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UK PROPERTY’S
15 year bull-run
has been brought
to an end by the
US sub-prime
debt crisis and
growing liquidity
crunch. But,
because property

remains a long-term asset and
portfolio diversifier, exiting the
asset class entirely may be unwise.
So how can investors reduce risk? 

Are indirect investments the
answer? Whilst these were
attractive in a rising market, the
more liquid ones have
demonstrated the downside risk of
leveraged assets in a weakening
market. For instance, REITs (Real
Estate Investment Trusts) are now
trading at a very large discount to
net asset value.

RECONSIDERING DIRECT
PROPERTY INVESTMENT
As such, the market must
reconsider the advantages of direct
property investment. The standard
deviation of the Investment
Property Databank index over the
period 1981 to 2006 (around 10
per cent) suggests that UK real
estate has been less risky than gilts
(14.1 per cent), and much less
risky than equities (30.3 per cent).
Clearly, one cannot buy the index
as a portfolio of direct property. 

Additionally, the specific risk of
real estate assets produces
considerable tracking error. Indeed,
previous research by Wilky Fund
Management and Property Funds
Research suggests, for example,
that almost £200m is needed to
assemble a portfolio of London
offices with a tracking error below
5 per cent. 

In fact, income return has been
much less volatile than capital
growth. While the latter is around
10 per cent, income return
volatility has been as low as 1 per
cent. So, buying property for
income (which many pension funds
need) rather than for capital growth
is a low risk strategy. For example,
a 50 basis point rise in yields will
reduce the value of a property
yielding 3.5 per cent by 12.5 per
cent, while the value of one yielding
7.5 per cent will fall by just half
that. Where is such performance to
be found? Yields from industrial
property averaged 2 per cent over
offices and 2.5 per cent over retail
during 1970 to 2006. High yields
will also come from many
secondary retail and office assets.

SPREADING THE RISK
Diversification also cuts risk in this
regard. Better to have 20 small
properties than three large ones for
the same money. Smaller
properties also often have higher
yields, because larger investors
have sold them to reduce
management overheads, thus
depressing market demand. They
are perceived as ‘difficult’ because
of short leases and perceived weak
tenants but these can provide extra
yield, whilst not necessarily
creating unacceptable risk.

Hence a portfolio with low
gearing and smaller assets should
offer more defensive performance
than ‘trophy’ assets. Value-driven
direct property investment has
been out of fashion, but its time
has come again.

EXPERT VIEWPOINT

Although the long-standing bull-run in the UK property
market appears to have lost momentum as a result of the
US sub-prime debt crisis, exiting the asset class entirely
would seem an unwise strategy. Nick Yeomans, Managing
Director of Wilky Fund Management, asks how can
investors reduce their risk?

PROPERTY AS A 
DEFENSIVE INVESTMENT  

lucrative. 
However,

one problem with
developing countries is

the fact that, in order to
support capital growth, property
values may soon be too expensive for
local markets, so it could prove
difficult to resell. There is also the
risk of volatile currencies to consider. 

Australia and New Zealand’s
coastal spots (especially Queensland
in the case of the former and the
area north of Auckland in the latter)
continue to prove popular for
investors, as does property on the
coasts of France, Spain, Portugal
and Italy, although Italy suffers from
low population growth and property
is expensive. 

Some say Germany could make a
good investment, with its low prices
and robust economy. However,
others cite high unemployment rates
and the threat of stagnation as
potential risk factors. Italy suffers
from low population growth and
property is expensive. 

THE PITFALLS
Unfortunately, there are pitfalls in
every investment strategy, and the
foreign property market is no
exception. As Powell underlines, the
specific risk profile of the fund
depends on the focus that fund has:
one that holds safe assets, a high
quality and quantity of tenants,
long leases and good locations is a
low-risk investment, whereas
developing, politically or
environmentally volatile countries
are, unsurprisingly, high risk. 

Liquidity is another factor – the

process of buying or
selling a building is a

protacted one and any change
in law, regulation or tax systems

could cause problems. Keep an eye
on running costs, as fluctuations in
rates will inevitably affect your
monthly repayments.  

According to Ward, other risks can
include paying too much for the
property, falling foul of sales agents
and not getting what you pay for. You
can keep these to a minimum by
taking advice from a local solicitor
and carefully researching your target
area. Ward claims most of the horror
stories come from people not taking
the same precautions they would if
they were investing in the UK: “It’s
incredible the number of people who
buy in foreign countries without
instructing their own solicitor.” The
message is clear: adopt a ‘when in
Rome’ approach on foreign turf. Luck
does not really come into it, so avoid
throwing caution to the wind as you
might on holiday. 

It is a case of supply and demand,
Ward adds. For example, holiday
rentals are stronger in areas with high
and/or increasing tourist numbers,
budget airlines and an improving
infrastructure – so long as the  area
does not become over-developed.
Tourists will pay higher rent, too, as
they are staying for less time and
often in peak season. 

“You need to get the fundamentals
right,” says Powell. “The central
London office market is a prime
example of the deep demand and
diversified occupier market you’re
looking for – properties in the right
location, with the right tenants.”

Diversify your approach, spread
your risks and hold onto your
property for as long as possible. It is
a slow burning investment, but the
chances are the longer you wait, the
richer you will become. ■

GUIDE TO INVESTMENT: PROPERTY
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