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Global Real Estate Securities 

Fund Investment Performance 

 
The Resolution Capital Global Property Securities Fund (Hedged) – Series II outperformed the FTSE 
EPRA/NAREIT Developed Index (AUD Hedged) Net TRI by 122 basis points for the quarter ending 31 December 
2017. 
 

Period Ending 31 December 2017*  

 
Quarter 

%  
1 Year 

% 
3 Years 

% p.a. 
5 Years 

% p.a. 
7 Years 

% p.a. 
10 Years 

% p.a. 

Since 
Inception# 

% p.a. 

Fund (after fees)^ 4.86 11.77 8.54 10.07 10.43 3.72 3.73 

Benchmark+ 3.64 8.20 6.18 10.26 10.99 5.52 5.87 

Difference 1.22 3.57 2.36 -0.19 -0.56 -1.80 -2.14 

 
 

Resolution Capital Global Property Securities Fund (Hedged) – Series II Unit Price 

    Net Entry  Net Exit 

31 December 2017^    $1.1135 $ 1.1069 

30 September 2017    $1.0679 $1.0615 

^ Ex distribution of 0.6197 cents per unit as at 31st December 2017. 

 

 

 

 

 

 

 

 

 

 

 

 

* Net returns are expressed after deducting investment management costs. Past performance is not a reliable indicator of future performance. 
# 30 April 2006. 

^ Please note this Fund was previously known as the Perennial hedged global Property Wholesale Trust. Resolution Capital was appointed manager 

of the Fund effective 1 November 2014. 
+ Benchmark is FTSE EPRA/NAREIT Developed Index (AUD Hedged) Net TRI to 1 November 2014. Thereafter UBS Global Real Estate Investors 

Index (AUD Hedged) Net TRI.  From 1 April 2015, FTSE EPRA/NAREIT Developed Index (AUD Hedged) Net TRI.  
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Market Performance 
 

Market Overview 

  
31 Dec 17 30 Sep 17 

Quarterly 
Total 

Returns 

FTSE EPRA/NAREIT Developed Index (unhedged in A$ Net TR) 3,807 3,663 3.9% 

FTSE EPRA/NAREIT Developed Index (hedged in A$ Net TR) 2,550 2,461 3.6% 

S&P/ASX 300 (GICS) Property (Accum) 46,973 43,579 7.8% 

S&P/ASX 300 Index (Accum) 59,724 55,432 7.7% 

US 10 Year Bonds 2.43% 2.31%  

AU 10 Year Bonds 2.66% 2.85%  

A$/US$ 0.78 0.78 -0.3% 

Source: Bloomberg 

Commentary 

The FTSE EPRA/NAREIT Developed Index produced 

a total return of 3.6% in A$ Hedged terms for the 

quarter ended 31 December 2017.  

 

Highlights for the quarter centered on corporate activity 

focused in the mall sector. 

 

The Fund outperformed the benchmark, producing a 

total return of 4.86%1 for the quarter.  

 

The investment climate was shaped by mounting 

evidence of broad global economic growth, consequent 

upward pressure on short term interest rates, rising 

commodity/energy prices, Brexit progress and US tax 

reforms.  

 

The timing and pace of winding back QE programs 

remained a critical point of contention as Central Banks 

appear increasingly conscious of not wanting to further 

stimulate asset prices. Indeed, both the US Fed and the 

Reserve Bank of Australia (RBA) noted their concerns 

about elevated commercial property prices. The RBA 

specifically commented that asset prices had 

appreciated faster than rents and that when interest 

rates rise, pressure could be put on property capital 

structures. 

 

While it is prudent for central planners to identify 

elevated debt as a potential risk to property values, 

current debt levels within the property industry, and 

particularly within listed real estate, do not seem 

excessive compared with prior cycles.  In general, 

REITs have de-risked the capital structures through 

lower overall financial leverage levels, extending debt 

maturities, fixing rate and employing unsecured 

borrowings where possible. 

 

                                                
1 After fees and taxes 

Key markets continue to see upward pressure on 

interest rates, with the United States, Hong Kong 

(which ties its monetary policy directly to the US), 

Canada and the UK (its first increase since 2007) 

ushering increases during the quarter. These increases 

appear measured with central bankers seemingly 

cautious in light of stubbornly low consumer price 

inflation. The US Fed is expected to continue to 

increase interest rates in the year ahead. 

