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AUSTRALIAN REAL ESTA TE SECURITIES 

 
 

 
Fund Performance 
  

The Resolution Capital Core Plus Property Securities Fund underperformed the S&P/ASX 

300 AREIT Accumulation Index by 301 basis points for quarter ended September 2009. 

 

 

 
  

Period Ending 30 September 2009* 

  Quarter  %  6 Month% 1 Year % 

Since 

Inception
# 
% 

Fund  27.78 49.48 -16.87 -16.87 

Benchmark  30.79 51.93 -23.02 -23.02 

Difference  -3.01 -2.45 6.15 6.15   
*Returns are expressed after deducting investment management costs. 
# 30 September 2008 

 

 

 

 

Resolution Capital Core Plus Property Securities Fund Unit Price  

30 June 2009 

 Entry 

$0.6298 

Exit 

$0.6260 

30 September 2009  $0.7927  $0.7879  
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Market Performance  

 

 

In the quarter ended 30 September 2009, the S&P/ASX 300 AREIT Accumulation Index produced a total 

return of 30.8%.  

Commentary 

 

Debt market stabilisation and restored balance sheets have had a significant impact on investor 

appetite for REIT equity. The immediate threats of the ñGlobal Financial Crisisò appear to be 

abating. The crisis appears to have had the most impact on US and UK financial institutions, 

notably investment banks and those involved in the daisy chain of products created within the 

finance sector, most damagingly in the sub-prime/low doc loan sector in North America. 

Collateral damage was evident on several fronts and brought to head longer term unresolved 

festering issues in various industries, most notably the auto industry, and groups that were little 

more than highly leveraged fee generating schemes which worked on the pretext of yield 

arbitrage and upward only asset prices of which several REITs were prominent.   

 

The US consumer is one of the most important factors in the depth of the US recession. Given the 

level of over consumption in the middle part of this decade in particular, fuelled by house price 

and stock market gains, they will need to burn off a few pairs of slacks in the closet and recharge 

their bank accounts before they will return with any veraciousnesses to the tills.  

 

Whilst its impacts were felt in broad circles to varying degrees, it begs the question why the GFC 

wasnôt named the ñAnglo-Saxon Financial Crisisò. 

 

Indeed it was far from a catastrophe for all regions, there are strong signals emanating from some 

economies and sectors of the real estate market. For example the strength of the Australian 

economy was underscored by the RBAôs decision to increase official interest rates in September. 

Meanwhile China and Singapore have recently introduced measures to cool their respective 

residential property markets. 

 

Non-Japan Asia seemed to withstand the challenging circumstances thanks to its better 

regulated/managed financial institutions, lower leverage and greater reliance on bank, rather than 

securitised, debt. It appears the region heeded the lessons learnt from its own ñAsian Financial 

Crisisò in the late 1990ôs. Indeed the performance of Hong Kong stocks has been remarkable, 

with the Hong Kong real estate indices index up 40-50% for the year to 30 September 2009.  

 

We believe the continuation of the strong short term A-REIT market performance (at 30 

September the market is up 85.3% from its lows recorded in March 2009) reflects a rebound from 

depressed pricing in response to a powerful mix of forces: The absence of bad economic news (or 

perhaps less negative), thawing credit markets and the efforts of governments and central banks 

Market Overview 

 
30 September 

2009 
30 June 

2009 

Quarterly 

Accumulation 

Return 

S&P/ASX 300 AREIT Accumulation Index 20,320 15,537 30.8% 
S&P/ASX 300 Index 32,810 26,974 21.6% 
UBS Global Investors Index AUD 838 685 22.3% 
UBS Global Investors Index AUD (Hedged) 926 709 30.6% 
10 Year Bonds 5.44% 5.63%  
90 Day Bills 3.39% 3.19%  
AUD/USD $0.88 $0.81 8.6% 
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to kick start economies added weight to recognition of efforts by the REIT sector to strengthen 

balance sheets and income streams as well as simplifying strategies.  

