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Abstract

Baanced invesment portfolios usudly contain four mgor components, namely, equity,
debt, property and cash. Each of these has sub-sectors, for example, equity and debot may
include locd and foreign paper and property may include directly owned red estate and
securitised red edtate. Theissue of the diverdfication of the portfolio continuesto be of
sgnd importance. The adlocation of investment funds into the four asset areesisa
gpecidis function whilgt the acquisition of assetsin eech of the aressisrddively
straghtforward. Anecdota evidence suggests that property, particularly directly owned
property, is till consdered to have too many disadvantages to atract more than atoken
dlocation, usudly around 10% or less. Directly owned property and unitised property
are discussed and compared with debt and equity. Specific investment varigbles such as
volatility, management, depreciation and obsolescence are conddered. Thus property is
reviewed to asessits pogtion in the asset dlocation process.
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INTRODUCTION

Investment is azero-sum game made up of two activities, namdly, acquistion and
dispogtion. Investment is the process of acquiring assets and holding them for a period
during which returns are (hopefully) generated and at the end of which divesment or the
digoosing of assetstakes place. One person’s divestment is another person’s investment
hence zero-sum. A third activity is*doing nothing” by ether deciding not toinvestina
particular asxt or, if the asst is dready owned, deciding not to divest of it. Thetwo
ggnificant questions assodiated with investment, divestment and doing nothing are whet
and how much. These questions become more complicated in an investment portfolio
which issmply agrouping of severd individua asssts. The purpose of aportfolioisto
select abaanced group of assetsthat increases investment returns whilst decreasing risk
which, in rddive terms, may mean ether maintaining returns whilst decreesing risk or
increasing returns whilst maintaining risk. The process of selecting the balanced group of
assets comprisestwo seps. Thefirg is asset alocation in which the proportions of
selected asset classes are decided upon in the creetion and maintenance of a balanced
portfolio. Typica asset classes are equity, debot, property and cash and these may be
subdivided further into domestic and foreign equity and debt and direct and indirect (as
well as domestic and foreign) property. The second step is asst choice in which specific
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assets are selected, for example, parcels of stocks and shares or particular parcels of red
edate. Asst dlocation and asset selection have become important activitiesin the
finance and investment markets. It is becoming common for investment managersto
miake these decisons on behdf of investors thus limiting the decisons required from the
investor to achoice of funds manager or in some cases managers. The fundsthet are
managed may be portfolios containing awide spread of assetsin an atempt to be
baanced, or they may be portfolios of aspecific assat dass. It isthe latter type of fund
that requires achoice, aportfalio, of funds managers. The decisions associated with assst
dlocation and sdlection are passad to the funds managers, but the risks remain with the
invesors. It can be argued that investment in a series of fundsis a negetive-sum game,
the difference between zero-sum and negative- sum being the fees charged by the funds

managers

The purpose of this paper isto review some of theissues related to property in investment
portfolios. Frg, the principles of diversfication are discussed in the context of a
portfolio of properties. Second, the relaionship of property and other asset classesina
baanced portfolio isoutlined. Investment through direct and indirect ownership of
property is discussed in the third section. Fourth, investor behaviour in the context of
voldility of asst pricesin the investment cydeisdiscussad. The paper condudes with a
number of issuesthat are raised astopics for further discussion and research.

DIVERSIFICATION IN THE PORTFOLIO

The principles of diversfication are outlined usng a case sudy comprisng a portfolio of
two propertiesthefirgt being an office building in centrd Mdbourne and the second
being a shopping centre in suburban Brisbane. It is proposed to add athird property to
the portfolio and thisis an office building in centrd Sydney. A scenario andyss
gpproach has been used for each of the properties and the results are a Table 1.

The IRR isthe return caculated using the conventiond gpproach of asngle "mogt likdy”
scenario wheress the expected IRR is the average over anumber of projected scenarios.
The expected IRR issmply the weighted average of the results from each scenario
having regard to their repective probabilities. The same Stuation gppliesto the
investment vaues and the expected invesment vaues.

The market vaue of each property is prepared using the conventiond wisdom relying on
the andlysis of padt transactions.