 

Central Bank Policy Rate – Slow path to 

Normalisation 

 
Source: Oxford Economics, October 2017 

 

Tax reform legislation was enacted in the US in the 

waning days of 2017.  These changes have little direct 

impact on REITs.  However, compared with US 

corporates with considerable domestic earnings (and 

trapped offshore cash reserves), REITs could be 

viewed as a relative loser as, being in effect tax 

exempt, their bottom line earnings will be unaffected. 

 

Against this back-drop, generalist investors seemed to 

be more enthusiastic about areas traditionally 

considered growth/cyclical investment opportunities, 

particularly equities.  Earnings growth for broad 
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equities (as depicted by consensus forecasts for the 

S&P 500 index in the US) began to exceed that of 

REITs in 2017, and this trend is expected to continue 

in 2018, as illustrated in the following chart. 

 

Earnings Growth Rates US REITs and S&P500 

 
Source: JP Morgan and Bloomberg 

 

Furthermore, as a sign of the increased investor risk 

appetite, record prices were paid for art2 and Bitcoin 

speculation garnered significant media coverage – the 

scent of tulips detected by many seasoned investors 

and investment historians. 

 

Hence, REITs’ return profile seems relatively 

pedestrian and accordingly, the sector has 

experienced sizeable outflows from sector dedicated 

funds over the past 12-24 months, not least of which by 

the Japanese and US REIT mutual fund investors, a 

trend which continued in the December quarter.  

 

US Registered REIT Mutual Fund and ETF Total 

AUM 

 
Source: Citi and Lipper 

 

 

 

 

 

 

                                                
2 Leonardo di Vinci’s believed-to-be “Salvator Mundi” painting sold 

for US$450m in November 

Japanese Registered REIT Mutual Fund Total AUM 

 
Source: Citi and Bloomberg 

 

These circumstances weighed heavily on the 

performance of US REITs (1.6% total return in the 

quarter) and J-REITs (1.6% total return), the lowest of 

the recognised global REIT markets. 

 

US healthcare REITs seemed to find market conditions 

particularly challenging and the Fund’s avoidance of 

this sector was a major source of positive relative 

performance. Chock full of seniors housing, nursing 

homes and medical offices, the US healthcare REIT 

sector continues to face weak internal growth 

fundamentals brought about by rampant development 

activity (an ill-disciplined response to the headline 

ageing population demographics theme) and 

somewhat weak underlying tenant credit issues. 

 

Our continued avoidance of the J-REIT sector 

benefited the Fund’s relative performance. With high 

yield REIT mutual funds in outflow mode, the market 

has been under selling pressure. We’d like to believe 

investors have recognised the chronic lack of cash-flow 

per share growth and serial equity issuance by J-

REITs. Interestingly, smaller cap J-REITs have been 

more stable than their larger cap brethren as they have 

not faced the same selling pressure from the high yield 

funds which have focused on the more liquid large 

caps.  

 

Japanese economic growth, which has had so many 

false dawns in the past, is pointing higher as we head 

into 2018 thanks in part to Prime Minister Abe retaining 

power after calling a snap election during the quarter.  

The country is experiencing low unemployment and 

growing labor force participation, and there is hope for 

real wage hikes in the year ahead.  Consequently, 

these hopes extend to inflation finally picking up.  It will 

be interesting to see if the Japanese government feels 

it necessary to reduce the corporate tax rate, which is, 

at 40%, one of the highest in the developed world. This 
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would be a positive for Japanese property companies 

where we continue to concentrate our exposure in the 

region. 

 

Despite relatively subdued returns from the US and J-

REIT markets, the global REIT sector still managed to 

produce competitive risk adjusted returns for the 

quarter thanks to solid performance in other regions.  

 

UK REITs generated an 8% return in the December 

quarter as stock prices enjoyed a bounce largely on the 

back of progress in the Brexit negotiations.  Reduced 

uncertainty for the UK economy should translate into 

improved tenant confidence which will ultimately 

benefit UK REITs.  

 

Hong Kong real estate stocks also rallied for a number 

of reasons, chief among them clearer signs of a 

recovery in Hong Kong retail sales and a number of 

prominent shopping centre and office property 

transactions boosted the Fund’s Hong Kong names.  

 

Hong Kong retail sales growth (12 months rolling) 

 
Source: Bloomberg, Census and Statistics Department HK, RCL 

 

Australian REITs produced 7.8% total return, primarily 

driven by the takeover offer for Westfield Corp (WFD-

ASX), the local sector’s second largest stock, which 

surged 14% following the offer from Europe’s Unibail-

Rodamco (more on this later).  With Australia’s 

economy spluttering along and a substantial proportion 

of the expected A$20bn Westfield equity proceeds 

reinvested in the space, A-REITs remained well bid. 

