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The global property market is behaving like  
a runaway train… Again
The global property market can be likened at present to an out 
of control passenger train. While other listed equity sectors are 
struggling in a low growth environment, property securities 
are being powered by ever-lower interest rates and the train is 
hurtling along a track with values hitting all-time highs. So if you 
are not on board already is it a good time to climb on? We think 
not. If you have missed this train then move on, it is moving too 
fast, in our view, to safely pick up more passengers. And we all 
know how this is going to end. We saw the same thing happen 
in the months leading up to the Global Financial Crisis (GFC). The 
difficulty is knowing what to do about it. As our mandates do 
not allow us to move fully into cash (the equivalent of jumping 
off), we really have to continue on with the journey, even 
though potential disaster approaches. However, we are adjusting 
the portfolio even more towards the type of stocks that will 
prove resilient in a downturn.
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The tearaway property market – how much 
longer a defensive?
Historically, listed property has been considered one of the more 
defensive sectors within equities. The steady stream of rental 
income that property securities generate give them bond-like 
characteristics – similar to other defensive equities sectors like 
utilities. Chart 1 demonstrates that this defensive nature has 
resulted in both listed property and utilities generally having 
lower betas to the broader MSCI World Index than their ‘cyclical’ 
sector counterparts such as materials and financials. 

Chart 1: Listed property appears defensive today … 
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So in periods of strong market performance, the cyclical 
sectors have tended to outperform the market and the more 
defensive ‘boring’ sectors have tended to underperform. During 
periods of low or even negative market returns, however, the 
defensive sectors have traditionally come into their own and 
outperformed the broader market as the cyclicals struggle. Yet, 
as shown in Chart 2, during the GFC in 2008, listed property 
securities failed to provide the defensive characteristics that 
some were expecting. What happened?

Chart 2: But listed property was not so defensive in 2008
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It was, after all, the bubble in developed country residential 
property markets that triggered the crisis in the first place. So 
little wonder that falling property prices were heavily correlated 
with plunging financial stocks and broader markets, with the 
FTSE EPRA/NAREIT Global Developed Property Index (in USD 
terms) falling almost 35% in the 12 months to 30 June 2009, 
plunging further than global equites over the same time-frame 
as the MSCI World Index fell almost 30%. However, not all 
property securities fell to the same extent. 

As shown in Chart 3, the securities with the most highly 
leveraged balance sheets (the top quartile of listed property 
securities by total debt to total assets) underperformed the 
median listed property security in the FTSE EPRA/NAREIT Global 
Developed Property Index by around 9% in the 12 months to 
June 2009. This represented an absolute fall of more than 40% 
in USD terms. Meanwhile, their less leveraged counterparts 
(in the bottom quartile of total debt to total assets) actually 
delivered the defensive characteristics one might expect 
from listed property over the longer term, outperforming the 
median listed property security by over 16% and only suffering 
an absolute fall of around 15% in USD terms, slightly less than 
half the fall suffered in the broader MSCI World Index. So if you 
were seeking the defensive characteristics of listed property 
securities, you would have been much better off focusing your 
portfolio towards balance sheets with less debt.
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Chart 3: Not always best to be in or out of the most leveraged securities
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However, there is a shorter-term downside to holding the less 
leveraged securities. As is also shown in Chart 3, those property 
securities with less debt can also underperform their peers with 
greater balance sheet risk when the market is rising. This was the 
case leading up to the GFC and, if anything, the effect is even 
more pronounced now. On the right hand side of Chart 3, we 
have conducted the same analysis using the FTSE EPRA/NAREIT 
Developed ex-North America Index, as companies following US 
GAAP1 accounting standards may overstate their total assets, 
compared to IFRS2 accounting standards adopted by most other 
developed markets, owing to differing depreciation calculations. 
So even when we remove North American securities, the results 
are, if anything, more persuasive of the cyclical nature of the 
more leveraged property securities.

In the current low growth, low interest rate environment, the 
bond-like characteristics that have given utilities and listed 
property their defensive, but dull, risk/return profile have now 
become more attractive to investors. As central banks around 
the world have desperately sought to stimulate global economic 
growth through extraordinary and unconventional monetary 
policy measures, bond yields have continued to tumble, even 
down into negative territory. And yet the yields on listed 
property securities have remained high. This is influenced by  
a number of factors, including REITs growing their dividends.

Chart 4: Yields on listed property securites have held up as 
bond yields have plunged
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1	 Generally accepted accounting principles.

