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The traditional argument
for investing in property 
is that it will diversify an
equities and bonds portfo-
lio. This is because its
‘cycle’ – which involves
alternating shifts over time
when returns go up and
then down – usually runs
counter to that of these
other asset classes.  

There are, however, other very
valid reasons, the first being that
property provides a steady income
stream from rents, in addition to
preserving capital.

Secondly, if your tenant goes to
the wall, you would still have an
asset to rent out again or sell.

But despite property’s stellar
performance in recent years, some
trustees remain cautious because
they regard property as illiquid,
meaning they can’t unlock the
money they invest in it so easily.
True, an office block takes longer
to sell than a parcel of shares, but
is that really a huge problem?

Property should be used as a
long-term strategic asset to match
long-term liabilities, rather than a
tactical tool capable of capturing
the benefits of market fluctua-
tions. Another reason for treating
it as a long-term hold is because
transaction costs are high. 

These issues may help explain
the recent popularity of indirect
property investments; that is
investing in property funds rather
than owning property directly. But
although indirect property may
provide that tactical element
missing from real estate invest-
ment, it also prevents the pension
scheme from benefiting from the
stock selection skills of a direct
property manager. Acquiring the
right property at the right time 
can provide the touch of stardust
that enables the portfolio to 
outperform its benchmarks.

Even smaller schemes can 
participate successfully in the prop-
erty market. By investing in market
segments with smaller lot sizes, for

example high street
shops, industrial units
and provincial offices,
it is entirely feasible to
build a well-diversified
portfolio. If exposure 
to larger lot sizes, such
as retail warehouses or
larger London offices 
is required, then indi-
rect investments can

provide the solution.
Illiquidity only becomes an issue

if the owner is faced with large and
unforeseen cash requirements.
However, given that most schemes
are able – indeed are required to –
predict their cash requirements
many years in advance, does it
really matter that real estate sales
take a few months?

Not only are a pension scheme’s
needs predictable, they are often
long-term. As active membership
dwindles, mature pension schemes
can be faced with a net outflow of
funds into pensioners’ bank
accounts for periods of 20 years or
more. Given this sort of notice, it
would be a poor property manager
indeed who could not a set up a
properly considered disposal pro-
gramme to deliver a matching
income stream.

Given this sort of requirement,
the returns generated by property
and its diversification benefits
should make it an asset class of
choice, rather than one to be
shunned. ■
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IS IT HARD TO TURN
PROPERTY INTO CASH?
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But very few schemes have the resources to take on specialist teams to
manage overseas property investments. And any foray into new territory will
always involve risk. Though Hermes is a trend-setter, most schemes will
have to adopt a different approach if they want to branch out into overseas
property. 

OPENING UP THE FRONTIERS
There are several reasons why trustees in general might consider overseas
property markets as a means of diversifying their scheme’s investments. 

Firstly, as trustees gain in investment knowledge and ask about different
types of investments, they recognise that in general the European and Asian
markets lag behind the yield curve compared with the UK. This means that
they present more lucrative return potential in the future. The UK is still
considered a strong property market, but many believe it may have peaked.
Returns are still good, but overseas investments may return more as they
play catch up. Indeed, all the signs point to a strong year of growth for
European property markets.

Next, getting into property used to be fairly difficult for trustees that did
not have the expertise or time to buy and manage investments directly.
Recently, however, there has been a marked increase in the number of
pooled property funds and funds of property funds that include properties
all over Europe. This means trustees can invest indirectly in real estate by
buying into the pooled funds and funds of funds. Since these are run by
specialist property investment managers, the trustees do not have to worry
about running the properties or the intricacies – such as taxes and stamp
duty – of buying and selling them. But they can benefit from the high levels
of return that property is known for.

Thirdly, the pooled fund and fund of fund structures mean trustees can
sell off their interests – their units in the funds – easily. One of the main
drawbacks of investing in property has always been illiquidity – the fact you
cannot get out of it quickly and revert to cash. It could take years to sell a
property. This is another reason trustees have been reluctant to invest large
amounts of their scheme’s assets in property. But if you buy into a pooled
fund or fund of funds, you buy shares in the fund, not the properties
themselves. In fact, trustees need not concern themselves over the
properties in the portfolios. The investment managers will constantly buy
and sell to ensure the returns are maximised. REITs – Real Estate
Investment Trusts – are the latest edition to the pooled fund market. 

THE PITFALLS
Investing in overseas property isn’t all plain sailing. “Liquidity in overseas
property will continue to be a problem for some time,” says MacPherson.
“Other markets will catch up with mature markets like the UK but trustees
should take a long-term view of their property investments.”

Transparency could also be a problem. The UK market is said to be more
transparent – meaning trustees may get a clearer idea of the value of the
properties they invest in, their condition and the complexities of buying and
selling them, including hidden costs and taxes. But this is not deterring
trustees at the moment. 

“Yields in the UK are at historic lows and many believe the market is
overvalued,” says Nick Duff, head of property at consultancy group, Hewitt
Associates.

According to Hewitt, interest rates play a large part in whether a market
is attractive or not, just as with a mortgage. At present Hewitt says you can
still borrow to buy property at 4.5% in the Eurozone. In the UK, it would
cost nearer 5.5%. With yields in the Eurozone initially hovering between
5.5% and 6%, buying in the Eurozone is an instant winner. However, in the
UK, Hewitt says initial yields are only about 4.25%, so you would do less
well in the short term. ■

Nick Yeomans, managing director of Wilky Fund
Management argues it’s a matter of perception
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