 

Europe produced strong performance for the quarter. 

From our perspective, the highlight on the Continent 

was the takeover bid launched for Buwog Group 

(BWO-AT). As the year was winding down, the largest 

listed owner of rental apartments in Germany, Vonovia 

(VNA-DE) made an all cash offer of €29.05 per share 

to acquire Buwog group, its smaller Vienna-listed 

competitor with residential property in Germany and 

Austria. The deal values Buwog’s portfolio at €5.2 

billion. Vonovia’s offer represents a 24% premium to 

the Net Asset Value (NAV) per share and 18% above 

the previous share price close.  We were particularly 

attracted by Buwog’s in-house residential development 

capabilities. Hence, we are somewhat pleased to see 

the value of this capability recognized by Vonovia 

which, presumably, can scale development across its 

much larger portfolio. However, like the Westfield 

situation, the buyout of Buwog reduces our choices and 

means we must find alternatives for the proceeds. 

 

Vonovia’s asset growth has been extraordinary. 

Starting its public life in 2013 (née Deutsche Annington) 

with circa 180,000 residential dwellings, the company 

has acquired multiple portfolios and this latest 

transaction will see the number of apartments swell to 

400,000.  Even at this level, Vonovia will still have less 

than a 2% share of Germany’s estimated 23 million 

rental housing units. 

 

However, it would seem its ambitions are not confined 

to Germany. Buwog and an earlier acquisition saw it 

enter Austria, and during the quarter it announced its 

intention to investigate France. Given the historic 

conflicts between the Germans and the French, 

Vonovia is conscious it must tread carefully into being 

a landlord to the French. Hence, it has entered into a 

MoU with an established French residential landlord, 

Société Nationale Immobilière, to learn how the market 

works in terms of acquisition, management, and 

operations. The MoU represents a cautious and 

capital-light first step in VNA’s efforts to expand into 

European metropolitan areas. 

Property Transactions – higher prices, lower 

volumes 

There is mounting evidence that the listed sector is 

trading at a discount to valuations implied by recent 

direct market real estate transactions. Indeed, there 

were several notable transactions completed during 

the quarter at prices which might be described as 

“aggressive”.  

 

Examples included: 

 

 Link REIT (823-HK) sold a portfolio of non-core 

assets to a private equity consortium for 

HK$23 billion at a 52% premium to book value 

and on a 2.8% net income yield.  This portfolio, 

consisting mainly of smaller “wet markets” 

represented 15% of the company’s equity 

market cap. Link immediately began to use the 

proceeds to buyback its stock, thereby 

arbitraging the gap between private and public 

valuations. 

 

 Also in Hong Kong, Fortune REIT (778-HK) 

sold Provident Square, a retail center at a sub 
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2% net yield and at an 88% premium to book 

value. Meanwhile, CK Asset Management 

(1113-HK) sold The Centre for HK$40.2 billion 

(US$ 5 billion) to a consortium of China and 

Hong Kong based investors.  Pricing equated 

to a solid HK$34,000 psf (A$60,000 psm or 

US$4,400 psf).  The cap rate was a rumored 

2.3%. 

 

 In Australia, a wealth manager acquired 50% 

of the Indooroopilly shopping centre in 

Brisbane for A$800m on a yield of 4.25%. Also 

noteworthy was Vicinity’s (VCX-AU) asset 

swap with Singapore’s GIC in a deal worth over 

A$1.1bn and on combined income yields of 

close to 5%. 

 

 In Europe, listed REIT Eurocommercial 

Properties (ECMPA-NA) acquired the Woluwe 

shopping centre in Brussels for €468 million on 

a 4% yield.  Proceeds from the sale of four 

smaller assets in Italy will be used to partially 

fund this acquisition. 

 

 In the US, Forest City (FCE/A-US) completed 

the sale of its remaining 50% ownership of 10 

regional malls for US$1.55 billion to 

Queensland Investment Corp (QIC), already 

the owner of the other 50% stake since 2013.  

Although undisclosed, we estimate that QIC 

acquired the remaining portion of this portfolio 

at about a high 5% cap rate.  This transaction 

largely completes Forest City’s refocusing on 

office properties and mixed-use developments. 