The sandard deviaions of the IRR and of the invesment vdue are arrived a in the usud
way and they provide a means by which ussful measures of risk can be calculated using
the conventiond mean-variance gpproach. Therisk isSmply the area under the tail of
the standard norma curve, usng the threshold return (11.75% in the case study) or the
market vaue. Thisisindicated by the number of gandard deviations in the difference

between the expected IRR (or expected investment vaue) and the threshold IRR (or
market value) (Greer, 1979; Robinson, 1939).
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Table 1: Market values, investment values, risk and return of the three properties

Property Melbourne  Brisbane Sydney
Office Retail Office
IRR 12.26% 14.77% 10.59%
Expected IRR 11.75% 14.08% 10.10%
Sandard Devidion of IRR 1.55% 1.68% 1.34%
Market Vaue $30.00m $31.40m $50.00m
Invesment Vaue $30.02m $34.52m $44.58m
Expected Invesment Vaue ~ $29.06m $33.49m $42.54m
Sandard Devidtion of Vaue  $2.70m $2.54m $5.31m
Rik 50% 8% 89%

The risk may be interpreted asfollows:

Mebourne office property. Thereisa50% probahility that the threshold return will
not be achieved (or a50% probability thet it will be achieved). Thisis adgnificant
level of risk. Asthe expected investment value (worth) isless than market value
(price), adecison to dispose of the property should be considered. Note thet the
invesment vauein the sngle mod likdy scenario is equivdent to market vaue
which would belikely to result in ahold decison. Thus the scenario gpproach
potentialy provides extraingght.

» Brishanerdall property. Thisandydsresultsin an 8% probability thet the threshold
return will not be achieved (or a92% chancethat it will). Thisisardatively low risk
invesment. Given that the invesment vadue is subgtantidly above market vadue, the
obvious decisonisto hold.

»  Sydney office property. This property isrdatively high risk given the result thet
thereis an 89% probability of not achieving the threshold return (or an 11% chance of
uccess). Thisisranforced by the invesment vaue result being wel below market
vaue. It would obvioudy beimprudent to acquire this asset at the estimated price.

Turning now to the assessment of the portfolio, two series of results are summarised in
Table 2, onefor the exidting portfolio of two properties (the Mebourne office and the
Brisbane retail centre) and the other for the proposed expanded portfolio of the three
propertiesinduding the Sydney office. These are calculated in the usud way wherethe
results are weighted by the relative vaues of the propertiesin the portfolio and co-
variances are established (see Sharpe, 1985). The portfalio variance is made up of the
individud variances of the properties and thar co-variances.

The results for the two- property portfolio show that the combination of the two properties
provides a reduced and arguably managesble risk without reducing returns. The high risk
associated with the Mebourne office property in its oversupplied market is
counterbalanced by the low risk of the Brisbane retall property in its market with
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substantid population growth. Note that the Sandard deviation of the two property
portfolio ($2.61 million) is practicaly the same as that for eech of the individua
properties ($2.70 million and $2.54 million repectively) despite the portfolio vaue of
aoproximately double ether of theindividua properties. Thisdoneindicaesa
ggnificant reduction inrisk. Thisisacentrd issue in Modern Portfolio Theory, the
gmdler the gandard deviation, the lower the voldility of returns or values

However, the results associated with the proposed three property portfolio are affected by
the rdaively high risk associated with the Sydney office property. If the acquigtion of

the Sydney property proceeded, the return on the expanded portfolio would be reduced
(from 13.00% to 11.83%) and the risk of not achieving the threshold return of 11.75%
would increase (from 22% to 48%). The Sydney property would need to be acquired for
adiscount of about 20% on market vdue (estimated price) in order to maintain the
portfalio return and vaue without adding Sgnificantly to the risk.

Table 2: Market values, investment values, risk and return of the two portfolios

Portfolio Existing Proposed

(2 properties) (3 properties)
Expected IRR 13.00% 11.83%
Sandard Deviation of IRR 1.62% 1.51%
Market Vaue $61.40m $111.40m
Investment Vaue $64.54m $109.10m
Expected Investment Vdue — $62.55m $105.10m
Sandard Deviation of Vdue ~ $2.61m $3.71m
Rik 22% 48%

Thus, the purpose of Modern Portfolio Theory istested: namely that diversfication can
reduce risk (Markowicz, 1959). It followsthat financia market theory can be gpplied to
the direct property market in order to assst investors to achieve a suitable entry and exit
drategy interms of timing of transaction and type of property for investment or
divesment.

