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Over the past few reporting periods we have witnessed a steady decline in earnings growth for property 
companies across the sector even though the challenges in each specific sector (retail, office, industrial and 
residential) vary.  
 
In this paper we aim to outline the main reasons why we remain positive on the sector from a debt perspective 
and despite earnings being impeded by cyclical and structural headwinds we maintain that for credit investors, 
Australian property trusts remain a sound investment proposition.  
 
There is no doubt that over the past couple of years the property sector has been challenged by macroeconomic 
factors which have materially damaged performance.  For the retail REITs, the high Australian dollar, rising utility 
prices, the stubbornly high savings rate and general economic uncertainty have deterred shoppers.  For office 
landlords, changes in work patterns and reductions in the white-collar workforce have impacted demand for space 
combined with concerns regarding excess supply coming through in the next few years.  Residential development 
has been challenged by affordability which has driven potential buyers away.  
 
The REITs have responded to changes in demand in a number of ways, such as re-mixing shopping centres to 
leverage entertainment and leisure offerings, whilst office towers have become more in tune with modern working 
patterns, but arguably these changes have not been sufficient to combat the lingering headwinds.  
 
Fundamentals have improved 
 
Prior to the Global Financial Crisis (GFC), the strategy of many Australian REIT management teams was 
characterised by a thirst for growth driven by the acceleration of non-core development.  The market at the time, 
for the most part, was supportive of this approach rewarding listed REIT equity with significant premiums above 
net asset value.  Lower quality and more volatile development income comprised a higher proportion of total 
income and managements simultaneously geared balance sheets resulting in meaningful deterioration in 
coverage ratios and increased financial risk from a credit perspective.  Gearing was high and cash interest cover 
relatively weak.  
 
GPT is a good example of a company that moved from a conservative strategy, to one actively engaged in non-
core property development and acquisition, with a return to conservatism post the GFC nursing some slightly 
charred fingers.  Figure 1 illustrates this point showing look-through gearing and interest cover metrics as outlined 
in the company’s annual reports. 
 
Figure 1: GPT look through gearing and interest cover metrics 

 
Source: Annual report, Factset 
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The composition of GPT’s portfolio has changed dramatically in this period too. The charts in Figure 2 show 
GPT’s portfolio by income at three points in time.  During the lead up to the GFC (2007), the portfolio was a 
melting pot of different assets, in comparison to the conservatism exhibited today and in 2004.  
 
Figure 2: GPT portfolio composition through time 

Source: GPT Company presentations 
 
Very few property companies have re-embraced highly volatile strategies (greater development, leverage, 
offshore expansion), and those that have are generally smaller companies operating outside of the mainstream 
markets.  
 
During 2007-2008 many of the A-REITs faced a liquidity crisis whereby funding in the bank and debt capital 
markets dried up and the ability to refinance outstanding lines of credit became limited.  Those that were 
fortunate enough to secure bank funding paid through the nose and received very short duration terms.  It is due 
to this near death experience that we have witnessed a considerable improvement in financial metrics and 
business quality across the sector. 
 
It is worth noting here that the crisis in 2008 was very much one of financial weakness rather than linked to a 
supply and demand imbalance.  Whilst there is uneasiness regarding surplus supply in the major cities today, we 
view this as more of a concern for investors with a perpetual exposure to property and/or those who invest 
further down the capital structure.  Overall the REITs have reduced the quantum of development activity, and 
whilst development is not inherently bad, it does result in less cash flow certainty for investors, which all else 
being equal, is not desirable to debt investors. 
 
Schroders’ fundamental credit research is anchored in the assessment of a company’s financial health, the 
quality of its operations and the volatility of its cash flows.  We believe the probability of default for corporate 
bond issuers is determined by the interaction of these three factors – with poor financial health, lower quality 
business franchises and highly volatile operating cash flow all leading to an increase in default risk and the 
combination of all three amplifying this risk.  Our assessment of the current financial health, quality of business 
and level of operating cash flow volatility is that today the property sector as a whole would rate well inside 
investment grade.  This is in comparison to 2007 where the sector would have been on the cusp of sub-
investment grade, largely driven by its weak financial metrics and the fact that a larger portion of income was 
driven by lower quality and significantly more volatile development activity.  Figure 3 shows the improvement in 
financial metrics over the past 10 years for the overall listed domestic REIT sector1. 
 
 
 
 
 
 
 
 
 
 
 

 

                                                      
1 Cash and interest cover (operating free cash flow to interest) is a standard ratio used to measure interest 
serviceability based on the free cash flow generated after working capital and maintenance capex. 
Debt to FFO (Funds from Operations) is a standard ration to measure the quantum of debt versus  operational 
funds generated before changes in working capital. 
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Figure 3 

Source: Factset 
 
In summary, from a fundamental perspective property trusts are in a better place now than they were 6 years 
ago with greater levels of financial strength, higher quality businesses and lower volatility cash flows through re-
focusing on core passive investment portfolios and the shedding of high risk and non-core development activity.  
In the current environment A-REIT operational focus is largely “stick to the knitting”, cognizant of the importance 
of the debt maturity profile and the consequences of leaving refinancing to the last minute.  The lessons learned 
during the financial crisis appear to have sunk in, at least for the time being.  Bear in mind though, there are 
always exceptions to this rule and that is where our robust fundamental research process adds value. 
 
Duration and recovery matters 
 
Unlike equity investors, debt investors are investing for a finite period, which affords greater flexibility when 
analysing the investment opportunity.  Credit investors are somewhat shielded from long term macroeconomic or 
company specific issues within a given property portfolio.  For example, if we enter a period where rental 
incentives are high, supply is abundant and occupancy is suffering, the aggregated impact of this will take time to 
feed through a given property portfolio.  If a landlord is turning over 10% of the portfolio each year, it will take 10 
years to feel the full effect of the high incentives, and that is assuming leasing spreads remain disadvantaged for 
the whole period, which is unlikely.  Domestic leasing structures are skewed in the landlord’s favour with the 
majority of rents locked into a CPI linked arrangement.  Weighted average lease expiry tends to vary by sector, 
but obviously the longer the lease expiry the greater the protection for debt investors. 
 