 

 Office assets continue to trade in London and 

provide evidence that well leased assets with 

proximity to good transport links still command 

strong pricing. Great Portland Estates (GPOR-

LN) sold two assets during the quarter, 

including 240 Blackfriars Road to a Dubai 

family office, and 30 Broadwick Street.  The 

first asset sold at a reported 3.95% cap rate, 

the second sold for an eye popping £2,015 psf.  

While overall activity in London may be 

moderating somewhat, strongly positioned 

assets still beget strong pricing. 

 

 Seeking to cement its dramatic rise on the 

property landscape, it is noteworthy that  

serviced office provider WeWork bought a 

prominent property in New York (the Lord & 

Taylor department store on Fifth Avenue).  It is 

believed to also be in advanced discussion to 

buy the Devonshire Square office complex in 

London. 

Whilst prices remain elevated, we note that global 

property transaction volumes in 2017 were lower than 

the previous year, which itself was about 9% lower than 

2015.  The following graph illustrates moderating 

investment sales volumes in the past two years.  

Apparently there were fewer, larger Chinese buyers, at 

least in the December quarter, as the “One Belt, One 

Road” policy appeared to come into effect.  Also, 

investor interest seems to be oriented more towards 

well leased assets rather than value add opportunities, 

which we think this fits with a more “risk-off” profile. 

 

Investment volumes plateaued in EMEA and the 

Americas (rolling 4 quarter basis) 

 
Source: Real Capital Analytics and JP Morgan 

 

Nevertheless, recent transactions imply REITs are 

trading at relatively attractive prices. Crucially, this 

discount is likely to have been a catalyst for high profile 

M&A activity within the REIT sector which provided a 

fillip to returns during the December quarter. 

Retail – M&A provides a shot of adrenalin 

It proved to be a particularly absorbing quarter for listed 

retail property platforms.  

 

With torrid market returns in the lead up to the 

December quarter, the segment was subject to some 

high-profile takeover offers and shareholder activism 

centered on a number of high profile mall REITs: 

Westfield, INTU and GGP subject to bids, whilst activist 

shareholders showed up on the register of Taubman 

Centres and Macerich Co. 

 

Clearly, mall REITs are the center of one of the most 

contentious areas of the property market: to what 

extent e-commerce will affect their future remains the 

topic du jour. Despite numerous retail property 

transactions typically involving assets with inferior 

moats, including some referenced earlier in our report, 

listed mall REITs have been trading at material 

discounts to the underlying property valuations.  This 

disconnect can be attributed to several factors, 

including heavy short selling, but ultimately that the 
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listed market sees better relative risk adjusted returns 

available elsewhere in the real estate sector. 

 

Largely as a consequence of this disconnect and 

general uncertainty, there has been several public-to-

public consolidation attempts in the final few months of 

2017. 

Unibail decides to “have a great day Westfield 

shopping”3 

In mid-December, investors were surprised by Unibail-

Rodamco’s (UL) proposed acquisition of Westfield in 

an A$33 billion transaction involving scrip and cash. 

“Unibail” is the foremost owner of shopping malls in 

Continental Europe, with supplementary exposure to 

office buildings and exhibition and convention centers 

in the French capital.  

 

Despite being Europe’s largest listed property 

company and a long term strong performer, UL may not 

be a well-known name outside of real estate investment 

circles or with consumers, as it has not branded its 

malls. Though for us, this has been an outstanding 

story within the industry thanks to superior asset 

management, operating performance and capital 

management prowess.   

 

Embracing a strategy of owning only dominant 

shopping centers, UL embarked on a multi-year 

disposition program which further rationalised and 

transformed its portfolio.  In fact, UL’s strategy in retail, 

in many ways, mirrors that of Westfield.  

 

Westfield owns a desirable portfolio which includes 

some of the strongest regional malls in the US and the 

UK.  Through the Westfield transaction, UL gains entry 

to: 

 The UK market (by way of Westfield’s 

ownership of the two most productive malls in 

Europe, Westfield London and Westfield 

Stratford, as well as a cracking development 

opportunity south of London). 

 

 To the US where Westfield owns 35 US 

properties, of which 17 are considered 

dominant in major markets, such as LA’s 

Century City, The San Francisco Center, New 

York’s World Trade Center and Garden State 

Plaza, among others.   

 
With the addition of preeminent assets in London and 

in the US, Unibail must surely be hoping to improve its 

negotiating heft with global retailers. 

