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Why unlisted commercial property remains an 
attractive investment destination
•  Australian unlisted commercial property returns have 

been strong at 9.5-10% pa over the last six years.

•  Soft space demand and rising supply in some areas are 
a constraint, but overall new office supply looks like 
peaking this year.

•  More broadly, the attractive yields on offer from 
unlisted commercial property compared to other assets 
continue to point to solid returns from commercial 
property in the years ahead.

Since the end of the GFC in 2009, returns from unlisted 
commercial property have been strong and steady at around 9.5-
10% pa. This initially reflected a recovery from the GFC related 
slump but more significantly a desire for decent income bearing 
investments from investors that has pushed down investment 
yields. Falling yields has been a big driver of returns as each 
0.25% fall in yields translates to a 4% capital gain and since 2009 
average commercial property yields have fallen from 7.3% to 
6.1%. In a falling yield environment property prices move up 
relative to rents, providing capital gains for investors.

Australian Real Estate Investment Trusts (A-REITs), have been 
even stronger with gains of around 13% pa over the last six 
years. So where to from here? Has the chase for yield, at a time 

when concerns about rising property supply and mixed leasing 
conditions, gone too far or can it go further?

The demand and supply for space 
Perhaps the biggest drag is the ongoing softness in the 
Australian economy. While recession has been avoided and this 
is likely to remain the case, economic growth is likely to remain 
sub-par at around 2-2.5% well into next year and this is keeping 
unemployment relatively high, albeit less than had been feared 
a few years ago. This in turn is keeping a lid on space demand, 
particularly outside Sydney and Melbourne.

At the same time, office supply has been picking up, with 
particular concerns about Perth, Brisbane and Sydney with 
Barangaroo. However, the peak increase in supply looks like 
being this year and while the Perth and Brisbane markets are in 
in a bad way, with Perth’s vacancy looking like running around 
20-25% for a few years, leasing demand has been much stronger 
in Sydney and Melbourne resulting in falling vacancy rates. 
Overall vacancy rates are likely to peak this year.

Rising supply is less of an issue with industrial property, but 
space demand has remained subdued as has also been the case in 
relation to retail property.
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A-REITs show the way
While A-REITs are far more volatile, they provide a good lead 
for unlisted commercial property and their recent gains point to 
still solid returns ahead for unlisted property. See the next chart.

Yields remain under downwards pressure
Unlisted commercial property yields also remain attractive 
compared to most other assets. This is particularly noticeable 
compared to residential property, as can be seen in the 
next chart. In the 1980s the rental yield on residential and 
commercial property (as measured by a mix of office, retail and 
industrial property yields) was similar, but today commercial 
property has an average rental yield which is far higher, ie 
around 6% for commercial property compared to around 3% 
for residential property. With Australian residential property 
over-valued on most measures and the strong cities of Sydney 
and Melbourne now starting to slow, office, retail or industrial 
property is far more attractive for investors than housing on a 
medium term horizon as it is less dependent on capital growth 
going forward and less at risk of a correction.

Commercial property offers a wide risk 
premium
The biggest risk regarding commercial property is if bond yields 
back up sharply as global growth improves. However, this 
has been a concern for the last five years now and so far it has 
failed to eventuate on a sustained basis as Australian and global 
growth has continued to disappoint and inflation has slipped 
lower forcing central banks to maintain very low interest rates. 
In addition, the risk premium offered by commercial property 

over bonds remains well above average. The next chart shows 
a proxy for this. It assumes that rental and capital growth will 
average 2.5% pa over time (ie, in line with average inflation) and 
adds this to the average non-residential property yield to give a 
guide to potential total returns. The 10 year bond yield has been 
subtracted to show a property risk premium. While off its recent 
highs it remains well above its historical average.

The bottom line is that the huge yield advantage commercial 
property offers over government bonds and other yield bearing 
assets like residential property suggests that investor demand is 
likely to remain strong.

Commercial property has in fact been a beneficiary of investor 
flows during periods of rising bond yields in the past. This 
happened during the bond crash of 1994 and the more gradual 
backup in bond yields that occurred prior to 2007 as investors 
simply switched out of bonds into assets like commercial 
property that offered higher yields at a time when leasing 
conditions were strong. Property only became vulnerable in 
1990 and 2007 when the property risk premium in the previous 
chart had fallen to far less attractive levels than is currently 
the case and then leasing conditions deteriorated dramatically 
against a backdrop of rising supply.