 

Also of interest, as the following chart highlights, daily price volatility within the REIT industry 

remains elevated but has reduced somewhat since the extraordinary levels recorded between 

December 2007 and March 2009. We hope this is not a temporary respite and are optimistic if 

based only on lower financial leverage in the sector. 

 

 

Source: Bloom berg  

 

Furthermore, there were clear signs of moderating conditions in debt markets with improved 

availability of debt and signs that margins are moderating as highlighted in the chart below.  

 

That said, debt markets remain far more constrained than the market became used to in the 

decade up to 2007. Securitised debt, notably US CMBS, remains dormant stirring only 

occasionally in special circumstances. Meanwhile, court intervention has been necessary to 

resolve issues surrounding some recent maturities. It would appear that it is difficult to get all 

stakeholders to agree on what to do in light of the current capital and real estate conditions. With 

a lack of any clear alternative, participants are opting (or have no choice) to extend the facilities 

at current commercial interest rates. Gaining the slogan ñextend and pretendò this issue is 

expected to become a major challenge in 2010-2012 when a significant proportion of CMBSô 

face maturity.   
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Five Year Credit Default Spreads 

 
Source: Bloom berg  

 

ñSimplificationò is now the buzz word (consistent with the cynical strategy of many companies to 

secure the lowest cost of capital by appealing to investors prevailing mood or their own lack of 

clear long term strategy). GPT was at the vanguard of efforts of the A-REIT sector to return to 

basics, with significant changes to management and the board, casting off its interests in the 

disastrous Babcock & Brown JV and plans to sell off other offshore and hotel investments whilst 

proclaiming a new strategy of focusing on high quality retail, office and industrial properties 

within Australia. It seems everything old is new again. Given clarification of the strategy, 

exposure to the Australian economy and its strong balance sheet, we believe there is a value 

proposition in GPTôs stock which encouraged us to increase exposure to the rejuvenated group.  

   

The decision by Macquarie Bank to internalise its lucrative management contract of Macquarie 

Airports (since renamed MAp Group) provided us with the catalyst to add the stock to the 

portfolio. Whilst it is not officially categorised as a real estate security by the index deity, we 

believe the vehicle is a compelling real estate play ï its income underpinned by land ownership 

(long term leasehold or freehold) and high barriers to competition. An airportôs income stream is 

similar to a hotel or car park (i.e. short term, volume related) but it faces less competition and 

lower depreciation, particularly versus hotels. The major drawback is that passenger charges are 

regulated, price increases typically tied to inflation. However, other real estate income (e.g. retail 

and office rents) is determined by normal market forces and the volume of passenger customers is 

not capped (apart from airport capacity). Based on current prices, MAp represents an opportunity 

to buy at a weak spot in global tourism which we believe has been overly discounted in Mapôs 

share price. 
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Property Transactions 

 

Partly as a consequence of the credit conditions, transactional volume of direct real estate remains 

relatively low, albeit the spread between buyers and sellers in leading quality assets appears to be 

narrowing. Furthermore, real estate valuers appear to be less cautious as evidenced by signs that 

UK cap rates may be strengthening. Transactions in the major international market is highlighted 

in the chart below. 
 

 

Source: Real Cap it al Analyt ics Oct ober 2009 

 

Despite the problems facing the broader real estate sector there is likely to be a dearth of good 

quality trophy properties sold let alone at distressed prices. Owners have been reluctant to lose 

control of scarce assets whilst on the other hand are keenly sought by a multitude of investors, a 

situation reinforced by recent capital raisings which leaves many in the listed arena keen to 

acquire rather than divest. A good example of this is the limited number of properties General 

Growth Properties (GGP) has marketed for sale, the portfolio remaining substantially intact 

despite GGP entering into bankruptcy in April 09. Stakeholders appear focused on keeping the 

portfolio intact whilst they resolve the substantial debt refinancing events.  

 

Nevertheless, demand for secondary quality real estate is not keen. Hence, we believe the yield 

compression between the different property grades and classes, evident in the 5 years up to 

2007, is now in reverse. 