2	 International Financial Reporting Standards.



4 THE INVESTMENT REPORT 2016

The Investment

Report.
The result is that investors have rushed into listed property 
and utilities as the availability of yield has dried up in the 
more defensive asset classes of cash and fixed income. While 
listed property securities have very secure cash flows (indeed 
some of the larger REITs have better credit ratings than a lot 
of sovereigns), they do not offer the return stability generally 
associated with cash or fixed income. However, they still tend 
to be one of the more defensive sectors within global equities, 
which also has some attraction to investors in these uncertain 
times of low economic growth and geopolitical uncertainty. 

As a result, ‘boom times’ have returned to the more defensive 
equity sectors. Chart 2 shows that that the FTSE EPRA/NAREIT 
Global Developed Listed Property Index is continuing to set 
new highs while the MSCI World Index has more or less gone 
sideways for the last two years and the more cyclical sectors 
have underperformed.

But will listed property securities disappoint investors again  
as they did in 2008?

This time it is different? Surely we won’t fall  
for that again
The extent of this price appreciation is now starting to raise 
concerns as we question the ability of ‘bond-like’ equity sectors 
to continue to exhibit the defensive characteristics that investors 
may be expecting. Have prices risen to the extent that potential 
capital losses might outweigh the attraction of the higher yields 
that these sectors offer?

We will concede that there are some differences between the 
property market today and the bubble conditions of 2005/06. 
The total debt levels of the top quartile and median listed 
property securities in the FTSE EPRA/NAREIT Global Developed 
Property Index have decreased around 11% since June 2006. 
And as shown in Chart 5, the level of leveraging has also fallen 
across the top quartile of property securities on a total debt 
to total assets basis. However, the median security in the top 
quartile of total debt to total assets remains just shy of 60%, 
which is not dramatically different from the levels that we saw 
leading up to the GFC.

More significantly, there remains a significant gap between the 
most leveraged companies and the least leveraged companies, 
where the median total debt to total assets in the bottom 
quartile of the FTSE EPRA/NAREIT Global Developed Property 
Index, at 27% is well below half the level of the top quartile 
median noted above. This gap is even wider if one looks at the 
corresponding medians in the FTSE EPRA/NAREIT Developed ex-
North America Index where the median of the least leveraged 
securities are at almost a third of the most leveraged securities 
median. In short, while debt and leverage levels have fallen, the 
total debt to total assets remains worryingly high across those 
securities in the highest quartiles. Yet we are finding that there 
are also plenty of less leveraged (and now relatively cheap) 
investments to choose from if one wishes to adopt a more 
defensive stance. Our portfolio, for example, currently has a 
median total debt to total assets of 29% which is well below the 
median total debt to total assets of the FTSE EPRA/NAREIT Global 
Developed Property Index at 45%.

Chart 5: Total debt to total assets of the FTSE/EPRA NAREIT 
Developed Index
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But is leverage really such a problem given that interest rates are 
so low and are only rising at a glacial pace? Surely one will have 
time to adjust portfolios should a crisis loom?

We are not convinced by these arguments. Few people are able 
to call the absolute top in markets and as the market volatility over 
the September quarter has shown us, many investors appear to 
have positioned themselves for interest rates being low forever 
and even the hint of a 25 basis point rise in September had 
security prices plunging. We think that in such conditions, investors 
are brave to think that they will have time to adjust before the rest 
of the market. As a result, we have already taken action to improve 
the resiliency of our property portfolio in these uncertain times.
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As Chart 3 highlights, the listed property securities with the 
highest balance sheet leverage are again outperforming their 
less leveraged counterparts as passengers continue to pile onto 
the yield train. However, this train is now moving too fast for us. 
Our approach leads us towards quality securities at a reasonable 
price. As the market is currently favouring poorer quality stocks 
regardless of the all-time high values they are trading at, it is 
tempting to get off this train altogether. We have seen this 
all before in the three years leading up to the GFC in 2008. In 
remembering the results of that ‘train wreck’, it is sobering for us 
to think that we might be back on another runaway train. So we 
are focusing our security selection increasingly towards capital 
preservation while still delivering the level of returns that investors 
might think are more consistent with the defensive characteristics 
that are typical of listed property returns over the long-term. 