PROPERTY AND OTHER ASSET CLASSES

Property has dways been consdered to be one of the mgor asset classesin abadanced
portfolio. However, it has dways been conddered to have anumber of disadvantages
when compared with other asset dasses, the mgor ones being illiquidity and
management. In the context of property investment, illiquidity isamgor deterrent to
invesment and divestment because of the time required to complete atransactionin a
market in which there are @ther few buyers or few sdlers. The hands-on management
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reguired to operate an invesment property and maintain it in a sstisfactory market
pogition isancther deterrent to investment in property.

liquidity

Investment property is rdativey illiquid when compared with other asset classesasa
result of anumber of investment factors. Firgt, heterogeneity: each property isunique as
aresult of its location and sgnificant differences aso occur in the improvements
Accordingly, it isrdatively difficut to set and agree prices between vendors and
purchasers when compared with the gock and share market. Second, immobility:
property assets are fixed geographicaly and bear the risks associated with the political
and economic fortunes of the region whereas stocks and shares are portable. Third,
indivighility: trading in property reguires significant capital sums afactor thet reduces

the numbers of likely investorsto avery smdl group when compared to the ahility of
individuasto inves in the sock market. Thisisone of the mgor factors affecting
liquidity of property investments, finding asuitable buyer. It isaso amgor reason for
the securitisation of property assets. Fourth, lack of acentrd market: the property market
comprises aseries of highly locdlised sub-markets whereas stocks and shares are traded
inacentrd market. Thusinformation about the property market is piecemed and often
cloaked in confidentiaity whereas market information and pricing in the sock market is
universdly available. Ffth, marketing, due diligence and settlement: thetime taken to
properly market an investment property, negotiate a transaction, undertake due diligence
and conveyancing and complete settlement can take severd months and incur high
expensss. Wheress, atransaction on the share market is completed in avery short time at
amuch lower fea

Management

Investment property isrdaivey management intensive when compared with other assst
classes. The physicd nature of land and improvements requires ongoing management
activities induding maintenance, deaning and repairs, redecoration and refurbishment
and ongoing codts of operation induding utilities, insurance and municipa and water
rates and land taxes. In addition, the leasing activities associated with investment
properties require Sgnificant management input. Thetiming of lesse expiries and
renewals, the exercising of optionsto extend the lease term and the negatiation of rent
reviews are dl very important activities. These property management activitiesare
increasingly outsourced to specidid firms

The market has attempted to overcome these investment and management disadvantages
by redirecting the emphasis away from direct invesment in the land and bricks and
mortar to indirect investment in property by way of securitisation, (Jaffe, 1997; Parker &
Robinson, 2002). Thishasled to argpidly expanding component of the investment
market.
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DIRECT AND INDIRECT PROPERTY

In an attempt to overcome the two mgor investment disadvantages of property, namely
illiquidity and management, many investment vehides have been devised to move
iInvestment from direct involvement in property to indirect involvement (Property

Council of Audrdia, 2001). The most popular form of indirect property investment has
been through the listed property trust vehicles. The investor purchases unitsin the trust
which in turn hasthe direct investment in property. There are other popular vehides such
as property funds, unlisted trugts, syndicates and sharesin property companies.

However, listed property trust performance has imitated the stock and share market rather
than the property market, so the diversfication or counter-cydica dement does not
gopear to have eventuated. The unitisation eement of the earlier unlisted property trust
vehicles does not gppear to have asssted investors to move into and out of property, in
other words, theilliquidity has not improved, particularly in the case of the mgjor funds
managers who invested in large parcds of property trust units.

Thetrust vehicdle usudly outsources the speciaised management processes thus relieving
the investor from the effort required and the speciaised knowledge required to maintain
the property as asuitable invesment.

Thusthe red difference between direct and indirect is that amaneger/vehideisinserted
between the property and theinvestor. Theinvestor continuesto face dl of therisks
associated with direct investment in property except that the trust units dlow essier
access into property investment dong with liquidity congstent with socks and sharesin
the centralised market

The benefits of investment in income producing property are related to the contractua
income arising out of |lease agreements as well asthe associated financid and taxation
cashflows. Once the leases have expired, the property investment then assumes
sgnificant risk asincome becomes no more certain than that arising out of corporate
profits. New tenants must be found or existing tenents must be induced to remain in the
premises. These Stuations require time-consuming negotiations and subgtantiad cods are
usudly required for lease inducements, in particular the codts required to overcome
depreciation and obsolescence.