Return outlook and what to watch
While soft leasing conditions and supply concerns in some 
areas (notably Perth and Brisbane offices) are likely to constrain 
returns, overall returns from unlisted commercial property are 
likely to remain strong for the next few years at around 9.5-10% 
pa as investor demand continues to chase the attractive yields on 
offer from commercial property. Industrial property has already 
run relatively hard so office and retail property are likely to 
outperform.

A-REITS having outperformed over the last few years are likely 
to go through a period of relative underperformance at some 
stage in the period ahead.

The key threats to keep an eye on would be a recession in the 
Australian economy and/or a sharp back up in bond yields. 
So far there is little sign of the former, with the economy 
continuing to gradually rebalance towards non-mining related 
activity, or the latter as global and Australian economic growth 
and inflation remain constrained.

SOURCE: AMP Capital Nov 2015
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Recognising opportunity amid market cycles
Most investors recognise that, over the long term, markets move 
up and down however in rising markets, more people tend to 
invest as they chase returns (similar to what happened during the 
technology boom of the late 1990s), while in declining markets, 
many people tend to sell (as we saw in 2008 and early 2009).

By doing this, however, many investors are buying at market 
highs and selling at market lows. It is actually when market 
sentiment is at its worst that markets are set to rebound and, 
historically, extreme pessimism often coincides with market 
bottoms. In fact, bearishness is at its worst just before conditions 
begin to improve. This does not suggest investors should 
try to time market peaks and valleys, but rather they should 
understand there is often an inverse relationship between 
sentiment and opportunity. As such, we believe investors should 
avoid overreacting to market cycles or volatility.

Upturns have been stronger than downturns
Significant market downturns can be rapid and difficult to 
endure, but history suggests markets will eventually recover. 
Over the past 27 years, we have seen a number of significant 
market declines. As the chart below illustrates, however, the 
upturns that follow have on average lasted longer and been 
of greater scale. This trend helps explain why stocks have 

historically exhibited relatively strong long-term performance. 
Always remember that past performance is not a guide to future 
performance and should not be the sole factor of consideration 
when selecting a product.

Studying these market cycles also shows that market recoveries 
tend to be uneven in terms of when the best returns can be 
found and that bull markets tend to be longer lasting. Bull 
markets (market ‘upturns’) can start quickly and then shift 
into periods of slower, but sustainable, growth. Over the last 
27 years, in the bull markets we identified, markets on average 
recovered strongly, and managed to post gains for at least two 
years. Remember, past performance is not a guide to future 
performance and should not be the sole factor of consideration 
when selecting a product.

Missed opportunities 
can be costly
Every market cycle has both 
up days and down days. Often, 
a few very good days account 
for a large part of the total 
return. Staying the course 
ensures investments will be ‘in’ 
the market on the good days. 
Some people try to time market 
movements by selling stocks 
when they think the market is 
about to decline and buying 
stocks when they think the 
market is about to rise.
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About the writer of this Newsletter
Chris Air,  Authorised Representative, has worked extensively in the financial services industry for 
over 26 years. This experience covers both stock markets, commodity markets & banking. He also 
has studied to improve his knowledge of financial markets gaining significant financial markets 
qualifications through FINSIA (a well recognised financial services organization considered to be 
“Australasia’s premier membership organisation for financial services professionals”). 

He has gained the following qualifications through FINSIA:

•  Diploma of Applied Finance & Investment

•  Graduate Diploma of Applied Finance & Investment

•  Masters of Finance of Applied Finance & Investment:

and holds the following membership qualifications with FINSIA:

•  Fellow

Consistently predicting which days will move in which direction, 
however, is virtually impossible and can be very costly.

As the accompanying chart shows, missing only a few of the 
best days in the market would have had an adverse effect on an 

investor’s return. A hypothetical $100,000 investment in the 
MSCI AC Asia ex Japan Index held since inception, would have 
grown to $614,064. Missing just the five best days would have 
reduced the ending value by $224,231. Missing out on additional 
days would have affected returns even more significantly.

Weathering market cycles
Investing over the long term has always been challenging, and 
recent market cycles have again tested investors’ fortitude. 
Getting – and staying – prepared for difficult times, however, is 
often a determining factor in longterm success.

Investors need to turn the lessons from the past into 
opportunities for the future by:

• Establishing, and sticking with, a long-term investment plan.

• Staying in contact with their financial professional.

•  Remaining prepared: be informed, invested, resolute, 
opportunistic and diversified.

SOURCE: Blackrock Nov 2015