                                                
3 A former Westfield advertising slogan 

 

On the flip-side, naturally many will be intrigued if not 

disturbed by the Lowy’s decision to effectively cede 

control of a business that it established over 50 years 

ago and became one of the best-known brands in real 

estate globally. It is doubtful we will ever truly know the 

order of the motives, but we note that Sir Frank Lowy 

now is into the twilight of his career and his three sons 

seem to have disparate interests. Hence, the notion of 

handing over the reins to a seasoned operator without 

family control issues whilst maintaining a sizeable 

equity interest in an outstanding platform in Europe the 

UK and the US seems a reasonable outcome. It is also 

noteworthy that in recent years UL had trumped 

Westfield’s ambitions of expanding on the Continent, 

as Westfield had lost bids for new mall developments 

in Brussels and Hamburg to UL. 

 

There is no disputing that the Lowy’s are stepping aside 

at an interesting point in the industry’s history, and this 

will heighten concerns about the viability of physical 

malls in the world of ecommerce.  Following the 

acquisition of Westfield by UL, the Lowy’s will have a 

2.8% stake in the merged entity, and they have 

committed to maintaining a “substantial investment” in 

the company in the future.  The Lowy’s have 

maintained their 4% stake in Scentre Group, the ASX 

listed vehicle which owns Westfield branded shopping 

centres in Australia and New Zealand. 

 

If it weren’t UL as the buyer and the Lowy’s decision to 

accept equity as a major component of the deal, we 

would be alarmed. We consider UL the best stock in 

Europe and among the best mall operators in the world. 

UL has proven itself to be an extraordinary operator of 

malls and disciplined manager of capital (although as 

we note later, it has increased leverage with this 

transaction). Like Westfield it has regularly sold 

properties it did not believe would produce returns 

commensurate with that available in the remainder of 

its portfolio or in development of new assets.  We have 

been consistently impressed with the quality of its 

property management team.  

 

All that said, we would not dismiss the possibility of a 

higher competing bid.  The Westfield portfolio is an all 

too rare opportunity to gain control of some of the 

world’s most dominant and productive malls in key 

markets. 

Out of INTU 

Earlier in the quarter UK based Hammerson (HMSO-

LN) launched a £3.4bn scrip bid for rival mall owner 

INTU Properties (INTU-LN).  Hammerson-INTU is a 
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prospective marriage of underperformers in the UK 

mall space.  Of the two, Hammerson is the stronger 

company with a much better management team and a 

healthier balance sheet.   

 

INTU could best be described as a laughing stock of 

the industry.  Its track record has been nothing short of 

appalling – a consistently low Return on Equity (ROE), 

poor earnings and dividend growth and a highly 

leveraged balance sheet which has constrained much 

needed capex on the existing Fund (and ensured a 

deeply discounted equity issuance in 2009).   

Intu earnings growth and leverage 

 
Source:  Company reports, SNL, and RCL 

 

More damning is that Capital Shopping Centres (the 

previous name of INTU) had effectively rejected Simon 

Property Group’s 425p indicative offer by early 2011 

(when its published NAV was 317 pence per share).  At 

that time, Capital Shopping Centres argued in a public 

circular that its NAV could approach 625p per share.  

Hence, it is perplexing that INTU’s board now agreed 

to a scrip offer by Hammerson which valued Intu at 

254p compared with its published NAV of 385p per 

share. 

 

Part of the challenge of unlocking value at INTU has 

been offering its substantial South African investor 

base a solution in terms of maintaining a listing in South 

Africa.  Nearly 20% of INTU shares are believed to be 

held via the JSE listing, so accommodating this investor 

block appears a strategic imperative.  As HMSO 

recently established a secondary listing on the 

Johannesburg Stock Exchange, the bid meets a key 

criteria. 

 

To us INTU offers a case study of why not every listed 

stock is investment grade. 

 

 

Intu NAV per share & stock price 

 
Source:  Company reports, SNL and RCL 

 

Year after year, many sell side analysts have promoted 

the stock’s discount to NAV providing a sufficient value 

buffer, and year after year INTU’s management found 

ways of proving them wrong: poor investment decisions 

(notably buying a number of Westfield cast-offs 

including Merry Hill, Derby and Nottingham), poor 

operational performance and capital management 

missteps.  

 

Selfishly the stock has proven to be a good source of 

relative outperformance through avoidance, but the 

company’s entrenched management and poor 

investment returns have been a blemish on the industry 

– a high profile case of the industry’s worst practices. 

