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1. Twenty years ago, investing in property was a simple decision for both institutions and private investors. The choice was basically between property shares and direct holdings in property. It is true that property bonds and property unit trusts had a vogue in the late 1960s and early 1970s, but IOS put paid to that for some years.

2. Today there seems to be an explosion in the different ways in which property can be held. This morning I want to explore the reasons for this, and make some predictions of how far this process is likely to go. Property is, as we all know, quite a lumpy investment medium. It is expensive to transact and is relatively illiquid. On the other hand, because valuers mark-to-market only in arrears, and with a substantial lag, property valuations are much less volatile than other asset classes, notably equities. In typical rear-view mirror driving, we are currently hearing siren voices promoting the merits of property, however held, as against these other assets.

3. Why has emphasis moved away from direct ownership of property or property shares to other vehicles? The easiest and most obvious answer is, as always, a response to tax changes over the past six years. For a tax-exempt pension fund, it makes little sense to invest in property shares since both income and capital gains are subject to tax in those companies. That does not mean that money is impossible to make out of shares. Like anything else, they can reach attractive and unattractive valuations. They can also use gearing, which is difficult for a pension fund to do. The property companies may also give investors access to assets that they would find it impossible to buy even part of on their own. Broadgate, or, in the case of Liberty International, MetroCentre and Lakeside Thurrock are examples of this aspect. However, five years ago there were still far too many 'lifestyle' public property companies, whose existence seemed to be entirely based on giving their chief executives a West End office and a Rolls Royce with driver, all at shareholders' expense.

4. Since early 2000, the number of companies going private in one way or another has been striking. A good indicator of this is the length of the Real Estate sector's listings on the inside back page of the Financial Times. In 2000, it took up almost a column, and there were over 100 UK listed property companies. Today the list is about one-third of a column, and there are fewer than 60 quoted UK property companies. This has not been good news for the investment bank analysts of the sector, who have found their universe imploding under them, but it has taken out much of the excess. I had a part in this in that, in May 2000, in partnership with GE Capital, Hermes bought MEPC, then the fourth biggest quoted property company. We were taking advantage of the arbitrage between the quoted sector and the direct property market that opens up from time to time - in both directions. Sometimes it seems more attractive to own property directly, rather than through a property company, and sometimes the other way around. The investment trust that I currently chair is based on this arbitrage, and Chris Turner, its manager, a Chartered Surveyor and ex-investment bank property analyst, has proved himself a master at this strategy.

5. What we have left in the quoted property sector is a few very large, and increasingly specialised property companies together with many smaller, and often highly specialised ones. A more recent development has been the introduction of two other areas of property investment to the quoted sector: property investment managers and property outsourcing managers. I think that the model for quoted companies going forward has become clear. On the one hand, there are companies that attempt to use the optimum level of gearing so that returns on equity can be highly attractive, even to the gross funds. On the other, there are companies that, one way or another, are property managers, where the assets are on someone else's balance sheet. British Land is certainly an example of the first, where much of the income has been securitised, leaving the shareholders with the upside. Land Securities, on the other hand, is relatively lowly geared, but has entered the property outsourcing business with the purchase of Trillium. Capital & Regional and Property Fund Managers are examples of the 'pure' property investment managers, and they are being looked at on the basis of profits, not the net asset value of the traditional investment company.