Furthermore, due to the fungibility of property assets, if one company becomes distressed due to excessive 
leverage, so long as the sector has adequate financing capacity, recovery is likely to be high moderating the risk 
that debt investors are taking given their position in the capital structure.  Even with the problems faced by 
Centro in 2007-08; commercial mortgage backed security (CMBS) investors still received repayment in full2.  
This is not to say that debt investors are immune from loss if the conditions are bad enough i.e. both vacancy 
and gearing levels are too high.  Ultimately evidence of weak operating performance should be reflective in the 
price, but the debt investor has the opportunity to assess whether it will impact the ultimate repayment of the 
bond. 
 
The price is right 
 
We have already discussed that prior to the financial crisis the property trusts were characterised by weak 
financial metrics and growth profiles hinged on development activity.  Paradoxically, yields for the property trusts 
trade higher now than prior to 2007, despite the improvements made to business and financial quality that we 
have seen universally across the sector.  
 
The following chart shows the spread or interest payable above the swap rate for the average of A-REIT 
issuances at the time3.  We then compare this to our fair value assessment4. The base case fair value spread 

                                                      
2 Centro Properties Group breaches the Corporations Act by misallocating a large sum of short term debt as a long term liability in 2007.  This 
came at a time when the group had over $1billion of debt maturing but were unable to secure refinancing.  The value of Centro’s portfolio fell 
by over $2billion.  
3 We use the swap rate for the equivalent duration realised for a rolling 10 deal average of AREIT issuances. 
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would have been higher prior to the crisis to compensate for weaker metrics at the time.  Interestingly the chart 
shows that during the period from 2002 to 2007 investors were significantly under-rewarded for the risk taken in 
this period.  In contrast to today, where spreads remain elevated above the current rock bottom spread, even for 
low investment grade.  In summary, REITs are better value today for debt investors than they were 6 years ago.  
 
Figure 4: Credit spreads on A-REITs pre and post GFC 

Source: Bloomberg and Schroder estimates 
 
What sorts the wheat from the chaff? 
 
When analysing the REITs there are a number of factors which we consider in order to derive the business 
quality score.  This list is by no means exhaustive.  At Schroders, we vary our analysis depending on the 
segment within the property sector that we are evaluating, but the following list should provide a flavour of some 
of the business features that we review. 
 
 The senior management team: we are looking for teams that adhere to a consistent strategy through time; 

those that can ignore the “noise” from impatient investors and make decisions on the basis of adding long 
term value to the company.  We are looking for management who can walk the walk, without becoming 
distracted by short term temptations.  

 Strong credit metrics are critical to survival and we are looking for businesses that set a target range and 
manage consistently within that range.  This demonstrates a desire to be transparent and held accountable 
for capital management decisions.  

 Income volatility: we like property trusts that have less of a reliance on development income and are proven 
at actively managing existing investments in order to secure a stable and reliable income stream through the 
cycle.  

 Quality of assets: a critical component of business quality.  For example, in retail we are looking for centres 
which are well located in growth catchment areas; at Schroders we ideally look for prime and A-grade rated 
buildings in major CBD hubs and for industrial, sites that are located close to major arterial road networks 
and ports.  

Finally, within all of the property sectors we seek a proactive management team who are able to identify future 
headwinds or trends that may boost or impede growth over the long run.  Individual securities can and do 
perform differently, and therefore careful analysis of discrete securities is required in portfolio construction to 
generate ongoing value. 
 
 
 
 

                                                                                                                                                                                        
4 Our fair value assessment is defined as ‘rock bottom spread’ which is the minimum spread of interest payable above an equivalent duration 
swap rate required to compensate investors for the quality of the issuers within the sector, volatility of earnings and financial health of the 
sector. 
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Conclusion 
 
Headwinds faced by the property sector have impeded earnings growth over the last couple of years, however 
credit health is improving and income volatility declining.  Regardless of the improvements in business quality the 
A-REIT sector is offering returns to debt holders higher than those obtainable prior to the financial crisis.  
Historically low default probability combined with a recovery rate akin to major infrastructure assets are all 
reasons why there exist sound credit investment opportunities in the sector currently. 
 
We doubt that the restrained attitude towards development exhibited by the sector will last forever and indeed 
with equity investors demanding improved returns combined with the ongoing investor demand, pressure is 
mounting on the A-REIT businesses to gear up and build.  
 
  
 
Disclaimer 

Opinions, estimates and projections in this article constitute the current judgement of the author as of the date of this article.  
They do not necessarily reflect the opinions of Schroder Investment Management Australia Limited, ABN 22 000 443 274, 
AFS Licence 226473 ("Schroders") or any member of the Schroders Group and are subject to change without notice.  In 
preparing this document, we have relied upon and assumed, without independent verification, the accuracy and completeness 
of all information available from public sources or which was otherwise reviewed by us.  Schroders does not give any warranty 
as to the accuracy, reliability or completeness of information which is contained in this article. Except insofar as liability under 
any statute cannot be excluded, Schroders and its directors, employees, consultants or any company in the Schroders Group 
do not accept any liability (whether arising in contract, in tort or negligence or otherwise) for any error or omission in this article 
or for any resulting loss or damage (whether direct, indirect, consequential or otherwise) suffered by the recipient of this article 
or any other person.  This document does not contain, and should not be relied on as containing any investment, accounting, 
legal or tax advice.   
 