A key issue in property invesment is the wasting asst in the building component that
depreciates over time and requires congtant upgrading to maintain market postion. It has
been cdculated that one fifth of the income from investment property would need to be
set asde for depreciation (Bowie, 1982). This may have resulted in property being
overpriced in the market. Most companies make provison for building refurbishment (as
well as expandon, new products and so on) by setting aside part of the net incomein
reserves. Theilludraion of thisis the difference between the yidd and the
earningg/priceratio (the reciproca of the price/earnings ratio) which isameasure of the
retained earnings (seetable 3). However, trusts are unable to keep reserves as dl income
isrequired to be digributed. Therefore, it is difficult to retain reserves or snking funds
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out of income. Wheress, invesmentsin property companies generate profits out of
which dividends are didiributed to shareholders and funds are usudly retained as
reserves. Accordingly, this gopearsto lead to an overgatement of the yieds from

property trusts.

Given that the typica property trust returns 7.5%, a depreciation alowance of 1.5% (one
fifth) would be required. Ten year bonds currently (January 2002) yidd 6.0% (Audrdian
Financid Review, 4 January, 2002), so the margin covering the risks associated with
property investment isNIL (7.5% - 1.5% - 6.0%). Thereisaview expressed thet dl of
the risks can be reflected in the cash flow so that the discount rate can be arisk freerate
such as long term government bonds (gilts) (Purvis, 1995, p. 19). But it is not deemed
possible to reduce the internd rate of return to arisk free yidd due to the traditiondly
listed red property factorsinduding immohbility, fashion, tenant risk, legidation and
regulation sandards.

Table 3: Investment yields and reserves

Investment Yield P/E 1/P/E Reserves
Gandd Retal Trus 7.5% 13.3 7.5% 0.0%
Centro Properties 7.42% 13.7 7.3% 0.0%
Lend Lease Corp 1.56% 40.1 2.5% 0.94%
Leghton Holdings 3.72% 17.7 5.6% 1.88%

Source: Audrdian FHnancid Review, 4 January, 2002.

Many trusts are obtaining funds by the sale of trust units for development purposes as
didinct from investment and trusts are dso able to borrow finance for devel opment
purposes. In order to obtain funds for refurbishment, trusts need to raise capitd through
borrowings, through divesting of some of the assets, through didtribution of additional
units or through retaining some of its assetsin cash. In dl of these cases, theinvestor’'s
holdings are diluted. Thusit gppears that some of the returns from listed property trusts
gopear to incdlude an dement of capitd. Thusit isup to the individud investorsto set
adde some of their returnsin asnking fund.

In addition to the investor class, entities of al typesthat once owned and occupied their
premises are sHling to and leasing back from the investment vehides discussed above.
Many past owners have become managers of the trusts into which thelr properties were
s0ld, and many entities have effectively sold their properties to their employees by
trandferring the assets into superannuation funds.

The divestment of red assets by many entities has the effect of mgor balance sheet
changes. Fixed assets have been reduced and replaced by subgstantia lease liahilities so
that assat backing may not have the strength which it had in the pagt. In order to bdance
thelr portfolios, investors would need to consider vehidesthat own these fixed assets. As
discussed earlier, unitised property has demongtrated a closer relationship with stocks and
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shares then with direct property, so the diversification benefits may beillusory in assst
classterms.

INVESTOR BEHAVIOUR

Traditiond property ownership is undergoing substantiad change as property is becoming
securitised by being indirectly owned through trust vehides, companies and the like.
These vehicles are being managed not by traditiond property operators but by finencid
market operators. Accordingly, more sophigticated financid analysisis being used and
this has given rise to the securities industry's requirement for a standardised discounted
cash flow (DCF) methodology for red estate (Parker & Rohinson, 2002). At present,
mogt property advisers prepare individua DCF modelsto reflect a suite of
investment/va uation variables which are adopted to suit the particular arcumstances. It
is common for investment vauations to be prepared in assodiaion with market vauations
the former by DCF and the laiter by capitaisation. It has been common to adjust the
invesment varigbles in the DCF so that both methodol ogies provide the same result.
Thistends to suggest that price and worth areidentical (which would be soin afully
informed market in equilibrium and is certainly so for abuyer in that market). But
reference to any of the financid markets digpels this notion; transactions occur as aresult
of differing opinions about price and worth and thisis of Sgnificant relevance to property
(seefor example Peto ef al, 1996).

