the characteristics of property which justify its inclusion as a substantial 
part of the portfolios of major institutional investors. 

17. Yields on investment property failed to rise on the advent of the recession in 
1980-1, yet rose substantially over the 1982-7 period of economic recovery. 
Reconcile these trends with yield trends in the 1970s. 

18. Contrast the relative 'perfection' of the stock market in comparison with the 
property market. 

19. Discuss fully the relative risks involved in investing in conventional gilts and 
property. Is it possible that property is the more secure of the two? 

20. Consider the following investments and estimate: 

(al the current income yield; 
(b) (where appropriate) the equivalent yield; 
(el investors' target IRR 

which would be appropriate in current market conditions. Make and state any 
necessary assumptions and briefly justify your estimated yields. 
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(1) A freehold interest in a prime city centre shop recently let for 25 years on a 
five-year review basis to a well-known multiple trader. 

(2) A freehold interest in a prime city centre site let for 999 years in 1950 at a 
fixed rent of £10000 per annum. 

(3) A freehold interest in a city centre office property let 40 years ago on a 42-
year lease at a fixed rent; the current rent is £2000 per annum and the 
rental value is £50 000 per annum. 

(4) A freehold interest in a prime 200 hectare arable farm let for five years in 
1960; the rent has recently been reviewed. 

(5) A leasehold interest with eight years to run in a shop in a secondary 
location, sub-let to an independent local trader for the remainder of the 
head lease; a rent review is due in three years. 

21. Estimate and explain what you believe may currently be the market's target 
return on good quality office investments in (al central london, and (b) in your 
hometown. 

22. Explain the existence of the ~n-hand' premium on the value of agricultural land. 

23. Explain the differences in the income yields provided by the following invest-
ments (as at summer 1992): 

Prime shops 
Average shops 
Average offices 
Average industrials 
FT-A All Share Index 
long dated gilts 

Sources: Healey & Baker; Hillier Parker. 

(%) 
5.0 
7.4 
9.3 

10.4 
4.6 
9.2 

24. If offices (let on five-year rent reviews) yielded 7% when the yield on long-dated 
gilts was stable at 10%, discuss what change in office yield you might expect if 
the gilt yield rose to 12% in each of the following circumstances: 

(a) the rise in gilt yield resulted from a rise in interest rates imposed by the 
government to protect sterling, but was expected to be temporary; 

(b) the rise in gilt yield resulted from investors' fears of accelerating inflation 
following large wage increases; 

(e) the rise in gilt yield resulted from monetary measures to severely deflate the 
economy. 

25. Can the stability of property values compared with share prices be explained by 
the innate characteristics of the two investments or by the nature of the 
markets in which they are traded? 

26. In 1992, for the first time since the 1960s, yields on long dated gilts fell below 
yields on good-quality commercial property investments. Explain this by refer-
ence to macro-economic conditions. 
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Part III 

27. Explain the tendency of shop rental growth to lead the property market cycle 
and industrial rental growth to lag. 

28. Explain the growth in the value of arable farmland until the late 1970s and its 
decline in the 19805. 

29. Taking account of economic prospects and government policy, explain whether 
you expect the rental growth of prime retaU (or office or industriaD property to 
rise or fall over the coming year. 

30. Explain by reference to land rent theory why the rental value per hectare of a 
200-hectare arable farm tends to be higher than the rent per hectare of an 
equivalent 100-hectare farm. 

31. Have building costs any relevance to the rental value of offices in the City of 
London? 

32. Explain the significance of a distinction between (a) farms and prime shops, and 
(b) offices and most industrial property, in predicting long-term investment 
returns. 

33. Explain why the real rental growth of prime UK office property has tended to 
follow a cyclical trend 

34. Reconcile the following statements: 
'The value of property reflects the cost of its development'; 
'The value of property reflects the profitability of using it'. 

35. 'In 1991, over the UK as a whole, the rental value of prime offICes exceeded the 
rental value of prime industrial property by a multiple of about three. Yet the 
rental value of some prime industrial property in West London matched the 
rent of prime offICes in some locations in the Midlands of England: 

Explain these rental value relationships, with particular reference to the con-
cept of supply elasticity. 

36. Examine the reasons why, for significant periods in the 1970s, 1980s and 199Os, 
the rental growth trend of prime offices in the City of London was moving in the 
opposite direction to that in Scottish cities. 

37. Select a property type and location, and analyse the rental growth prospects for 
that sub-market over the next few years, contrasting its prospects with those of 
the UK property market as a whole. 

Part IV 

38. Explain the relationship between changing interest rates in the economy and 
changing values of sites ripe for commercial redevelopment. 

39. 'High site values cannot be said to be caused by high building density, nor can 
high building density be said to be caused by high site values' (Newell, 1977). 
However, the two tend to be associated; discuss the causes of this relationship 
in the context of a city-centre commercial site. 



Questions for Discussion 381 

40. Discuss the relative price volatility of: 

(a) a freehold interest in a prime offICe property 
(b) a head leasehold interest over a similar property 
(c) a freehold interest in a cleared development site suitable for offICe 

development and Similarly located to (a) and (b). 

41. 'Almost all the risk involved in development derives from fluctuations in the 
national and local economy.' Discuss. 

42. Discuss the principles which should be applied in formulating an agreement 
between a developer and a fnancial institution to share the profits of a devel-
opment project. 

43. Explain the reasons for the growth of sale and leaseback transactions as a means 
of financing development projects in the 1960s and 19705. 