6. This bifurcation has been a consequence of the other sea change in property over the past ten years - the sophistication of the financial markets in creating new opportunities for companies and investors. Much of this is thanks to the introduction into the UK of vehicles that have been familiar in the US for many years. What changed in the UK was that our long and short-term interest rates reached a level where this slicing of property income became viable. Much of the income on a property investment has the property of a bond. On a long lease, with an AA covenant, the property owner has been able to sell the core income to bond investors at a lower yield than that on which he has bought the whole property. Some banks too have been willing to lend on the same principle, removing the valuation test and relying instead wholly on the contracted income and the strength of the covenant. The pure financial buyer has been the phenomenon of the last ten years. The fortunes of the Tchenguiz and Livingstone brothers have been based on this insight. The Tchenguiz brothers, of Rotch, boast that they never view the buildings they buy. Their analysis is entirely financial. They even eschew the use of property valuers. Instead they have employed actuaries to calculate the net present value of the income streams they buy with the properties. What has been more extraordinary has been the fact that so many institutions were prepared to sell properties at what always seemed to me to be the 'wrong' price. The problem has been that property people are not the most sophisticated financiers in the world. They love property - the buildings themselves. How else can one explain the phenomenon of buying trophy buildings on a lower yield than less glamorous buildings with perhaps better leases attached? Property investors are anxious not to own what they call 'dry' investments - those where the prospects for income growth are not strong. They have never liked the idea of buying bond-type income flows, no matter what the price.

7. The increase in Stamp Duty has been a powerful incentive for investors, even sophisticated institutional ones, to buy into indirect vehicles. The growth of limited partnerships has accelerated over the past three years, since it became clear that the Treasury would not introduce a REIT-type structure in the UK. Although there were many avoidance measures, ranging from 'resting on contract' to offshore transactions, the limited partnership has been the most acceptable way of avoiding 4% Stamp Duty. Transacting in partnership shares has been rather rare so far, but I can see this accelerating. While we have clear guidance from the Revenue on the rather more extreme avoidance measures which the Chancellor vowed to crack down on, there has been a deafening silence, a year on, about the way in which the Revenue is going to address the taxation of partnership interests, or, for that matter, shares in property-owning companies.

8. At some points in the past year, it has seemed as though we were engaging in a classic case of everyone taking in everyone else's washing. Almost any property investor has set up a limited partnership and tried to attract outside partners. There are several good reasons for this. Apart from the tax transparency of the limited partnership, there is a real attraction in the steady fee income available from managing these pools of money. The fee structures usually include a performance element too. Recurrent income like this is particularly attractive to property development companies that otherwise have extremely 'lumpy' profit flows. Unlike owning property directly, which was the model in the early 1990s, where the income from investment balanced this variability in profits from development, there is almost no capital needed, so the return on equity can be very attractive indeed. Some managers of property are rather upset that so many new competitors have sprung up over the past two years. I have no doubt that some, if not many, of them will prove to be relatively incompetent at managing the assets in their charge, and there will be a shakeout in this sector over the next five years. We will begin to identify those who truly do add value, and those who pretend they do.

9. Much of this activity has been driven by the failure of the property world to convince the Treasury, and, more specifically, the Revenue, of the merits of a REIT structure. It should not surprise us that this government, or for that matter any government, is not attracted to a measure that might be construed as a sop to the 'property industry'. Property plutocrats have never been the objects of much public sympathy. The Revenue's argument is that such structures would represent the thin end of a very thick wedge. Why wouldn't every company with property assets transfer them into a REIT and avoid tax? Macdonald's is usually mentioned in this context, although I believe they lease most of their sites, so it is a bad example.

10. The property world has not done itself too many favours in the way this has been promoted. There has been an element of crying wolf over the increases in Stamp Duty. Civilisation was going to collapse when the rate reached 3%, but it didn't; it was certainly going to fail when it hit 4%, but it hasn't. As a result, the Treasury is testing the market to destruction. Perhaps we will have another dose next week.

11. The only powerful arguments, to my mind, are, first, that the current structure forces commercial companies to own more real estate than is good for their balance sheets or their returns on capital. Currently property investors might optimistically be looking for an internal rate of return on new investment of around 10%, ungeared. Most commercial companies will be looking for a return on new investment almost double that level, even with interest rates where they are today. Far better for the economy, surely, to have the property income held in more appropriate hands - those of the banks and the pension and insurance funds.