Investors tend to exhibit a herd mentdity in the face of the exigencies of the economic
cyde Thebullsand bears of the sock market are prime examples. A bull market isone
in which competition between investors bids up the prices of stocks and shares often to
levelsfar in excess of their worth. A bear market is the oppodite, ie, onein which

divestors desperate to sl will take any price and often sl stock at prices well below

their investment worth. Examples of bull markets indude the resources boom of the
19605/1970s and the I T boom of the late 1990s. A recent example of a bear market isthe
flight of capita from the market following the crash of October 1987.

The property market exhibits smilar behaviour. A bull property market occurred in the
mid to late 1980s leading to very high property asset prices and it was followed by a bear
property market in the early 1990sin which asst pricesfdl subgantialy. Asset vaues
plunged to less than 20% of replacement cogsin aperiod of alittle over four yearsin
Melbourne between May 1989 (the pesk of the 1980s property boom) and December
1993 (the trough of the property recesson). Thiswas repested around the world to a
gregter or lesser degree, the main dement of difference being tempord (and some parts
of the world are dready entering a second recession a the time of writing). The recent
property cycle has caused are-weighting of property in most investment portfolios. The
proportion of baanced portfolios given over to property has haved from around 20% to
around 10% during the 1990s (Fries, 2001).

This behaviour is dso exhibited by funds managersin adimate where performanceis
measured on aquarterly bass. These managers cannot exercise judgements that could
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cause their investment, holding and divesment decisons to be asynchronous with their
competitors. If the portfolio performance fell behind their competitorsin the short term,
these managers could well be dumped so that they would not receive the improved
returns projected for the long term.  Thereis therefore no incentive for funds managersto
act counter-cydicdly.

The only way that funds managers, or direct investors for that metter, can achieve
investment returns that exceed average market levelsisto exhibit different behaviour.
This generdly amounts to counter-cydica behaviour, ie, avoiding the herd mentdity. In
other words, buy low and sl high. “All good invetment decisons, whether broad asset
dlocation or specific sock sdlection, require sicking with postions that are made
uncomfortable by their variance with popular opinion” (Kohler, 2001).

The theory that investment vauations and market va uations converge and diverge over
time to provide identifiable investment and divestment periods has been tested using a
sngle office property which was vaued annudly (Robinson, 1997). It has been
interesting to note that, contrary to what would be expected in arationd market, buyers
marketsin property exist when priceis greater than worth and sdllers markets occur when
worth is gregter than price. These arethe "bulls' and "bears' of gock market fame. “All
afund manager hasto do to be ahero as an investment manager isto avoid buying equity
asets high. Why isit that fund managers seem so adept a doing exactly the opposite,
concentrating their cash on last year’ s sory rather than buying those assets that noone
seems to want, dbeit temporarily?’ (Goobey, 1990).

Thereisno hard and fast rule about property asset alocation in abaanced portfalio. If
the dlocation istoo low, say afew per cent, then it will havelittle effect on the portfolio
returns. Thereisno theoretica upper limit. One very successful fund maneger is
“@ming to increase the proportion of the fund invested iniilliquid absolute return assets
(such as property and infrastructure) to 50 per cent” (Kohler, 2001).

ISSUES/CONCLUSIONS

A number of issues have been raised that are worthy of additiona discussion and research
well beyond the scope of this paper.

Frg, ownership of sharesin industrial companies has provided a Sgnificant alocation to
property given the mgor property holdings of most corporates. But this appearsto be
dminishing due to corporate rationdisation movesto get assets off baance shegt. The
effect on corporate performance of these off baance sheet moves and their replacement
through sale and leaseback transaction with lease lidbilities needs to be examined.

Second, given that corporations have been moving to reduce their red property asset
backing, abaanced portfolio may need greetly increased dlocations to property to
replace that component of property that has been taken off balance sheet.
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Third, the potentid dilution of funds through depreciation and obsolescence, through
borrowings to undertake refurbishment or through the offering of additiond units needs
to be investigated to establish whether or not property trust returns contain an eement of

capitdl.

Fourth, portfolio investment research needs to confirm, or otherwise, from an asset
dlocation point of view, thet direct property provides subgtantid diversficationto a
portfolio whilst an equivaent dlocation to indirect property mirrors the behaviour of
stocks and shares.
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