44. Discuss the various factors which a property developer should take into account 
in selecting a scheme for fnancing a major commercial development project, 
including factors relating to the developer's company, the project and the 
national economy. 

45. From the point of view of both developer and financier, discuss the advantages 
and disadvantages of 'top/bottom' and 'side-by-side' equity sharing schemes as 
means of financing major development projects. 

Part V 

46. Explain why property companies are traditionally more highly geared than com-
panies in most other sectors of industry and commerce. Do you believe that this 
high gearing is still justified? 

47. Assume that you are the investment. manager of a large pension fund. Taking 
into account the current economic situation and future prospects, discuss and 
explain what proportions of your net new annual investment you would allo-
cate to property, gilts, equities and liquid assets. 

48. Discuss the relative merits of APUTs and property shares as investments for the 
small saver. 

49. Identify and explain the principal differences in the content of the investment 
portfolios of general insurance companies, life assurance companies, and large 
self administered pension funds. 

50. Discuss the present case for property investment overseas by UK life and pen-
sion funds, and explain the problems and risks involved. 

51. Do you consider that the property market is an 'effICient market'? Has Efficient 
Market Theory (EMn any relevance to the pricing of property investments? 

52. Discuss the extent to which the concepts of portfolio theory are relevant in 
explaining the pricing of property investments. 

53. In the light of current market conditions and economic prospects, discuss the 
attractions of property for institutional investment vis-a-vis gilts, equities and 
liquid assets. 
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54. Explain whether you expect the number of sale and leaseback deals in prime 
retail property to increase or decline over the coming year. 

55. 'Property investment values, rental values and site values are all residuals.' Dis-
cuss. 

56. Predict the effect on commercial property values of this year's budget, taking 
account of: 
(a) any provisions specifically relevant to property and 
(b) the government's general economic policies. 

57. Explain the increase in property transactions in the 1980s by major institutional 
investors, despite the fact that property investment by these groups was in a 
period of relative decline. 

58. Over the three-year period 1990-2, the capital value of offices in Britain halved 
(JCHP) whereas the cost of building materials and labour continued to rise. Does 
that prove that there is no relationship between building costs and property 
values? 

59. You have been retained by a major life assurance fund as property investment 
advisor. Taking account of market conditions and economic prospects, explain 
what types of property investments you would advise the fund to make over 
the coming year. 

60. Discuss the relative attractions of equity shares and property as an inflation 
hedge. 

61. By reference to (for example) the advent of the single European market and the 
trend towards globalisation of business and investment, forecast the future for 
international property investment. 

Part VI 

62. Explain how changes in business rates may affect the volume of development 
activity and the density to which sites are developed. 

63. Assume that an immediate ban has just been imposed on the commencement 
of major office development projects in the central london area. Discuss the 
effect that this would tend to have on the rental and capital value of office 
property, both within and outside the restricted area, giving some indication of 
the timing of the changes. 

64. Discuss the case for long-term rent controls as a means of protecting industry 
and commerce from some of the ravages of inflation. 

65. 'Every change in business rates must have an equal and opposite effect on rental 
values.' Discuss. 

66. Discuss the possible impact on property values (in terms of property type, loca-
tion and time dimension) of the introduction of the Uniform Business Rate in 
England. 
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Part VII 

67. Discuss the reasons for the office development boom in London between 1954 
and 1964, explaining why the boom commenced and ended in these years. 

68. Explain the reasons for the growth of quoted property companies in the early 
post-war period. 

69. Explain why the main excesses of the commercial property 'boom/bust' cycles 
have primarily been located in London and South East England. 

70. The commercial property 'boom/bust' cycles of the 1970s and 1980s/19905 
were: 
(a) an inevitable consequence of the unbridled forces of capitalism, or 
(b) the inevitable result of excessive and inept interference in the price 

mechanism 

Argue the merits of these opposing viewpoints. 

71. Explain how far the secondary banking crisis was the cause of the property-
market collapse in 1974, and how far the effect. 

72. The virtual collapse of the commercial property investment market in 1974 was 
fundamentally the fault of: 

Property companies 
Banks 
The Bank of England 
The Conservative government under Edward Heath 
The Labour government under Harold Wilson 

Select a scapegoat from this list, and by reference to the 'guilt' of the other 
parties, explain why it should bear the greatest blame. 

73. In 1981, interest rates were much higher and the recession much deeper than in 
1974 but no property collapse took place. Explain the relative strength of 
property values in the recession of 1981-2. 

74. 'Property values ultimately depend on the state of the country's economy.' 
Discuss with reference to shop, office and industrial property. 

75. Compare and contrast the principal features of the commercial property boom/ 
bust of 1986-93 with that of 1971-5. 

76. By reference to the attractions of stock-market securities, examine the current 
case for a substantial increase in property investment by UK financial institu-
tions. 

77. Explain the relative decline in property investment by institutional investors over 
the period 1982-92. 

78. Why is it that developer/trading property companies are more vulnerable to a 
property-market slump than investor/developers? 

79. Identify the various sources of the property market's propensity to lurch periodi-
cally into a 'boom/bust' cycle. 
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80. The property market collapse of the early 1990s was fundamentally the fault of: 

Property companies 
Banks 
The Bank of England 
The Conservative government under Margaret Thatcher 
The Conservative government under John Major 
The planning authorities. 

Select a scapegoat from this list and, by reference to the gUilt of the other par-
ties, explain why it should bear the greatest blame. 
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