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A-REITs – Reflections on value
A-REITs are one of the most public faces of Real Estate in Australia, given the high level of corporatisation
of the sector. Below we consider some of the trends in the current market and recent movements.
In Australia, listed A-REITs can be classified
into a number of subsectors: Retail (45%
of market capitalisation of all A-REITs),
Office (12%), Industrial (12%), Diversified
(27%) and Alternatives (4%). When
considering the asset composition of
Diversified REITs, they are largely weighted
to the Office and Retail subsectors.

The market's perception of the cost
of risk has lowered
Outlined in the figure below are the trading
premiums to NTA and the dividend yields
at which the A-REIT subsectors traded
through 2016 and 2017:
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Notes: Diversified REITs are largely exposed to Retail and Office, with some
exposure to Industrial and Residential. Consequently, its performance is not
dissimilar to the specialised Retail and Office A-REITs.
Source: CapitalIQ, Company annual reports, Deloitte analysis,
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While all A-REIT subsectors can be observed
to have generally traded at a premium to
NTA since June 2016, performance across
subsectors has been mixed and the
investment themes have also been different.
Despite this, the cost of risk has lowered
with property valuations reducing the
gap to market capitalisation and the yield
differential to government bonds reducing
by 90 basis points (2.5% to 1.6%).
The property valuers continue to
play catch-up
Over the period, the overall median
premium to NTA reduced from 21% at June
2016 to 5% at June 2017. This was primarily
driven by NTA growth resulting from a
broad based reduction in capitalisation
rates in underlying property valuations.
This decline in capitalisation rates was
largely influenced by investor (local and
foreign) demand for investments with a
secure income yield, underpinned by a
view that interest rates that are likely to
be lower-for-longer. At the same time, the
market capitalisation was weighed down
by an increase in government bond yields
(circa 80 basis points) during the 1st half
of FY17 and headwinds in the retail sector
as noted below.
Since June 2017, NTA premiums have
started to rise again driven by an increase
in the market capitalisation, reflecting
a view, in our opinion, that there will
be further, albeit small, reductions
in capitalisation rates applied in the
underlying valuations.
Retail’s Amazon moment finally arrived
Over the second half of 2016 and first half
of 2017, the retail sub-sector experienced
an increase in valuations as capitalisation
rates decreased given the wide gap that
had formed relative to other more secure
property asset classes such as office.
Consequently, the median NTA premium for
retail declined over FY17 from 26% to 4%.

In the second half of 2017 there were
concerns over the impending arrival of
Amazon and the pressure on consumer
spending driven by low wage growth, higher
cost of living and slower house price growth.
Despite this, retail malls that were able to
offer an improved shopping experience
and diversity of tenant mix have been able
to partially mitigate the impact from online.
The recent proposed takeover of Westfield
by Unibail-Rodamco is testament to the
global capital markets’ confidence in the
continued relevance of quality malls and an
acceleration of the consolidation which is
occurring as a response to the online shift
and impact on consumer expectations.
Office is already low and now waiting
for uplifts on developments
For office, NTA increased by 19% between
June 2016 and June 2017 driven by
lower capitalisation rates and strong
fundamentals. Strong economic
fundamentals and infrastructure
investment, particularly in eastern
coast metropolitan cities such as
Sydney, combined with a withdrawal
of older stock has resulted in below
average vacancy rates for prime space
and upward pressure on rents and
increased earnings for office A-REITs.
Development activity amongst the large
players is strong but the uplift in office
property values hasn’t necessarily flowed
through to the value of development
assets and this has resulted in premiums
to replacement cost being at historical
highs, particularly in Sydney. Such arbitrage
provides scope for a rerating of businesses
with strong development pipelines.
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Industrial’s Amazon moment
has also arrived
The significant NTA premium for Industrial
A-REITs reflects a number of factors
including the structural demand for quality
industrial sites in order to achieve supply
chain efficiencies in the shift to e-commerce,
high portfolio occupancy rates and a
recognition of the security of tenure of
tenants. Goodman Group continues to
receive due recognition for the successful
business and platform it has built and is an
outperformer in this subsector and against
A-REITs in general.

Alternative A-REITs are being priced
for lower interest rates
Alternative A-REITs are invested across a
range of property types such as storage,
rural, education, pubs, retirement,
international residential, hotels and social.
These alternative property assets are
generally smaller, more ‘operational’ in
nature, have exposure to the same risks
as their tenants and tend to have a more
concentrated tenant mix, implying greater
risk with valuations typically based on higher
capitalisation rates.

These A-REITs have traded at higher
NTA premiums relative to the traditional
subsectors as investors pursue yield
particularly in the current low interest rate
environment. With the increase in premiums
over the second half of 2017, and subject
to confidence in future improvements in
earnings, we expect to see reductions in
capitalisation rates and discount rates,
especially for assets with exposure to food,
ageing, health and capital city hotels.

A-REITs continue to play it safe on debt funding and are being rewarded
Outlined in the figure below are the gearing levels (net debt to book equity) of the various
A-REIT subsectors through 2016 and 2017.
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Source: CapitalIQ, Company annual reports, Deloitte analysis,

Gearing has been relatively stable across
the sector for some time, with the sector
substantially recapitalising balance sheets
post GFC. Median gearing on a net debt to
book equity basis has reduced slightly to
below 40% over FY17.

However, in our opinion, A-REITs with
lower gearing tend to trade at higher
premiums to NTA as there is more
scope to optimise equity returns via
the increased use of debt.
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Transaction activity
Outlined in the graphs below are the
capital raisings and M&A transaction
activity in the listed A-REIT sector since
the June 2016 quarter.
A-REIT – M&A activity by quarter
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Since the June 2016 quarter, A-REIT capital
raising activity has largely occurred in the
retail sector with the $1 billion IPO of Viva
Energy in August 2016 and circa $650 million
capital raisings each by Vicinity, Westfield
and Scentre. The investment theme spilled
over to industrial, with a $1.1 billion raising
by Goodman Group in September 2017
and the $500 million IPO of Propertylink in
August 2016.
While M&A activity in the sector has been
more subdued, the median NTA premium of
deals since the June 2016 quarter was 15%,
with notable transactions relating to the

Ribbon Darling Harbour Project ($700
million, September 2016) and Generation
Healthcare ($670 million, June 2017).
Outlook
On the back of strong performance in
2016 and early 2017, we expect to see
continued strong performance by A-REITs.
However, this will be driven by earnings
increases and consolidation amongst
certain players, which is likely to be offset
by the long awaited increase in interest
rates towards the end of 2018.

Earnings increases will highlight the
high quality management teams and
platforms in place, but in particular, are
expected to be driven by factors such as
developments, operational efficiencies
and optimisation (through the increased
adoption of technology). The subsectors
to watch will be the diversified, retail and
industrials over the short-term and office
over the medium term. Notwithstanding
its perception of being stable, we can
expect to look forward to more interesting
developments in the sector.
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