This is not getting off the train – but we are steadily moving 
towards the caboose and insulating ourselves from the inevitable 
impact. This might mean that we underperform the extraordinary 
high returns of the index, but these returns exceed what one 
might typically expect of property. Furthermore, the individual 
highly leveraged securities driving these excess returns carry more 
risk than investors expect of property investments, and we are 
increasingly avoiding them as well.
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Disclaimer

This document is directed at persons of a professional, sophisticated, institutional or wholesale nature and not the retail market.

This document has been prepared for general information purposes only and is intended to provide a summary of the subject matter covered. It does not 
purport to be comprehensive or to give advice. The views expressed are the views of the writer at the time of issue and may change over time. This is not an offer 
document, and does not constitute an offer, invitation, investment recommendation or inducement to distribute or purchase securities, shares, units or other 
interests or to enter into an investment agreement. No person should rely on the content and/or act on the basis of any matter contained in this document.

This document is confidential and must not be copied, reproduced, circulated or transmitted, in whole or in part, and in any form or by any means without our 
prior written consent. The information contained within this document has been obtained from sources that we believe to be reliable and accurate at the time of 
issue but no representation or warranty, express or implied, is made as to the fairness, accuracy or completeness of the information. We do not accept any liability 
for any loss arising whether directly or indirectly from any use of this document.

References to “we” or “us” are references to Colonial First State Global Asset Management (CFSGAM) which is the consolidated asset management division of the 
Commonwealth Bank of Australia ABN 48 123 123 124. CFSGAM includes a number of entities in different jurisdictions, operating in Australia as CFSGAM and as 
First State Investments (FSI) elsewhere.

Past performance is not a reliable indicator of future performance.

Reference to specific securities (if any) is included for the purpose of illustration only and should not be construed as a recommendation to buy or sell. Reference 
to the names of any company is merely to explain the investment strategy and should not be construed as investment advice or a recommendation to invest in 
any of those companies.

Hong Kong and Singapore

In Hong Kong, this document is issued by First State Investments (Hong Kong) Limited and has not been reviewed by the Securities & Futures Commission in Hong 
Kong. In Singapore, this document is issued by First State Investments (Singapore) whose company registration number is 196900420D. First State Investments 
and First State Stewart Asia are business names of First State Investments (Hong Kong) Limited. First State Investments (registration number 53236800B) and First 
State Stewart Asia (registration number 53314080C) are business divisions of First State Investments (Singapore).

Australia

In Australia, this document is issued by Colonial First State Asset Management (Australia) Limited AFSL 289017 ABN 89 114 194311.

United Kingdom and European Economic Area (“EEA”)

In the United Kingdom, this document is issued by First State Investments (UK) Limited which is authorised and regulated in the UK by the Financial Conduct 
Authority (registration number 143359). Registered office: Finsbury Circus House, 15 Finsbury Circus, London, EC2M 7EB, number 2294743.

Outside the UK within the EEA, this document is issued by First State Investments International Limited which is authorised and regulated in the UK by the Financial 
Conduct Authority (registration number 122512). Registered office 23 St. Andrew Square, Edinburgh, Midlothian EH2 1BB number SC079063.

Middle East

In certain jurisdictions the distribution of this material may be restricted. The recipient is required to inform themselves about any such restrictions and observe 
them. By having requested this document and by not deleting this email and attachment, you warrant and represent that you qualify under any applicable 
financial promotion rules that may be applicable to you to receive and consider this document, failing which you should return and delete this e-mail and all 
attachments pertaining thereto.

In the Middle East, this material is communicated by First State Investments International Limited which is regulated in Dubai by the DFSA as a Representative Office.

Kuwait

If in doubt, you are recommended to consult a party licensed by the Capital Markets Authority (“CMA”) pursuant to Law No. 7/2010 and the Executive Regulations 
to give you the appropriate advice. Neither this document nor any of the information contained herein is intended to and shall not lead to the conclusion of any 
contract whatsoever within Kuwait.

UAE – Dubai International Financial Centre (DIFC)

Within the DIFC this material is directed solely at Professional Clients as defined by the DFSA’s COB Rulebook.

UAE (ex-DIFC)

By having requested this document and / or by not deleting this email and attachment, you warrant and represent that you qualify under the exemptions 
contained in Article 2 of the Emirates Securities and Commodities Authority Board Resolution No 37 of 2012, as amended by decision No 13 of 2012 (the “Mutual 
Fund Regulations”). By receiving this material you acknowledge and confirm that you fall within one or more of the exemptions contained in Article 2 of the 
Mutual Fund Regulations.

Copyright © (2016) Colonial First State Group Limited

All rights reserved.EX
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