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WELCOME

The Indian Summer has been wonderful;  
although a dampening cloud at the top of 
Snowdon was perhaps a harbinger of more 
autumnal weather as some of the members of 
the team completed the ‘Three Peaks’ challenge 
a few weeks ago. We were on our way to Ben 
Nevis, to start the challenge, as the results of 
the referendum were announced. Although the 
margin was wider than the polls had predicted, 
the vote is likely to define a change in how the 
four countries of the Union interact. 

Markets have also shown some signs of change 
as diverging fortunes within developed  
economies (US and UK growth compared to 
Europe), across Emerging Markets  

(China led commodity weakness) and the  
consequent impact on earnings are amongst 
investors’ concerns. We touch on these in our 
regular market outlook. The great palliative  
remains liquidity, although markets are  
increasingly anticipating the impact of interest 
rate rises, which is the focus of our main article 
on property.

We look forward to seeing many of you at our 
2014 Charity Investment Forum on Thursday 
4th December at the Guildhall School of Music 
and Drama. Details and registration are available 
through our website.

Giles Neville,  
Head of Charities

October 2014

QUARTERLYNEWS

In this edition

Giles Neville considers the impact 

of the Scottish Referendum and 

highlights our 2014 Charity  

Investment Forum.

Latest market views including how 

the Eurozone economic  

decoupling and divergence has  

impacted monetary policy globally

Patrick Bone, Head of UK  

Property Research, considers how 

the property market might react to 

an interest rate increase

We celebrate the team’s 3 Peaks 

achievement, introduce our  

eServices tool and share some 

dates for the diary
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since last quarter

 –  The Scottish referendum vote on  
independence resulted in the United 
Kingdom remaining intact despite the 
late concern of the main UK political 
parties.

 –  Inflation within the Eurozone continued 
to trend downwards with a preliminary 
reading of 0.3% for September.

 –  US second-quarter growth was revised 
upwards to 4.6% signalling a  
stronger economic recovery than  
previously thought .

 –  The pound was down 5.5% versus a  
resurgent dollar as sterling was weak 
prior to Scotland’s independence vote.

 –  Economic sanctions placed on Russia 
as a result of ongoing tensions within 
Ukraine held back European equities 
despite promises of Quantitative Easing 
by ECB President Mario Draghi.

 –  A tightening Labour market in Japan did 
little to dispel investor concern  
surrounding the (thus far) negative  
economic effects of the consumption 
tax hike in April, with industrial  
production poor and a sharp weakening 
of the yen.

Economic decoupling and divergence in monetary 
policy

The summer has brought mixed fortunes for the world 
economy.  While some economies, including the US 
and the UK have made steady progress, others have 
lost momentum.  Countries in the Eurozone have 
faced toughening conditions, with sentiment  
depressed by geopolitics in the Ukraine and key  
economies still struggling to identify a clear path back 
to normality.  The impact of contrasting economic  
developments has been seen in growing divergence in 
regional monetary policy. While the European  
Central Bank (ECB) has reacted to the deteriorating 
situation in the Eurozone by reducing interest rates 
and announcing further action designed to boost 
lending, the debate in London and New York has 
moved on to when it might be appropriate to initiate a 
tightening in policy. 

Lower expected growth rates amplifies  
fluctuations

Returning to normal in the UK and the US does not 
mean returning to the sorts of growth rates that were 

seen during the decade prior to the recession. The 
new normal is likely to be characterised by more 
sedate but also ultimately more sustainable economic 
expansion. But lower average growth means that the 
normal fluctuations in activity, particularly on the  
downside, will have greater potential to arouse anxiety.  
As a result we are not surprised to see the recent pick 
up in market volatility.

