Conventional wisdom
is wrong. Rate rises are
good for property trusts
April was a month of streaks. The Prime Minister’s 30th
straight loss in the polls dominated headlines, the Reserve
Bank’s 89th consecutive month without a rate increase less
so. But we’re now into the beginning of May and the RBA’s
streak without a change in policy rate has stretched to 90.
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This shouldn’t be a surprise. The cash rate remains at
a record low 1.5% and the last change was down, 21
months ago. But, as RBA governor Philip Lowe has said,
the next change is likely to be up.
The market appears to be pricing in the prospect of future
rate increases. Year-to-date total returns of the S&P/ASX
200 AREIT index have been -1.2%, wiping out last calendar
year’s modest gains and confirming what many dividendfocussed investors already suspect - that interest rate rises,
or even the prospect of them, are bad news for AREIT
investors.
We beg to differ.
It’s true that as interest rates rise, all else being equal, the
value of an asset’s future income stream falls. But it’s a little
more complicated than that.
Interest rates are more than numbers on an analyst’s
spreadsheet. When rising, they’re usually an indicator of
buoyant economic conditions, a mark of low unemployment
and inflation and high business and consumer confidence.
In such environments businesses expand, leading to
increasing demand for office and retail space and logistics
facilities. Low unemployment also results in improving
consumer confidence, pushing up wages growth.
This subsequently increases an individual’s ability and
willingness to spend.
Higher demand for commercial office, industrial and retail
space is a by-product of elevated economic activity.
Eventually, rental receipts rise – driving long-term value for
commercial real estate investors.
It may challenge conventional wisdom but this explains the
mechanisms by which rate rises can be good for AREIT
returns.
And the data supports the argument. This chart shows
AREIT returns since 1992, highlighting periods when the
RBA has progressively increased the cash rate:

Source: RBA, IRESS, APN FM
*Tightening cycle defined as a period of consecutive rate increases or
where multiple rate increases have been punctuated by a period of no
change.

In the last five interest rate tightening cycles highlighted
above – an aggregate 100 months – the S&P/ASX 200
AREIT Accumulation Index achieved an average annualised
total return of 7.5%. Even after excluding the longest
RBA tightening cycle from 2002 to 2008 (preceding and
including the GFC) the AREIT sector returned 7.0%.
Of course, property trusts use debt to finance the
ownership of their assets, thus exposing them to rising
interest rates. Whilst higher debt servicing costs can be
more than offset by rent increases, it’s also important to
acknowledge that today’s environment is very different to
that in the period prior to the Global Financial Crisis (see
Lessons from the crash: Property trusts 10 years on).
AREITs generally are now managing debt with more
prudence. Gearing levels are lower and a greater
percentage of debt is fixed-cost. Gearing across our AREIT
coverage universe is now a low 29.6% and over 60% of
that is fixed cost debt. If and when rates were to increase,
they won’t hit a property trust’s cost base in the way they
did a decade ago.
Moreover, further rate increases still seem a way off. GDP
growth remains at below-trend levels, there’s little evidence
of wages growth and inflation remains below the 2-3%
range targeted by the RBA. The concern over an imminent
rate rise seems misplaced and overdone.
But even if that changes and the RBA does raise rates
there’s a strong historical precedent for it being a good
thing for property trust investors. Because behind the
case for higher rates are economic conditions that deliver
increases in commercial property rents.
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In our view there is no cloud hanging over the sector.
There is however a silver lining, courtesy of those investors
unduly worried by the prospect of higher rates. Investors in
APN’s AREIT Fund can now get a running yield of 6.32%1,
the highest figure in quite some time.
For investors seeking sustainable, low risk income returns,
with the prospect of higher rents if and when rates do rise,
that seems pretty attractive.
1 As at 2 May 2018. Current running yield is calculated daily by
dividing the annualised distribution rate by the latest entry unit
price. Distributions may include a capital gains component. Past
performance is not an indicator of future returns.
This article contains “forward‐looking” statements. Forward looking
words such as, “expect”, “anticipate”, “should”, “could”, “may”,
“predict”, “plan”, “will”, “believe”, “forecast”, “estimate”, “target” and
other similar expressions are intended to identify forward‐looking
statements. Forward‐looking statements, opinions and estimates
provided in this article are based on estimates and assumptions
related to future business, economic, market, political, social and other
conditions that, while considered reasonable by APN, are inherently
subject to significant uncertainties and contingencies. Many known and
unknown factors could cause actual events or results to differ materially
from estimated or anticipated events or results reflected in such
forward‐looking statements. Such factors include, but are not limited
to: operating and development risks, economic risks and a number of
other risks and also include unanticipated and unusual events, many of
which are beyond APN's ability to control or predict. Past performance
is not necessarily an indication of future performance. The forward‐
looking statements only speak as at the date of this article and, other
than as required by law, APN and its Related Parties disclaim any duty
to update forward looking statements to reflect new developments. To
the fullest extent permitted by law, APN and its Related Parties make no
representation and give no assurance, guarantee or warranty, express
or implied, as to, and take no responsibility and assume no liability for,
the authenticity, validity, accuracy, suitability or completeness of, or
any errors in or omission, from any information, statement or opinion
contained in this article.

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

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.
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