 

Internationally notable transactions in the quarter included:  

 

- Land Securities sale of its 33% interest in Birminghamôs Bullring Shopping Centre to 

Australiaôs Future Fund; 

- British Landôs sale of a 50% interest in Londonôs Broadgate Estate to Balckstone; 

- Macerich sale of a 50% interest in Queens Mall, located in Queens New York; and 

- Macquarie CountryWideôs sale of  80% of its US asset base back to the original vendor. 

Yields on these generally higher quality properties were in the range of 6-9% with most toward 

the lower end (i.e. firmer prices) of the scale. 
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REIT Capital Raisings 

 

With short to medium term debt maturities dealt with, reduced distributions further easing 

funding pressures, and a dearth of value buying opportunities, the level of REIT capital raisings 

decreased significantly in the latest quarter, albeit from elevated levels. 

 

 
Source: ML Aust ralia 

 

 

Now that balance sheets have largely been restored and debt maturities appear manageable in the 

short term at least, near term capital raisings are likely to be for offensive purposes i.e. 

acquisitions.  

 

Given the lack of good credit, equity is likely to continue to play a more prominent role in the 

REIT capital structure for the foreseeable future. 

 

Due to the run up in REIT prices together with weakness in capital transaction prices and 

appraised based valuations, the spread between private and public markets has narrowed sharply. 

This could place a cap on further REIT price strength as vendors look to public equity (i.e. IPOs 

or secondary capital raisings) to gain competitive pricing for asset sales.  

 
Source: Real Cap it al Analyt ics and  Cit i Invest m en t  Research  and  Analysis 
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As unlisted real estate vehicles seek to recapitalise we believe public equity markets are likely to 

be a significant source of capital, whether through IPOôs or scrip for asset deals with existing 

vehicles. In Australia, obvious candidates include previously listed groups like Investa Property 

Group as well as some industry funds. 
 

Dividends 

 

Westfield Groupôs decision to reduce its dividend and dividend pay-out ratio was broadly met 

with market approval. Westfield completes an almost universal recalibration of the AREIT sector 

distribution profile. CFS Retail is the only AREIT to maintain its nominal distribution, reflecting 

the strength of its Australian focused retail portfolio and conservative balance sheet and a 

decision to only modestly reduce its pay-out ratio. Every other AREIT has cut dividends to reflect 

lower earnings, largely the result of higher funding costs and dilutionary equity capital raisings (a 

picture also prevalent in the UK) as well as a lower payout ratio which reflects ongoing routine 

capital expenditures associated with property maintenance and leasing.  

 

The lower pay-out ratio significantly improves the maintainability of distributions as it provides a 

buffer against short term earnings volatility and the need to raise capital periodically to fund the 

ongoing expenditures. However, it does not guarantee REIT dividends will never fall in the future 

as it largely depends on the extent of the rise and falls in market rents. 

 

The Real Estate Environment 

 

Given the global economic contraction and restrictive credit conditions, tenant demand 

contraction has led to a reduction in market rents in many regions and sectors. Office provides the 

most transparent evidence of declining rents together with the impact on capital values. 

 

 
 

Source: JLL  

 

It is worth noting that the chart illustrates the decline in rents from the heady peak levels 

experienced in 2007. Many REITs have in place income streams that do not reflect these elevated 

rents as the lease contracts were entered into in previous years and have not been reviewed to 

peak levels. As an example, New Yorkôs SL Greenôs portfolio average rent is $47 sq ft which is 

now in line with current market rents after the later have fallen by some 30% from peak levels. 
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Singapore listed Capitacommercial Trust (a stock we do not currently have exposure to) also 

provides a clear example. The rapid escalation of Singapore rents were not captured by the REIT 

and hence its rental income experienced the same dramatic fall in rents over the past 12 months as 

the following chart helps to demonstrate. 

 

 
 

The difference between the REITs current rent level and market rent level is termed the 

reversionary rental. The key is timing: how far market rents will fall and how long and secure is 

the REITs average lease contract.   

