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COMMERCIAL PROPERTY

There are two truisms about property investment.

The first being that everyone believes that they know something about all types of property.  The reality is that most people’s knowledge is limited to the residential market where the average person makes their biggest single investment decision.

The second truism is that the key to the performance of any property investment is ‘location, location and location’.

In reality there is a commonality between residential and commercial but the drivers of performance and the information required to make an informed investment decision in the commercial market are very different from the residential one.

Over two short articles I will attempt to set out the scope of the opportunity commercial property offers to investors, as a separate asset class within a broad based portfolio in terms of performance and its role as a diversifier of risk.

The articles will not deal with the residential market. 

The commercial property sector has three distinct sub-sectors, retail, offices and industrial/warehousing.  A professional investor will typically allocate the following proportions of total portfolio to each sub sector.


Retail



30% - 40%


Offices



50% - 60%

Industrial/Warehousing
10% - 20%

Within each sector there are further divisions most particularly in the retail sub sector.  High Street shops (e.g. Grafton St./Henry St in Dublin and Patrick St. in Cork), shopping centres (e.g. Blanchardstown, The Square in Tallaght & the new Dundrum Shopping Centre), out of town retail parks (Liffey Valley & Airside Retail Parks) are all included within the ‘Retail’ sub sector.

The office sector is variously sub-divided between the central business district (CBD), such as the prime and traditionally favoured Dublin 1,2 and 4 locations in Dublin city centre, to buildings located in the inner and outer suburbs, such as Richview office park in the inner suburbs to the outer suburbs that are primarily characterised by business parks or campus office schemes such as Central Park in Sandyford or Citywest in Saggart.

The industrial/distribution sector is more diverse than it would seem and is largely sub-divided between the traditional industrial estates constructed in the suburbs in the 1970’s and 1980’s and the modern high bay distribution parks built along the new road networks from the 1990’s to the present.  The division between the traditional and modern industrial building stock in Ireland reflects the shift from a limited manufacturing base to a more diverse service based economy and the improvement in the overall road network. Modern distribution parks are situated close to transport hubs along the M50 ring road in Dublin and close to the ring road in Cork.  

A property investment has a bond element and an equity element.  The former derived from the income (the rent) paid by the occupier and the latter from the prospect of this rental income growing over a pre-determined length of time.

The bond characteristics are provided by the receipt of the income stream over a defined period of time.  The security of the rental income is one of the key attractions of property investment and it is worth noting that the obligation of a company or individual to pay rent ranks higher than their obligation to pay a dividend.

Commercial property is traditionally let to an occupier (the tenant) for a specific number of years with the tenant being responsible for keeping the property in a good state of repair.  The Lease sets out these and other terms and becomes a binding contract between the property owner (the Landlord) and the tenant.  In Ireland and the UK the typical term of a modern Lease is between 10-15 years during which time the tenant is contractually bound to pay the rent.  In the past Leases have been granted for longer terms (15-25 years) but this is now becoming less common as the influx of US and European occupiers demand shorter leases that are more akin to the European or American norm. The length of lease is more often than not determined by market conditions. For instance, at present the office market is experiencing a period of weak tenant demand with office tenants in scarce supply. Landlords are more prepared to grant shorter lease terms or include break options within leases in order to secure an office tenant. Conversely, in the more competitive and buoyant Irish retail market the converse applies with 25 year leases the norm. 

The typical return net of costs and as a ratio to value, that an investor can expect from commercial property varies.  On average this return should be between 6% - 10% for a balanced portfolio split on the sectoral basis set out above.

Before considering the ‘equity element’ of a property investment, outlined below are definitions of some of the terms I have used.

	Rent:
	A periodic payment by the tenant to the landlord under a lease or tenancy.  The sum of money is usually payable every three months in advance.

	
	

	Rental Value:
	The rent that a property might reasonably be expected to command in the open market at a given time, subject to the terms of the Lease to which it applies.

	
	

	Return:
	The ratio of net income to capital worth as a measure of the annual amount produced by the investment.  For these purposes, by reference to cost and expressed as a percentage.

	
	

	Net Income:
	The income from a property after deduction of all outgoings to be met by the landlord but excluding taxation.


In addition to a secure and regular income stream, property also offers the investor the prospect of growth in this income over the term of the lease.  This is the equity element.

The mechanism by which this is achieved is the rent review clause contained in the Lease.  Under this clause the rent is re-assessed, usually every five years in an upward only direction.  If the open market rent at the date of review exceeds the passing rent there is an increase.  If not the rent remains the same until the next review date.

The factors that influence rental growth are varied and complex.  They will include demand for the type of accommodation, its age and condition; also its location!  Needless to say these factors also vary between the sub-sectors of commercial property to the extent that rarely does each perform equally.  This variation in return provides a further diversification of risk.  During last year, retail generally benefited from positive rental growth whilst offices were static or negative.

As previously the definitions of these terms are as follows:

	Open Market Rent:
	The best price which might reasonably be expected to be obtained at arms length for an interest in a property at a given date.

	
	

	Passing Rent:
	The rent which is currently payable under the terms of a lease.

	
	

	Rental Growth:
	The rate as a percentage that rents in a particular market have increased or decreased (negative growth) in the past or are predicted to change in the future.


Some other aspects of commercial property investment including performance of the asset class and the methods open to investors to gain exposure to the sector will be considered in the next article.

*Simon Radford, KBC Asset Management (KBCAM). KBCAM is a member of the Irish Association of Investment Managers. KBC Asset Management is authorised by the Irish Financial Services Regulatory Authority under the Investment Intermediaries Act, 1995.  The views expressed in this article are expressions of opinion only and should not be construed as investment advice.
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