Stocks are up, AREITs
not so much. Why?
It’s a head scratcher alright. Over the past six months the
ASX All Ordinaries index is up 9.37% while the ASX 200
index is up 8.56%. Despite recent negative headlines stocks
are still higher than they were last August.
The same cannot be said for property trusts, or Australian
Real Estate Investment Trusts (AREITs). The S&P/ASX
200 A-REIT index is up 6.30% over the same period,
underperforming the wider market by 2.26%.
Investors and advisers might ponder the disparity and wonder
whether it will continue. Understanding the three major
reasons for the relative weakness in AREIT share prices over
the last six months will help address the dichotomy.

1. Growth stocks are getting all the love

You could say that growth stocks have been flavour-of-themonth for months now. This has come at the expense of
interest in lower risk, income investments like REITs.
Whilst it’s impossible to say with certainty, the so called
‘Trump Trade’, based on cash flow boosts to US corporates
from lower tax rates, together with an expectation of higher
wages and consumer spending, is driving positive sentiment
in high growth and cashed-up businesses.
As in Australia, US REITs haven’t benefited from this positive
sentiment. For the 12 months to January this year, returns
for US REITs (as measured by the MSCI US REIT Index) have
been negative at -2.49% against the local AREIT market
return of positive 8.08%. It isn’t just in Australia where REITs
are being left behind.

2. Bond yields have risen strongly

The chart below shows the yield on 10-year US bonds.
With bond prices falling, in the past six months the yield has
risen from a low just above 2% in early August to 2.92%
as at 22nd February, 2018. US bonds are selling off due
to expectations of higher short end rates and stronger
economic growth. In Australia, 10-year bonds have also
appreciated, although not by as much.
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This impacts REIT pricing in both countries in a couple of
ways. First, the discount rate used in REIT valuation models
rises with the bond yield, which has a meaningful negative
impact on valuations. Also, higher bond yields increase the
long-term cost of debt servicing.
The pain of these impacts is now being expressed through
relatively lower REIT share prices.
Long term AREIT investors shouldn’t be too perturbed.
Whilst painful in the short term, the long term benefits of
economic growth on commercial property aren’t in dispute.
Interest rates are rising because the global economy is
starting to pick up strongly. That’s a good thing because
it eventually leads to higher rental growth. AREIT investors
should be patient and focus on the fact that this is a nice
problem to have.
The other point is not to get too hung up on bond markets.
At this stage in the cycle, moves in bond pricing can (and
have) had a disproportionate impact on AREIT pricing. But
long term data shows that property fundamentals are a
bigger driver of returns than bonds.
That might be cold comfort at inflection points such as
this, but it should prompt investors to adopt a mindset that
focuses on long term fundamentals rather than short term
movements in share prices.

3. Volatility is increasing

Whilst it’s unlikely that we are entering a genuine bear
market, some markets are priced to perfection, the US
especially. This is now widely acknowledged, which could
mean we’re in for a period of greater volatility.
Again, this calls for a long term perspective and an
understanding that if markets enter a fearful period,
conditions will rapidly swing back in favour of lower risk
income investments like property trusts.
With a long term beta of 0.7 (that is, when markets fall by
1% REITs typically fall by 0.7%) – we could well see recent
falls reversed in a matter of days. This, after all, is what
happened in September last year, when markets were
again skittish and fearful1.
The fact that AREIT prices have since retreated to where
they originally were doesn’t concern us. In fact, given the
fundamentals - especially rising rents and low vacancy
rates in high quality commercial property - we’re more
inclined to view it as a buying opportunity.

Source: Bloomberg as at 31 Jan 2018

It’s this opportunistic approach that has produced our
market-beating long-term performance track record. We
like it when short term investors panic sell because it is this
that often delivers great opportunities to long term investors
like us.
1. Past performance is not a reliable indicator of future performance.
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This article has been prepared by APN Funds Management
Limited (ACN 080 674 479, AFSL No. 237500) for
general information purposes only and without taking
your objectives, financial situation or needs into account.
You should consider these matters and read the product
disclosure statement (PDS) for each of the funds described
in this article in its entirety before you make an investment
decision. The PDS contains important information about
risks, costs and fees associated with an investment in
the relevant fund. For a copy of the PDS and more details
about a fund and its performance, visit our website at
www.apngroup.com.au.

Visit our Blog to read the latest insights on the
market at http://blog.apngroup.com.au

APN Property Group
A specialist real estate investment manager

We actively invest in, develop and manage real estate
and real estate securities on behalf of institutional
and retail investors. APN's approach to real estate
investment is based on a 'property for income'
philosophy.
Established in 1996, APN's listed on the ASX and
manages $2.8 billion (as at 31 December 2018) of
real estate and real estate securities. APN trades on
the ASX under the code 'APD'.

Contact us		
APN Property Group Limited
Level 30, 101 Collins Street,
Melbourne, Victoria 3000

Investor Services Hotline 1800 996 456
Adviser Services Hotline 1300 027 636
Email apnpg@apngroup.com.au
Website apngroup.com.au
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