 

The combined vehicle will be the largest retail landlord 

in the UK with investments in Europe.  Surely HMSO 

should be able to squeeze more operational cash flow 

from INTU’s properties, including strongly positioned 

Trafford Centre in Manchester and Lakeside east of 

London.  Nonetheless, the larger company faces 

several years of dilutive dispositions to reduce higher 

leverage and to fund development.  The hope is that 

growth will eventually return.  We remain unconvinced 

and believe this will take years (eons seemingly) to play 

out. 

 

Hammerson traded “weak” on the back of the INTU 

announcement, falling 6% in a week to a 30% discount 

to NAV.  Hammerson, in fact, may have put itself in a 

vulnerable position such that it may become the prey 

rather than the hunter.  With a long lead time until the 

deal’s expected closing in the second half of 2018, the 

final chapter of this saga may not yet be written.   

GGP/Brookfield – a Canadian standoff, so far 

As had been rumored for some time, in November, 

Brookfield offered to acquire the 66% of GGP which it 

does not already own.  The US$23/share offer was 

subsequently rejected by GGP’s independent 
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directors.  With Brookfield’s existing, sizable ownership 

stake, the outcome seems a foregone conclusion with 

only price and timing the outstanding variables still. 

Activists Appear 

Following a period of significant underperformance 

earlier in the year, Macerich Co (MAC-US) and 

Taubman Centers (TCO-US), two US mall companies, 

were strong performers in the December quarter as 

both companies gained renowned activists as 

shareholders.  In the case of TCO, after a close vote on 

board directors led by Land & Buildings (a dedicated 

real estate activist), Paul Singer’s Elliott Management 

showed up on the register with just under a 4% stake.  

MAC also saw activist shareholders appear on its 

register.  Recall that MAC famously rejected Simon 

Property Group’s US$95.50/share takeover offer in 

2015.  With MAC’s stock recently trading at US$65, 

shareholders have reason to be disappointed with the 

entrenched management team.  In December, both 

TCO and MAC adopted golden parachutes for senior 

management in the event of a change in control.  We 

do not view this as a means of entrenching 

management, but rather an internal acknowledgement 

that a corporate transaction may eventually occur. 

DDR Corp – spinning off assets and returning 

the keys to shareholders 

In mid-December, US shopping center company, DDR 

Corp. (DDR-US), announced the spin-off of 40 lower 

quality US assets and its entire Puerto Rico portfolio 

into a new public REIT, Retail Value Trust (RVT).  RVT 

will be externally managed by DDR, and the intention 

is for it to be liquidated over a two to three year period.  

DDR’s relatively new management (i.e. not responsible 

for the front end of these investments) took this 

decision in order to insulate its core portfolio from the 

drag of these distressed assets.  The DDR-RVT spinoff 

is expected to occur in mid-2018.  DDR rallied 7.4% in 

the week following this announcement as the market 

grew more constructive on the outlook for DDR remain-

co. 

 

As was the case with Simon’s Property Group’s spin of 

lower quality assets into newly listed Washington Prime 

and GGP’s similar spin into Rouse, DDR is essentially 

splitting its portfolio into two pools of properties, both of 

which, at least initially, will be owned by current DDR 

shareholders. 

Wharf Casting off the Wharf 

In Hong Kong, The Wharf (Holdings) Limited (4-HK), a 

large, diversified owner and developer, spun off its 

Hong Kong stabilized, investment property portfolio 

into a newly listed vehicle, Wharf Real Estate 

Investment Company.  Wharf REIC (1997-HK) owns a 

HK$230 billion portfolio which is principally skewed to 

retail, and the retail that Wharf REIC owns is among the 

best quality in Hong Kong.  The jewels include the 

massive Harbour City complex in Kowloon and the 

vertical shopping mall, Times Square, in Causeway 

Bay. These properties are among the most productive 

retail properties in the world.  Sales per square foot in 

Harbour City exceed A$37,000 sqm (US$2,700 psf).  

Wharf REIC sports a low leverage profile (4x 

Debt/EBITDA) and it seems to be “on-sale” in the public 

markets with a mid-6s implied cap rate.  Moreover, 

luxury sales in Hong Kong have started to grow again 

after several years of contraction. 

Capital Management 

REITs did not access the equity capital markets in a 

meaningful or widespread manner during the 

December quarter with most REITs trading at or below 

NAV it makes limited sense.  

 

In November, A-REIT Cromwell Property Group 

(CMW-ASX) IPO’d a new externally managed REIT on 

the Singapore exchange. Cromwell European REIT 

(CEREIT-SGX) contains a portfolio of 74 properties 

across five European countries.  Having failed in an 

earlier attempt last quarter, ‘Second times the charm’ 

as the saying goes as the IPO was downsized from the 

previous attempt and excluded properties in Poland.  