 

For this reason we increased exposure to a number of UK REITs. The ñsurvivingò income 

streams have been stress tested and are long term in nature. British Land affords an average 15 

year lease term with minimal lease expiry in the next 3 years. Rents are reviewed every 5 years to 

market but cannot decline (hence they are said to be ñratchetedò) with tenants responsible for 

many property maintenance items. Therefore, the stock has downside protection if market rents 

fall further than we expect in the short to medium term. The capital pie is supported by 14 year 

debt and is bolstered by recent equity capital raisings and asset sales. With a current dividend 

yield of 5.5%, (based on the 30 September price of £4.75) we treat the stock as a high yielding 

call option where we are being paid to wait for a recovery. 

 

The supply side provides a positive picture for most markets in the medium term at least, 

construction of new commercial property remains depressed. It is unlikely that there will be any 

material increase in construction activity for at least the next 12 months until the picture of tenant 

demand, market rents and finance become clearer. 
  

 

 

 
 

 
 

 

Source: U.S.  Census Bureau , Econom y.com , and  Cit i Invest m ent  Research  
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Source: ABS 

Despite some tenant contraction, thanks largely to low supply vacancy levels are elevated but not 

catastrophic. Office is traditionally seen as the sector most vulnerable to economic downturns as 

supply continues sometimes well after a recession commences. 

 

 
Source: Var ious 

The current vacancy rate and supply figures suggest a subtle but important picture. The US 

entered into negative economic growth in Q1 of 2008 and has experienced one of the worst 

periods of economic contraction since the 1930ôs. Yet the midtown Manhattan vacancy rate has 

yet to exceed the previous vacancy peak recorded in 1991. This is a particularly impressive result 

in light of the problems that have beset the investment banking powerhouses which are prominent 

in the district. The fact that the US is often the leader in financial services and capital market 

innovation underpins our confidence in the market, indeed given the problems confronting the 

US, Manhattan should be working overtime on finding a solution to the woes that beset the 

broader financial system. 

 

SL Green Realty (SLG) is particularly well placed to benefit from any recovery, its portfolio 

concentrated on midtown Manhattan. Furthermore, despite above average gearing, management 
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has not been forced into massively dilutionary capital raisings because of the long duration of its 

debt and lease expiry profile. We viewed the stockôs implied price discount to replacement cost 

during the quarter as a good opportunity to cautiously increase our exposure.  

Among the few major office markets experiencing the threat of oversupply, London, Singapore 

and Brisbane are expected to see peak vacancy rates in 2010-11 whereas Tokyo should peak, 

albeit more modestly in 2013. 

 

By way of contrast, there is mounting evidence that the Hong Kong rents have already bottomed 

and are now increasing. Our favoured stock in the region is Hong Kong Land, the value of which 

remains attractive.   

 

As for other property segments retail property conditions are symptomatic of local consumers 

spending conditions. The sector most impacted relative to historic trends has been North 

American (as evidenced in the charts below) and UK retail facilities. Whilst supply has been 

relatively modest, the unprecedented nominal reduction in US consumer spending has hit retailers 

hard, translating into a significant increase in store closures and cut backs in planned store 

openings. Broadly speaking vacancy levels are rising and rents are falling most tellingly in the 

lower barrier to entry locations and less productive malls (as measured by tenant sales).  

 

 

 
 

 

That said, well managed retailers are adapting to the conditions, maintaining profit margins 

through a number of efficiency measures principally tighter inventory controls and closing 

marginal stores when leases expire. Landlords also are assisting by reducing centre opening 

hours. There also is a greater level of short term leases (1-2 years as opposed to traditional 7-10 

years) in order that rental income is maintained and so that retailers are not obligated to 

potentially long tern unprofitable stores. Landlords also prefer shorter leases where rents are 

lower as this gives them the opportunity to recapture higher rents when trading conditions 

improve. Landlords with highly productive malls should benefit from the trend in the medium 

term at least by increasing market share and tenant demand. Simon Property Group remains one 

of our favoured stocks for this reason.  

 

Meanwhile, UK retailers have taken advantage of local bankruptcy laws to effectively renegotiate 

terms with unsecured creditors. For mall and shopping centre owners, this has meant the closure 


