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Is it time to move out of listed trusts and into direct property? Institutions with ready cash are

well placed to take advantage of bargains as JOHN MclLWRAlTH reports.
Stay calm. This seems to be the message from those that advise Australian super funds on commercial property. 
Many see glittering opportunities for investment this year as prime sites come on to the market at distress prices.

This is the view of Ken Atchison, managing director of Atchison Consultants, a firm which advises many major institutions.

He noted that the current upheaval was due not to fundamentals, but pervasive credit problems.

Unacceptable levels of gearing were leading to great pressure being applied by banks to reduce debt, which would provide opportunities for cash-rich investors.

Among these were superannuation funds, still receiving a steady flow of funds from members, and international investors, many of which still had great confidence in Australia.

These groups were looking for quality property - that is, fully leased by long-term high standard tenants in buildings that were well maintained.

There was another potential market for lower quality properties - perhaps poorly maintained because the owners had suspended maintenance programs, sometimes because tenants were behind in their rent – which will offer high yields. Such buildings offered opportunities to pick up bargains, with potential, although banks were reluctant to lend for such a class because of cashflow issues related to rent lapses.

Atchison said Australian commercial property overall was "reasonably wet placed" in part because, unlike the situation during the 1990s slump, there was not a significant supply of new property coming on to the

market. Perhaps to the surprise of some people, he reported that office rents in most parts of Australia were still rising; an exception could be Sydney, where subletting by financial institutions reducing the amount of space they needed meant that rents there were flat.

However for Australia as a whole there was no sign that office rents would decline significantly. The outlook for this sector could be described as "reasonable", he added.

In broad terms, retail markets were evenly balanced, with increases in space in some centres providing an inhibiting factor.

Stores which sold food and other essentials were unlikely to be severely affected by the current climate but those offering discretionary goods could be hurt. 

Industrial property could be retarded by increases in the supply of space and rents were likely to remain at recent levels.

Atchison noted that most property sectors now offered a reasonable premium, in terms of yields, over the government bond rate (a benchmark sometimes employed by property investors).

Industrial property offered returns of 7.5 per cent to 8.5 per cent 2.5 per cent to 3 per cent above the yield in bonds. Office property offered returns of 6 per cent to 7 per cent but the margin in retail were only moderately above what could be earned in bonds.
Atchison’s organisation, which advises between 30 and 40 financial institutions, including super funds, is now engaged in a study of property trends three to five years ahead but he points out that even now, “the fundamentals in these sectors remain sound” in the expectation that Australia’s economic growth remains positive.

The next few months would provide “a buyers’ smorgasbord” , particularly for “near investment grade” properties – projects which had not been completed because of the sponsors’ problems in raising finance or attracting buyers or tenants.

This is the view of Brian Tasker, managing director of Augusta Properties, which is creating a new direct property fund to acquire properties in this market, provide the modest investment needed to complete them, and make good profits in selling them. 

He agrees that the next three to six months will offer many opportunities which will provide great appreciation over the following three to five years.

He urges super funds in particular to set aside an allocation to enter this market, which would give them strong returns in the medium term. 

It was time for investors to sell out of listed property trusts and move this capital into direct property – the trusts had been highly successful for some years but the nature of the cycle indicated that they were not the most attractive avenue into property now. They had too strong a resemblance to equities, and the traditional attractions – liquidity and high returns – were no longer enough to make them attractive.

Later, super funds and others may choose to use the gains they would make in direct property to buy back into listed funds, for they would still have their place in a portfolio.

“The environment over the next year will provide generational opportunities, which will not be seen again for 10 or 15 years,” Tasker added.

He recalled a previous period when a similar slump occurred in 1991 and he helped sell property for an insurance company – sites which were yielding nearly 16 percent, so low were the prices – and the seller would have accepted levels with an implied yield of 20 percent. The buyers enjoyed great rewards later. 

Australian super funds seem to be remaining focussed on long term goals during the current upheaval, particularly in property.

Australian Super, one of the biggest funds in the country, with deposits under management of $26 billion, holds 13.5 percent of this in commercial property, 89 percent of which is within Australia. 
About half of its international holdings are in Asia, the balance in the U.S. and Europe..

Most of its property investments are managed by three wholesale funds, ISPT, AMP and GPT Office Fund.

There has been no consideration given recently by Australian Super to significantly changing its policy on commercial property.    

Peter Studley, Head of Research at DEXUS Property Group, pointed put that events had moved so rapidly in the past 12 months that risk aversion has become the preferred mindset. 

However capital and credit markets should progressively improve as interest rates fall globally, and as credit spreads slowly return to something above normal. 

The effect of the massive injection of liquidity from central bank action and Government fiscal stimulus will take nine to 12 months to flow through. 

The resulting re-adjustment in property markets is likely to throw up opportunities for investors. 

Studley said that if one looked past the very serious consequences of the global credit crunch, the broader trends were fairly typical of a pronounced economic and property cycle. 