Implications for markets

Equities remain our favoured asset class as the  
potential for earnings growth remains, despite  
continued geopolitical risk.  We have a preference for 
the UK and US over Europe and Emerging Markets, 
although recognise that current valuations reflect the 
economic differences.  Stronger earnings growth 
should also support property rental growth where 
yields remain attractive.  Bonds are susceptible to  
interest rate rises and we prefer to hold absolute  
return strategies within portfolios where appropriate.
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Source:  Cazenove Capital Management as at 30th September 2014.  Changes in GDP, real 

wages and asset prices shown since the outset of the crisis 31 March 2008.  Equities  

represented by the FTSE All Share, Corporate Bonds by the iBoxx Sterling Corporate Bond Index, 

Government Bonds by the FTA Govt All Stocks and Property by the IPD Index.  Performance data 

is total return in GBP and sourced from Datastream.  
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As the UK economic recovery goes from strength to 
strength, the path and timing of interest rate rises assumes 
greater importance for financial assets.

Broadly speaking, fixed income assets appear to be the most 
vulnerable to an increase in rates, while growth assets such as 
equities, underpinned by earnings, appear to be better placed.   
Property has both fixed income and equity characteristics so 
while exposed to interest rate movements; it is also responsive 
to improvements in the general economy. In our view, the  
commercial property market seems fairly priced.

UK commercial property at fair value

Broadly speaking, UK commercial property appears to be well 
positioned to absorb a small rise in interest rates. We take  
comfort from the fact that in contrast to most other financial 
assets, property yields have not re-priced to adjust to the  
current and very low interest rate environment. As an example, 
the spread over 10 year gilts is currently around 3%, well above 
the long-term average yield gap of 2% (see chart 1).

Chart 1 - Property appears to be sensibly priced relative to 
gilts 

The importance of rental income growth expectations

Property has fixed income cash flow characteristics due to the 
rental income that the tenant pays to the landlord.   
Importantly, it is also a growth asset, with owners of property 
able to increase the level of income they receive.

In normal circumstances, property income rises as interest rates 
rise. This is partly due to the property rental cycle, which  
coincides with the broader economic cycle. As occupiers  
become more profitable and demand for commercial floor space 
increases, the open market rental value of properties usually rise. 
During periods of strong economic growth, property investors 
are often prepared to tolerate a lower yield spread over gilts 
because they are confident that the rental income on which the 
yield comparison is made will grow, adding to returns. 

A positive outlook for rental growth 

Indicators suggest that the UK economy will continue to grow at 
trend levels over the coming years, which should underpin rental 
income.  Supply and demand dynamics remain supportive, and 
we are unlikely to see an oversupply of floor space in the coming 
years. Levels of new development have not recovered since their 

dramatic cut following the onset of the global financial crisis in 
2007. We would not discount a supply response from 2017 as 
developers respond to the pick up in rental growth, however the 
current pipeline would suggest this remains subdued.  
Combining low levels of supply with an improving macro- 
economic picture, we forecast rental growth of 2-3% over the 
next five years. 

A selective approach to property investing

Although we think the UK commercial property market as a 
whole looks well placed to withstand a rise in interest rates, 
some areas of the property market look more vulnerable than 
others. In particular, we are wary of low-yielding, income-secure 
real estate. A number of these assets were acquired as bond 
substitutes, and benefited from the move to lower bond yields. 
We consider this area of the market to be more vulnerable to a 
rise in interest rates and as such, seek to avoid them.

We believe that commercial property is an attractive investment 
proposition in this low and rising interest rate environment. It is 
fairly valued and in addition to its bond-like series of contractual 
cashflows and its low correlation to gilt yields, future returns look 
well supported by strong rental growth prospects.

Patrick Bone, Head of UK Property Research

RISING RATES TO LEAVE PROPERTY PROSPECTS UNDIMMED

ask the expert

James Thornton agrees that property looks fairly valued at present 

and pricing should be unaffected by a modest upward movement 

in bond yields. Property’s outperformance of other asset classes 

therefore looks set to continue in his opinion. 

‘We expect the stimulus for capital growth in the second leg of the 

cycle to be driven by rental growth in response to above trend GDP 

growth in the UK economy and increased business expansion. With 

inflation remaining low, real rental growth should be seen in a number 

of regions and sectors. Buying activity for our fund has continued to 

be highly selective and focussed on locations where limited  

development activity during the downturn has left demand and  

supply imbalances.  The return of development activity will also 

provide a stimulus for rental growth.’

