Keppel DC REIT:
When the data adds
up the income flows
When Keppel DC REIT listed on 12 December 2014, it appeared
different, at least when compared to a typical property trust. The
APN Asian REIT Fund participated in the initial public offer (IPO)
and we’ve continued to add to our holding as our knowledge and
conviction in the stock has increased. Pleasingly the company’s
share price has increased almost 50% since listing.
Although such a price rise might have some people questioning
how expensive it is, there are plenty of reasons that support its
valuation. Keppel DC - the “DC” stands for data centres - is an
unusual beast, a real estate investment trust (REIT) with all the
safety and predictability of income a REIT implies, plus the kind of
growth typically offered by a higher risk opportunity, but without
so much risk.
This emerging industry’s growth prospects were covered in our story:
Data centres: Property trusts’ next big thing. The abridged version
reads as follows; data usage is growing exponentially and with it,
demand for data centres; these facilities are specialised operations
with high barriers to entry; rents can be almost 10 times that of
prime factories and warehouses as a result; and finally, Keppel DC is
well positioned to become a global industry leader.
The company offers one of the few ways to get exposure to this
new kind of emerging real estate asset class. But there’s more to
it than that. There are three reasons why this stock is one of the
largest holdings in APN’s Asian REIT Fund.

1. Stable rents plus regular rental
increases
Data centre REITs have two business models. The first entails
leasing out a building to a data centre operator via what’s
known as a triple net lease. For example, under this arrangement
Keppel DC will let out the building to an operator on a long-term
lease and assume no operating risk. The operator is responsible
for leasing out data racks to the end user and pays for the
maintenance, taxes and insurance. This delivers earnings certainty
to Keppel DC but limits any rental upside to the agreed annual
review, which, if available, is captured by the operator.
The second option involves Keppel DC renting data racks directly
to the client, cutting out the operator altogether. The rent charged
is determined by floor space, number of data racks and power
usage and clients install their own servers and technology. Known
as co-location, the REIT carries more operational risk but enjoys
the prospect of higher rents if the manager is skilled at meeting
clients’ needs.
What we like about Keppel DC REIT is that it does both. Long
dated, triple net leases averaging 11 years in length, growing
at around 4% per annum account for seven of Keppel’s 13 data
centre locations. The remaining six operate under the co-location
model, featuring lower occupancy and lease expiry but with regular
rent increase plus a percentage of earnings.
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Lease Type

Average
Occupancy

Average Lease
Expiry (Years)

Typical Rental
Escalation

Co-location

83%

5.2

3.00% p.a. fixed &
% of Earnings

Triple Net Lease

100%

11

4.00%

Source: Keppel DC REIT 2017

The triple net lease arrangement removes the cyclicality in earnings
typical of traditional commercial property, where lease terms
may revert to market every two to three years. The co-location
agreements, meanwhile, offer rental upside (and potential
downside) due to their shorter leases, allowing the REIT to capture
the benefits of higher rents if the demand for data centre services
increases.
We’re confident that will be the case, and Keppel will be more
profitable as a result.

2. Proven, capable management
Keppel DC is not cheap. If we’re going to pay up for the growth
potential it offers we want assurance that the managers charged
with capturing that potential are going to make a good fist of it.
There’s good evidence that they will. Keppel DC REIT listed with
a gearing ratio of just 27.8% when the weighted average cost
of servicing that debt was just 2.2%. This allowed the business
to acquire more assets producing yields at rates higher than the
cost of the debt used to acquire them. Since listing, Keppel has
acquired five additional data centres, four of them debt funded. At
the time of purchase, these data centres produced yields of 6.5%
to 10.50%.
The difference between these figures and the debt cost is returned
to investors by way of higher distributions per unit (see table
below). These acquisitions have seen distributable income increase
by 17.6% since the IPO.

Location

Acquisition
Date

Acquisition
Yield

Increase in
distributions
per unit

Dublin

12/09/2017

7.50%

4.00%

Singapore

20/01/2017

10.50%

5.70%

Milan Data
Centre

Milan

21/10/2016

6.50%

2.60%

Cardiff Data
Centre

Cardiff

6/10/2016

8.10%

4.30%

Intellicentre 2
Data Centre

Sydney

10/08/2015

7.20%

1.60%

Asset
B10 Data
Centre
Keppel DC
Singapore 3

Source: Keppel DC REIT 2017, Credit Suisse 2015, 2016, 2017
NOVEMBER 2017

| 1 |

An impressive track record doesn’t guarantee a repeat
performance in the future but Keppel DC has an advantage that
increases the chances of it. Through its relationship with sponsor
Keppel Telecommunications & Transportation Ltd, which, over the
past 12 years has specialised in developing data centres, Keppel
DC REIT gets first dibs when they’re put up for sale.
It’s a useful but not dependent relationship. Of Keppel DC’s five
acquisitions since listing, five have been from vendors other
than its sponsor. This is not spoon feeding. Management is quite
capable of sourcing its own deals and path to growth.

3. Debt not a danger
Over-leveraged property trusts could be caught out by rising
interest rates. Those most exposed are best avoided. This isn’t a
concern with Keppel DC. After a recent capital raising, gearing is
now lower than at listing, even after recent acquisitions. At 27.7%,
it’s gearing is 6.5% lower than the average of Singapore’s REIT
sector (34.2%).
Keppel’s high earnings, lower-than-sector cost of debt and low
gearing delivers an interest cover ratio of 10.6x, almost twice that
of the Singapore REIT sector. That’s an impressive buffer to rising
rates.
The market has quickly latched on to Keppel DC’s first-rate
management, growth prospects, manageable debt, and the
prospect of regular rent increases. It now trades at a premium to
its Net Tangible Asset value (NTA).

Visit our Blog to read the latest insights on the
market at http://blog.apngroup.com.au
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Ordinarily, that would put us off. But this is a unique asset class.
Other Singapore-listed industrial REITs may own data centres but
only Keppel DC REIT offers pure exposure to this rapidly growing
sector with exceptional economics.
Generation Healthcare REIT, a former Australian-listed Healthcare
REIT bought by Northwest Healthcare earlier this year, offers an
insight into how this kind of footprint in an emerging sector can
play out. Trading at a 33% premium to the value of its NTA before
the takeover, Northwest ended up paying a 49% premium to NTA
to gain full ownership.
This is not to predict a similar outcome. But with a current yield
of 5.20%, substantial capacity to acquire more data centres that
should increase dividends per unit, plus a conservative cap rate of
8.5% we’re happy to sit on our holding in the business and see
how things play out, enjoying the rising dividend stream while we
wait.

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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