12. The second good argument is that everyone else is developing these vehicles, and there is a danger that the UK will lose its entire tax base in this sector by companies choosing to locate in another jurisdiction. The French have announced the creation of REITs, known inevitably as 'FREITs'. There are some UK companies who have sufficient assets in France to make the transfer both feasible and attractive. What benefit would there be to the UK if Hammerson, for instance, changed its tax domicile?

13. The point of having tax transparent vehicles is, of course, that the attractive gross yield on properties can flow directly into the savers' hands. This is not possible for many savers at the moment. Thus, although the overall yield on Land Securities' investment portfolio is around 7%, the shareholder has only been offered a 4-5% current yield. Part of the cost is that of management, but the real difference is due to the corporation tax charged on rental profits. The French have negotiated a deal whereby there is an exit charge proposed. In exchange for becoming tax transparent, the property companies will commute part of their contingent capital gains taxes for a lump sum. This is attractive to the Tresor, since they, like every other fiscal regulator, is running an uncomfortably high deficit at present. I have stopped lobbying for a similar change myself, having been part of the failed attempt to persuade the government of this at the end of the 1990s, but I know others have taken up the baton.

14. The people who have shown the greatest renewed interest in property as an asset are the retail investors. This has been in both residential property and commercial property. Many were ill advisedly dragged into buy-to-let at a point where demand for rented property was in decline, and not all of those were advised by Australian con men. We have seen some distressed selling from owners of properties designed to be occupied by ex-pat investment bankers, many of whom have gone home jobless in the last year. Rents have fallen sharply, by 25% on some estimates, and, while money has become even cheaper, if your property is empty, any cost of borrowing is too much. This has been restricted to the boom areas of the late 1990s, particularly South-West London and the Canary Wharf area, but it is possible this downtrend will trickle out to other areas.

15. There has been much less publicity about the number of individuals who have become players in the commercial property market. I recently attended a property auction for the first time in over twenty years. The bidders were an incredibly diverse group of people. Many were buying properties let to decent covenants on reasonably long leases on yields of between 6% and 7% for their personal pension plans. Others look at the cost of money, and calculate that they can make a very attractive turn on these properties, even if they borrow 100% of the purchase price (if they could find a bank fool enough to lend that much). You may have read over the weekend that Scottish Widows is closing its retail product investing in commercial property because it is finding it difficult to place the money in appropriate investments. 

16. It does worry me that the retail investor is being dragged into the market at exactly the wrong time. Since property has outperformed shares by 75% over the last three years, would you think this is a) a good time or b) a bad time to be investing in property. I have no doubt in my mind. This is particularly true in a period in which tenant demand is very poor. Rental values are falling, particularly in offices in Canary Wharf, the City, the West End and the Thames Valley. I doubt whether many of the new buyers of property have given much thought to what will happen when the current leases on their asset expires. Not only may the rent be lower, but the property in question may be unlettable at any price. We must all hope that the equity market recovers, because the restoration in confidence, and diminishing concerns about the health of insurance companies and pension funds, will be a necessary pre-requisite for companies to become more expansionary in their occupational needs again.

17. So, what are my predictions for the form in which property is likely to be held in the future? If the single market means anything in practice, it is likely that the UK will be forced, through competitive pressures, to adopt some sort of tax transparent, transactable vehicle. There is a price to pay for liquidity, and these may, as US REITS have done, trade quite erratically. At least these vehicles do permit mixed bathing, people of all tax status to invest tax-efficiently in the same vehicle, which is well nigh impossible in the current environment. For the quoted property sector, I think we will see a continuation of current trends: increasing specialisation, a more aggressive use of leverage and, the third way, more quoted property management companies. Property certainly has a place in most investment portfolios, but the time to recognise this was really three years ago, when shares were being valued as if we had discovered the philosopher's stone, and bricks were considered very 'old economy'. Today shares are being, or at least two weeks ago were being, valued as if there will be no growth in the economy, and if there is, that companies will not share in that growth. If that is true, then we are all in serious trouble, and it will not matter whether you are invested in property or in shares.