While the current reversal began with a credit crunch, the 1982 cycle was a short sharp recession, the 1991 event was a global recession, and the 2001 cycle was a U.S. recession with a technology sector crisis. 

In the past such cycles have provided good opportunities to invest in property – each followed by a period of growth. 

The depth of this re-adjustment has yet to be determined, but there will be a point where contraction will give way to recovery. 

Peter Studley said it was reasonable to expect that risk aversion would be taken too far. Assets which were over-bought last year may be over-sold in the year ahead. 

“It is usually better to lead the herd, than follow it. Consequently, investors such as superannuation funds may benefit from having a pre-planned strategy for the next three years. 

“Assuming the adage ‘sell in boom, buy in gloom’ still applies, then the best time to buy real estate could be when it is still a bit gloomy, or at least the before the sentiment of other investors turns.” 

The challenge facing boards and investment committees was look beyond the prevailing sentiment to convince themselves of an opportunity. 

The need for institutional investors such as A-REITS and wholesale funds to consolidate their capital position is throwing up opportunities for investors to buy assets which were previously not attainable because they were tightly held. 

This included big high quality assets such as premium office buildings and regional shopping centres. 

Investors such as superannuation funds who have access to capital have traditionally sought exposure to property markets by direct investment or through wholesale funds.

In future, the need for capital by managers could also result in more joint ventures and partnering 

Property investment was a long term proposition so investors would be rewarded by diversification across markets and sectors – spreading the impact of any one investment. 

Studley added that DEXUS expected to see relative rewards from a focus on quality. 

“The trend for tenants to migrate into new, better quality, environmentally sustainable assets should continue in the longer term. 

“Value added strategies such as trading, development and leasing are likely to prove more attractive in early stages of the new growth cycle, than they were at the height of the last cycle. 

“Such strategies benefit from cheap acquisition, modest cost escalations, rent growth and a strengthening leasing market." 

The issue of sustainability in property investment is a recent theme being considered by some institutions.

Simon Theresia, investment consultant at Watson Wyatt, said in a recent research paper that sustainability will have more influence on investment returns in future, having an impact on rental values, vacancy periods, capital expenditure and capital values. 

“We therefore encourage long-term investors to assess the sustainability performance of their real estate portfolios and incorporate these considerations into decisions about acquisition, management and sale of real estate assets.” 

Theresia said the current economic environment has led to falling returns from commercial real estate, a sector that pension funds are more exposed to than any other alternative asset class and where global assets managed on their behalf reached more than $US512 billion in 2007.

According to his the research, sustainable buildings could prove to be more competitive, trade at a rental premium to the market, have shorter vacant periods, experience reduced obsolescence and slower depreciation and ultimately command higher capital values 

The firm believes a considerable amount of activity is already occurring in the sector to understand and measure the potential impacts of sustainability on real estate returns. 

At an international level the United Nations Environment Programme is bringing industry participants together to explore and encourage real estate investment that incorporates sustainability. 

With the aim of managing risk and enhancing long-term investment returns, Watson Wyatt is encouraging real estate asset managers to consider four main aspects: 

· Assess real estate portfolios to identify buildings the financial performance of which may suffer due to poor sustainability or may breach current or future legal requirements 
· Identify actions to upgrade the sustainability of buildings and conduct cost-benefit analysis to prioritise low-cost opportunities. 
· Set objectives, targets and timescales to implement actions as part of ongoing maintenance and refurbishment programmes where economically feasible 
· Incorporate sustainability considerations into real estate acquisition, development, management and disposal decision-making 
· Work with tenants and other relevant stakeholders to achieve mutually beneficial sustainability objectives and targets. 

Martin Lamb, Head of Property, Asia Pacific, Russell Investments

said there was good news among the gloom.  “As ‘hot money’ flees the market and fundamentals return to the fore, we should have a more rationale and stable investment market in previously fully-priced markets such as India and China.” 

Construction costs were decreasing;   for example, steel rebar is now 50 percent of the price a year ago .In India, land prices are now 15 percent to 20 percent lower than just a few months ago.  Lastly, there is anecdotal evidence that the Chinese authorities are being more accommodating to foreign real estate investment flows.

Lamb added that in the short term Russell was asking its private equity real estate investment fund managers to focus more on existing investments to anticipate and mitigate potential problems such as near-term refinancing.

As the firm evaluates real estate funds raising capital for Asian investment, it expects to focus greater attention on funds which have strong in-house operational and asset management capabilities.  

“We believe that in the near to mid-term, funds will have to ‘earn their return’ - through, for example, greater due diligence of market conditions and prospective partners, value engineering early in development projects, more intensive cash management, and greater involvement in leasing and operations activities.”  

There would be less greenfield development and more repositioning of existing assets. Russell remained generally optimistic about the private property markets in Asia.  The twin trends of urbanization and rising incomes in emerging Asia might moderate in the short term but would drive growth and demand for all types of real estate for some time.  

