Direct property remains simply the best
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DIRECT commercial property continued to deliver strong returns, lowest volatility and the sector remains strong despite the global credit crunch, according to latest reports.

Australian Direct Property Investment Association’s latest Investment Performance Report showed that over the past 10 and 20 years, direct property provided returns of 11.8% over 10 years to December 31 2007 and 9.1% over the past 20 years.

Meanwhile, Deloitte’s 2008 Real Estate Capital Markets Industry Outlook report found the Australian commercial property sector remains strong despite the global credit crunch.

According to ADPIA, retail and industrial property have been the better performers providing strong returns of 12.3% pa and 10.7% pa respectively in absolute terms and relative to inflation.

In addition, direct property also provided income returns of 7.1% per annum over 10 years and 7% over 20 years.

And geared direct property had the least amount of downside risk on the basis of peak to trough of markets when compared with all other asset classes over 10 years. For the 20 years, property has not been immune from downside risk. In the early 1990s property markets did fall as a consequence of oversupply and high interest rates. 

ADPIA’s report author, Atchison Consultants’ managing director Ken Atchison said importantly, the sector was able to deliver this result at the lowest level of volatility and lowest downside risk of any other investment.

Over 10 years to December 2007, direct property provided very low level of income volatility of asset classes, delivering 0.2% pa. Over 20 years, low income volatility was 0.3% pa, compared against listed property and shares which both carried volatility of 10.6%.


	Asset Class
	Return
	Volatility

	Australian shares
	13.5%
	10.6%

	Overseas shares
	3.5%
	13.8%

	Residential property
	11.6%
	5.8%

	Listed property
	12.8%
	10.6%

	Fixed interest
	5.5%
	3.5%

	Cash
	5.5%
	1.6%

	Managed funds
	8.6%
	6.1%

	PCA Composite
	11.8%
	1.9%

	PCA Retail
	12.8%
	2.4%

	PCA Office
	10.6%
	2.5%

	PCA Industrial
	12.8%
	1.4%

	Inflation
	2.9%
	

	Asset Class Returns measured after fees and costs with nil tax.


Atchison said low volatility of returns reduces the prospect for inappropriate reactive responses reflecting an aversion for losses.

“Loss aversion reflects the greater weight given by investors to fear of loss rather than hope of gain. Timing of purchases and sales in direct property will be less demanding than in listed growth assets.

“High volatility means that total returns can be greatly diminished by poor timing of purchases and sales by investors introducing loss aversion and subsequently poor transactions,” he added.

ADPIA’s president Linden Toll said that it was important that investors remembered the long-term nature of property investing.

“There is no doubt that there has been tremendous turmoil in investment markets over the past 12 months. And the property market has been no exception,” he said.

“However, direct property is unique in that valuations are not sentiment driven.

“It is therefore less likely to suffer the dramatic highs and lows of other markets and generally has a low performance correlation to other asset classes, which makes it ideal for defensive investment within a balanced portfolio,” Toll continued.

Atchison said it is clear that the inclusion of direct property in diversified investment portfolios can greatly enhance the prospect of avoiding negative annual returns in the portfolio.

“The study shows that investors should be increasing property allocations from 5% and 10% to 20% in balanced, growth and high growth portfolios. When negative returns are reduced it is less likely the investors will take inappropriate defensive investment decisions as a response and will focus on longer term objectives,” he said.

The report shows when included in a balanced (60% growth asset) portfolio, direct property would have greatly reduced the prospect of a negative annual return.

	Proportion direct property
	Probability negative annual return

	0%
	6.88%

	5%
	5.16%

	10%
	3.58%

	15%
	2.23%

	20%
	1.18%

	25%
	0.49%

	30%
	0.14%

	35%
	0.02%

	40%
	0.00%

	45%
	0.00%

	50%
	0.00%

	Direct property within a balanced (60% growth asset)

portfolio


Atchison stressed that investors should stay focused on sound property fundamentals.

“Secure income streams from sound tenants with leases structured for growth in rental income provides the stability for which property investors will be rewarded,” he concluded.

Deloitte’s report said in Australia, there may be opportunities to build across the various classes of commercial property.

Deloitte's Real Estate Group head Ian Breedon said fundamentals of the Australian market continue to be strong, which often is ignored in the context of the sub-prime situation.

“Even in the US, while the residential market has taken a beating, the Deloitte US report indicates commercial property continues to be a worthwhile investment both in terms of performance and stability.

“Cashed-up Australian investors could pick up some great opportunities locally and overseas, especially in the US, Asia and Europe,” he added.

But Breedon said returns would be lower compared with recent years.

However, Breedon believes compared to other investment categories, commercial property continued to be attractive due to its stability and opportunity for diversification.

The report said the challenge for investors in the second half of 2008 would not be identifying opportunities as much as securing debt in an environment where lenders are more cautious.

