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PORTFOLIO POINT: Investors have two ways to get into pub ownership: direct property investment, or indirectly via the sharemarket. 

Australian pubs with gaming licences are bringing in enormous revenues every year. Recent newspaper headlines report that even modest properties such as Skyways Taverner in Melbourne's Airport West pulled in $19.3 million in 2007-08 from 100 poker machines; and that the Seaford Tavern, in Melbourne’s south, brought in $18.7 million. 

It prompts the question: how do investors get in on the action? Property could be the link. There are two avenues: indirectly, through the stockmarket; or directly, by investing in property. 

Of course there are ethical considerations to do with gaming investment. Some investors won’t go near it. One of the market's leading ethical funds, Australian Ethical Investor, holds gaming machines in similar contempt to tobacco. But for those who still consider gaming property investment a reasonable investment option, the closest thing to a “pure play” on the ASX is the pubs and property company ALE. 

All of ALE’s 105 pubs are leased to a sister company called ALH. Both of these companies are part of a joint venture between Woolworths and “Pokies King” Bruce Mathieson; together they now own more poker machines than anyone else in Victoria. 

ALE is performing well, though not half as well as some of the pubs that recently hit the headlines: “I like ALE,” says Intersuisse broking analyst, Peter Russell. “The underlying business is great, they own quality pubs.” 

Russell says ALE is attractive at its current price of about $1.82, representing a market capitalisation of about $180 million. “They’re a focused company with a diverse property portfolio. I have no doubt they will continue to be funded; they’re not being stupid.” 

Despite broker support ALE has followed a similar trend to the rest of the market in recent months: The self-described largest owner of freehold pubs traded well above $3 last year and as low as $1.65 in recent months but has enjoyed an uptrend in recent weeks.

ALE managing director Andrew Wilkinson says 80–90% of the pubs have gaming licenses; this is purely for the benefit of ALH (the pub operators). ALE only receives rental yield. “The idea is to keep the two companies as different investing groups. One is the pub operation (ALH) and the other is pub rental (ALE), they are two very different sorts of investing,” Wilkinson says. “ALE is a conservative investment group, 20 year fixed-dollar rentals. We are long-term.”

Woolworths and Bruce Mathieson now own a stake in two-thirds of all Victoria’s poker machines. Woolworths reports its revenue from hotels in 2007-08 was $1 billion, close to 2% of its $47 billion total group earnings. It would be a mistake to think an investment in Woolworths is one in the gaming industry, Woolworths is simply too big.

Still the presence of Woolworths clearly puts a strain on the rest of the gaming industry and may make it more difficult for existing competitors, including investors thinking of jumping directly in the market through the direct acquisition of property. 

John Musca of Jones Lang LaSalle disagrees. A broker for JLL's Australian Pub Division, he says the time to get into the market is now. “For a lot of people the only opportunity they get to enter this tightly held industry will be in the next six to 12 months.”

Musca calls a property with a gaming licence “… the asset that keeps on giving”. He also has a positive outlook for the whole industry. “The cash flow of the business is very robust; people will drink and gamble in good and bad times. It’s very reliable. Large venue holders are not willing to transact because the industry is going well. Not many other industries are like that at the moment.”

If the uncertain nature of direct investment is too much and ALE doesn’t take your fancy, Ken Atchison of Atchison consultants highlights another option: shopping centres. “The safest return would be to participate through a more broadly based activity … a group like Westfield which involve gaming outlets.” Calling them “entertainment centres,” Atchison predicts a rise in the number of gaming facilities in retail complexes across Australia.

Another reason direct investment is looking questionable is the proposed rise in gaming licences. Victoria’s shadow minister for gaming, Michael O’Brien, says the state government has been auctioning off gaming licences to the highest bidder. “The Brumby government has made it clear that the only criterion for being handed a pokies licence will be deep pockets,” he said in a press release on March 11. He later explained that the amendment to pokies licensing will be devastating for smaller local clubs that use gaming as a large part of their revenue. “How is an independent pub going to compete with Woolworths [for these licences]?” 

“Under the Gambling Regulation Amendment (Licensing) Bill 2009, the Minister for Gaming would have the power to sell off 27,500 gaming machine entitlements in any way he saw fit,” O’Brien says. This would invariably mean a decline in small business with gaming entitlements and further growth to the already dominant players.

This model mirrors the one used by South Australia and NSW. John Musca says: “It works well and it’s a more equitable way of doing it” 

But it's not easy to make money out of pub property. Last week the Cornerstone hotel chain and its 15 pubs were placed in the hands of receivers. The problems that affected Cornerstone have been issues for other pub owners. 

Some of the problems include that investors paid too much for pubs during a boom, and that recreational spending on gaming and alcohol have slowed. Across-the-board falls in property prices and a lack of credit have also made direct investment difficult. 

No matter how you look at it, the rise in the number of licences and their costs means hard work for the direct property investors. It may be that investing in ALE or the “entertainment centres” could be the safer choice.