CEREIT raised €865m gross equity for this €1.4bn 

Fund, including CMW’s €310m, 36% stake.  Later, in 

mid-December, Cromwell issued A$170 million, equal 

to 9.9% of existing shares, to two cornerstone investors 

in the CEREIT IPO less than a month prior.  The shares 

were issued at 5% below its recent price range 

(VWAP).  We question the need for Cromwell to issue 

nearly 10% of its equity base at a discount in a non-

marketed offering to a party that was linked to the 

recent IPO of another Cromwell vehicle.  The head 

stock issuance seems a Quid Pro Quo for getting the 

Singapore IPO over the finish line.  

 

Debt markets remain accommodating for REITs: 

multiple sources at headline grabbing low interest 

rates. Nevertheless, most REITs have chosen to 

maintain or reduce gearing, taking advantage of 

conditions by simply extending debt duration at the low 

rates.   

 

As the interest rate curve flattened in the December 

quarter, a few investment grade US REITs issued 

perpetual preferred equity for the first time in several 

years.  For example, in December, Vornado (VNO-US) 

issued a US$300m 5.25% perpetual preferred with the 

proceeds intended, in part, to redeem US$120m 

6.625% preferreds.  We find the 112 basis points 
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coupon savings to be attractive.  However, the coupon 

is still 250 bps above the 30 year treasury and 225 bps 

above the 10 year treasury at the time. We estimate 

that VNO could issue 10 year debt at circa 3.5%, a far 

lower expense cost than the perpetual preferreds. 

 

However, it is important to note our concern that the 

recent large predominantly European M&A 

transactions involve the acquirer employing increasing 

amounts of leverage.  In the instances of Vonovia-

Buwog Group, Hammerson-INTU and UL-Westfield, 

post deal leverage will be higher for all three. 

 

In the case of Vonovia, acquiring Buwog Group for all 

cash will take VNA’s leverage above 50% LTV and 

essentially undo two years of progress to reduce 

leverage.  In the case of Hammerson, it is acquiring 

INTU in an all scrip transaction, and by doing so, it 

absorbs INTU’s higher leverage.  Following this 

transaction, Hammerson’s leverage will increase from 

37% to 41%, and as a result, the company will depend 

on asset sales to both fund its capital needs and to 

reduce leverage.  Following the Westfield transaction, 

UL’s leverage will also crest 40%, in fact, reaching 41% 

according to current estimates.  Earlier in 2017, Gecina 

acquired Eurosic in a transaction which increased 

Gecina’s leverage from 33% pre-deal to 46% post-deal.   

 

We find this emerging trend troubling and prefer lower 

leverage in an environment where interest rates are 

edging higher and property cap rates are historically 

firm. 

Outlook – Robinson Crusoe’s Island is not 

owned by a REIT 

Real estate income capitalisation rates are at what 

could be described as close to cyclical peaks which 

naturally raises angst. We stress real estate’s bull-run 

over the past 7 years has not been an isolated 

phenomena, most asset classes and investment 

markets as well as some new areas of speculation 

(such as crypto currencies) have benefited from 

historically low interest rates and QE policies. 

 

Hence, in light of abating QE and rising interest rates, 

the case for more moderate returns from the sector 

should be viewed in a wider investment market context. 

How REITs perform relative to other investments 

largely will depend on property supply and demand 

conditions and the state of capital management within 

the REIT sector. 

 

On balance, we remain cautiously constructive on the 

outlook for commercial real estate operating conditions 

in 2018.  In some cases the outlook for occupier 

demand is stronger than in previous years – witness 

the economic strengthening in Continental Europe and 

growth in Japan and corporate tax cuts in the US.   

 

Supply, the forever concern, has become an increasing 

factor in some segments with construction activity 

responding to the strong operating conditions and 

persistently robust investor demand for real estate.  

However, thanks to construction bottlenecks caused by  

skilled labour and materials shortages, at this point 

there seems only a limited threat of a widespread 

supply glut, ie. a commercial property building boom.  

 

The impact of technology continues to influence the 

property market – boosting demand for some areas 

(industrial, data centres, tech-hub office markets) but 

also weighing on others thanks to its ability to change 

consumer and business behaviour (shopping centres 

and white collar office).   

 

Consequently, we are witnessing moderating but still 

positive market rent levels in many key locations. 

Importantly, there is mounting evidence of rising 

construction cost pressures which, together with 

interest rates, are increasing the economic rent level 

(the rent necessary to justify further construction 

development).  In theory, these factors should serve to 

extend the real estate cycle. 

