Commercial Property

By Simon Radford, KBC Asset Management

In last week’s article, I set out details of the types of properties/sectors available to investors in commercial property.  I also defined the key elements within commercial property investments which contribute to the performance of the asset, particularly the income (or bond) element and the rental growth (or equity) element.  Just to re-cap, when we refer to the commercial property sector, this covers the three sub-sectors of offices, retail and industrial/warehousing, it does not deal with the residential market. 
This week I will broaden the examination of the sector by considering its performance history and volatility in comparison to other asset classes.  Finally, I will consider some of the methods of investing in commercial property.  

The performance of property is a function of the overall economy.  Whilst the stock market can be regarded as a forward indicator of economic trends, the property market tends to lag the economic cycle by between 6-12 months.  Being a late cycle asset gives property a valuable place within a multi-asset portfolio.  This has never been more evident than during the last four years following the peak in the equity markets during 2000.
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On an annualized basis these returns show property to be the best performing asset class, despite a recovery in equity returns in 2003.

	
	10 Years
	5 Years
	3 Years
	1 Year

	Property*
	18.8
	16.2
	7.9
	13.0

	Irish Equities
	12.8
	1.8
	-2.7
	26.8

	Euro Bonds
	7.7
	5.0
	7.4
	4.4

	Overseas Equities
	6.5
	-1.1
	-12.2
	11.4


Source: Datastream & IPD Annual Benchmark Report to end Dec 2003

*Investment Property Databank Survey


· The case for including property within an investors portfolio does not rest entirely on its performance record.  Property has generally seen much lower volatility in its returns than equities, in particular, but also gilts.  Over the period between 1991-2002, world equities showed almost three times the volatility in annual returns.  The volatility of bonds is less than equities but still shows almost 50% more, driven by the certainty of income returns provided by the rental stream.
· The lag in property returns relative to the economic cycle referred to earlier, leads to a lower or negative correlation between property and the other asset classes i.e. equities and bonds. This reflects the degree to which equity returns are influenced by future expectation of economic growth, rather than the more reactive nature of property rental growth to economic factors.  This low correlation provides the risk diversifying qualities that property is renowned for.

A key factor for an investor wishing to participate to a realistic degree in the commercial property sector is the lot size of individual assets.  To achieve a properly diversified portfolio, investment should be spread between the main sectors of offices/retail/industrial.  I set out a typical asset allocation to each sector in last week’s article.  In practice, this can be difficult to achieve for smaller institutional and private investors.  City Centre offices and shops have an average value of €20m and €10m respectively.  Shopping Centres can be worth €75m.  These assets can also be illiquid at certain points in the economic cycle.

This issue has been addressed by the growth in the number and maturity of the pooled vehicles or unit trusts now available to investors.  The total investment in indirect property now exceeds €30bn in the principal western European countries.  The major pooled vehicles offer regular pricing, clearly defined and relatively speedy entry and exit routes.  They are diverse in their makeup offering either sector specific or a balanced fund option. A selection of these products is available on the Irish market.

Given the strong performance by property, allied to its risk diversification and income characteristics, it offers investors a real alternative at a time when returns from other asset classes are likely to be in a much narrower range over the medium term.

The underlying and stable income stream from property is what allows the private Irish investor to borrow so readily. In recent years the yields from property have been significantly higher than the cost of borrowing. 

We believe that the Irish property market continues to offer value for the long term investor. What we can say with some degree of confidence is that the Irish economy will continue to post solid grow rates over the next 2-3 years with the economy to remain at close to full employment assisted by low interest rates and low inflation. We are optimistic that property will continue to offer growth prospects in such circumstances. We have forecast annualised returns to moderate over the next three year period to somewhere between 7 – 10 % per annum and in a low inflation environment we believe returns within this range will prove very respectable. 

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