James is the manager of the Property Income Trust for Charities 

which is one of our favoured property funds.  The fund continues to 

deliver a relatively high yield (over 6.0%) with distributions forecast for 

this year to exceed those paid in 2013.

Note: The long term average yield gap between property and gilts is calculated over 15 years. Source: FT, IPD, Bloomberg, Schroders, August 2014.
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Giles Neville 

Head of Charities

Tel: 020 7658 6975 

giles.neville@schroders.com

Edward Harley 

Head of Business Development, 

Charities

Tel: 020 3479 0102 

edward.harley@cazenovecapital.com

Kate Rogers 

Head of Policy,  

Charities

Tel: 020 7658 2480 

kate.rogers@schroders.com

All of our clients are now on the same 
reporting system and can register for our 
online valuation system. eServices is  
designed to provide a personalised  
access to same day valuations and  
portfolio information.

For more information, speak to your  
contact in the team or visit the website -  
www.cazenovecapital.com/eservices

eServices

John Gordon is moving on from the charities team to take up  
the position of Head of Business Development within the 
Wealth Management business. John was involved in setting 
up the first Common Investment Funds for Cazenove as part 
of the dedicated charity team when it was  formed in 1989. He 
has been a valuable member of the charity team and will be 
missed, but is only moving one floor, so we will continue to see 
him on a regular basis.

Members of the Charities team, 
Giles Neville, Rory Cumming,  
Kate Rogers and Tom Montagu- 
Pollock with Dani Neville scaled  
the three tallest peaks in the UK - 
Ben Nevis, Scafell Pike and  
Snowdon in just over 24 hours, 
raising over £12,000 for charities 
following matching from Schroders. 

Ben Minter passed the level 6 examination of the Private  
Client Investment Advice and Management (PCIAM)  
qualification

OCTOBER
29TH - CHARITY MULTI-ASSET FUND LUNCH 
We host a bi-annual lunch for those interested or invested in the 
Charity Multi-Asset Fund. Kate Rogers and Tom Montagu-Pollock 
will review the fund and share their thoughts for 2015.

NOVEMBER
5TH - ACF CONFERENCE

Once again we are sponsoring the Association of Charitable  
Foundations’ annual conference.  We will also be sharing the  
preliminary results of our responsible investment survey. Many 
thanks to all of you that contributed.

DECEMBER
4TH - CHARITY FORUM 
The 10th Annual Charity Forum will take place at the Guildhall 
School of Music and Drama, London. With a musicial theme, 
the morning conference will include a series of presentations on 
investment topics relevant to the charity sector.

For more information about our events or to register, please visit 
www.cazenovecapital.com/charityforum2014

IMPORTANT INFORMATION

The opinions contained herein are those of the Charity team at Cazenove Capital Management and do not necessarily represent the House View. This 

document is intended to be for information purposes only and it is not intended as promotional material in any respect. The material is not intended 

as an offer or solicitation for the purchase or sale of any financial instrument. The material is not intended to provide, and should not be relied on for, 

accounting, legal or tax advice, or investment recommendations. Information herein is believed to be reliable but Cazenove Capital Management does 

not warrant its completeness or accuracy. No responsibility can be accepted for errors of fact or opinion. This does not exclude or restrict any duty or 

liability that Cazenove Capital Management has to its customers under the Financial Services and Markets Act 2000 (as amended from time to time) 

or any other regulatory system. 

Cazenove Capital Management is a trading name of Schroder & Co. Limited. Registered Office at 31 Gresham Street, London EC2V 7QA. Registered 

number 2280926 England. Authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential 

Regulation Authority. For your security, communications may be taped and monitored.
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For more information on any of the articles or to sign up to  
receive this newsletter regularly, contact: 

Joanna Barton  |  020 7658 3104  | joanna.barton@schroders.com

Charity Times Awards Winner - Investment Manager 2013

Contact details for the entire team are available on our website: www.cazenovecapital.com/charities/meet-the-team

“The longevity in providing services 

to charities, the rigour of their  

process and excellent performance 

in the last year is highly evident.”

We are also pleased to have been shortlisted for the award 
again in 2014.