 

US Construction Costs Continue to Rise 

 
Source: Citi, Turner Construction 

 

As for REIT balance sheets, for the most part, they are 

in stronger positions now than any time in the past 15 

years. We view REIT capital structures as generally 

appropriate with longer dated, well laddered maturities, 

more unsecured borrowings, and lower leverage levels 

overall.  Development activity within the REIT industry 

largely appears rational. We do not believe there is 

systemic risk associated with the real estate market, 

particularly within the REIT sector.  
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US REIT Net Debt/Fwd EBITDA 

 
Source: Citi 

 

Our primary fundamental concern for REITs relates to 

the tenant side, more specifically the impact on 

business demand and investment behaviour of QE and 

an extended period of falling and historically low 

interest rates (at least for the past 40 years). There are 

inefficient and unproven businesses surviving on low 

return hurdles, witness REITs enjoying historically low 

levels of tenant defaults and high portfolio occupancy 

rates.  Hence, the resilience of the global economy 

should not be taken for granted, changes in central 

planning settings could have a deleterious impact on 

tenant credit and overall tenant demand in general. 

 

Whilst REITs which are positioned to deliver steady 

earnings and dividend growth for the year ahead at 

least, we also note that we are in a period where 

earnings growth for broader global equities is set to 

exceed that of REITs for the first time in several years, 

a situation amplified by cuts to US corporate tax rates. 

Hence, the extent of this rotation into 

“growthier”/cyclical equities can be expected to 

influence listed REIT returns in the short term. 

That said, the strength of their capital structures means 

that select listed REITs are in a strong position to take 

advantage of any value arbitrage between public and 

private markets. Indeed, the flurry of REIT corporate 

transactions in the recent quarter serves to reinforce 

the underlying value of listed property and to reconfirm 

the relative attractiveness of their high quality real 

estate platforms.   

 

The Fund is tilted to real estate vehicles with strong 

balance sheets, property portfolios enjoying strong 

tenant demand, managed by proven through the cycle 

operators. We expect these qualities will continue to 

serve investors well in the coming years. 

ESG – addressing diversity 

In our opinion and supported by empirical research, 

boards that embrace cognitive diversity, as manifested 

through appropriate gender representation and a broad 

spectrum of skills and experience, are more likely to 

achieve superior risk adjusted investment returns.  

 

Therefore we are disappointed to report that, on 

average, women constitute only 18% of board 

members on our global holdings. This is only slightly 

higher than the industry average4. Only 21% of our 

exposures have female board representation at or 

above 30%.  

 

During the quarter we contacted all companies in our 

portfolio which have less than 30% women on the 

board, to state our concern and ask if they have plans 

to increase gender diversity on the board. Pleasingly, 

two thirds of the companies have the intention to 

improve, including the ‘female-less’ four. Unfortunately, 

our Asian exposures don’t rate particularly well, nor do 

they have imminent plans to increase diversity. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                
4 Based on FTSE EPRA NAREIT constituents where Bloomberg 
gives this number. In comparison, in the US 22% of S&P 500 

directors are female according to a WSJ article of 7 Dec 2017. 
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Interests in the Resolution Capital Global Property Securities Fund (Hedged) – Series II (‘Fund’) (ARSN 118 190 542) are issued by Pinnacle Fund 
Services Limited, ABN 29 082 494 362, AFSL 238371, as responsible entity of the Fund. Pinnacle Fund Services Limited is not l icensed to provide 
financial product advice.  You should consider the Product Disclosure Statement of the Fund available at https://www.rescap.com/funds/ in its 

entirety before making an investment decision. Resolution Capital Limited (‘Resolution Capital’, ‘RCL’) (ABN 50 108 584 167 AFSL 274491) is the 
investment manager of the Fund.  Pinnacle Fund Services Limited and Resolution Capital believe the information contained in this communication 
is reliable, however its accuracy, reliability or completeness is not guaranteed.  Any opinions or forecasts reflect the judgment and assumptions of 

Resolution Capital and its representatives on the basis of information at the date of publication and may later change without notice.  The 
information in this communication is not intended as a securities recommendation or statement of opinion intended to influence a person or persons 
in making a decision in relation to investment. This communication is for general information only. It has been prepared without taking account of 

any person’s objectives, financial situation or needs. Any persons relying on this information should obtain professional adv ice before doing so. 
Past performance is not a reliable indicator of future performance.  
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