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S&P/ASX AREIT Index Performance vs. RBA
Tightening Cycles*

It’s (not) the end of the
world as we know it (and
we feel fine)
Thus far, the early part of 2022 has been characterised
by volatility and price falls. As nominal bond yields have
risen, expectations of an increase in rates, assisted by RBA
governor Philip Lowe recently describing a rate rise this
year as “plausible”.
Not by coincidence, the AREIT sector has fallen by 10.27%
so far this year whilst the ASX 200 is down 3.05% (as at
11/02/2022).
We last wrote about the potential impact of RBA rate
tightening cycles on AREIT returns in May 2018 (see
Conventional wisdom is wrong. Rate rises are good for
property trusts).
Back then, the RBA cash rate was at a record low of 1.5%
and Lowe was indicating tighter monetary policy. The
pandemic caused a change in direction. The RBA cash rate
now sits at 0.1% and 11 years have passed since the bank
raised rates.
The prospect of higher rates, to paraphrase R.E.M., might
feel a little like “the end of the world as we know it’’ but this
view is misplaced.
In fact, there’s a strong case that rate rises imply conditions
that will be good for AREITs, with historical evidence to
support this belief.
All else being equal, as interest rates increase the value
of an asset’s future income stream falls. The discounted
cashflow models that us analysts use to value AREITs
indicate this to be true. History, though, suggests it may not
be.
The following chart illustrates AREIT returns through periods
where the RBA has progressively increased the cash rate
since 1992:

Source: RBA, IRESS, DXAM/APN RES data extracted on 04 February 2022,
analysis compiled DXAM/APN RES.
*Tightening cycle defined as a period of consecutive rate increases or where
multiple rate increases have been punctuated by a period of no change.

Contrary to popular belief, AREIT investors tend to benefit
when interest rates are rising. In the last five tightening
cycles – a total of 100 months – the AREIT sector
(measured by the S&P/ASX 200 AREIT Accumulation Index)
has achieved an average annualised total return of 7.5%.
Even after removing the longest RBA tightening cycle from
2002 to 2008 (preceding and including the GFC), the AREIT
sector returned 7.0%.
So, why does reality appear at odds with theoretical
convention? Because simplistic, company-orientated
models do not reflect economy-wide complexity.
An AREIT that uses debt to finance the ownership of its
assets is exposed to rising rates because it will have to pay
more to service its existing debt, a fact easily incorporated
into a spreadsheet model. What is less understood, and
more difficult to model, is that rising rates are often an
indicator of buoyant economic conditions, which are good
for AREITs more generally.
As landlords to the economy, the financial performance
of commercial real estate is driven by economic activity;
the number of people entering a shopping centre; the
packages being processed in a warehouse; and the leasing
of new office blocks.
This real-word view sheds a different light on the role of
interest rates and how they impact AREIT valuations. That
light is also reflected in the historical performance of the
sector through previous tightening cycles.
As managers with a long-term view, we’re not surprised
that history suggests a rising cash rate bodes well for
AREIT returns.
Demand for commercial office, industrial and retail space
is a by-product of elevated economic activity and results
in expanding rental receipts – the very driver of long-term
value for real estate investors.
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In addition, low unemployment supports consumer
confidence as labour scarcity drives worker demand,
wages growth and an individual’s ability and willingness to
spend.
For AREIT investors, there are three further points that
should settle the fear of an interest rate rise.
First, most rental contracts are inflation-linked. If rates rise,
pushing up the cost of debt servicing, rents received will
tend to offset this impact.
Second, where this isn’t the case, the cost of increasing
debt servicing costs is less of an issue than many investors
might imagine. Across the AREITs we cover, gearing stands
at a low 24.6%. More importantly, in the AREITs we own in
the fund, over 64% of this debt has been hedged for the
next five years. This is an extra layer of protection against
rising debt servicing costs.
While many AREITs have worked towards aligning their
debt expiry profile and hedge books to the duration of
portfolio leases, those who have not may be exposed in the
shorter term as higher interest costs cannot be immediately
offset by increasing rents.
Third, many AREITs have restructured their debt books over
the last few years. Average interest cost is now just 2.3%
across the AREITs in our universe.
Combined, these factors mean that the fear of the impact
of higher rates on the AREIT sector is overdone but this is a
common occurrence with investors in the initial stages of a
tightening cycle.
We’re confident that when the RBA does raise rates, AREIT
investors will more-than-likely benefit. The sustainable,
low-risk income returns investors have come to expect will
not be derailed by a few rate rises and, as an indication
of improving economic conditions, may even be good for
them.
Which is to say Michael Stipe was wrong. It is not the end
of the world as we know it.
1. Returns after all fees and expenses. Assumes distributions are reinvested.
Investors' tax rates are not taken into account when calculating returns. Past
performance is not an indicator of future performance. Fund inception date: 1
April 2020.
2. Morningstar data
Index and stock data as at 11 February 2022.

Any forward looking statements, opinions and estimates (including statements
of intent) in this Material are based on estimates and assumptions related to
future business, economic, market, political, social and other conditions that are
inherently subject to significant uncertainties, risks and contingencies, and the
assumptions may change at any time without notice. Actual results may differ
materially from those predicted or implied by any forward looking statements for
a range of reasons. Past performance is not an indication of future performance.
The forward looking statements only speak as at the date of this Material, and
except as required by law, DXAM disclaims any duty to update them to reflect
new developments.
Except as required by law, no representation, assurance, guarantee or warranty,
express or implied, is made as to the fairness, authenticity, validity, suitability,
reliability, accuracy, completeness or correctness of any information, statement,
estimate or opinion, or as to the reasonableness of any assumption, in this
Material. By reading or viewing this Material and to the fullest extent permitted by
law, the recipient releases Dexus, DXAM, their affiliates, and all of their directors,
officers, employees, representatives and advisers from any and all direct, indirect
and consequential losses, damages, costs, expenses and liabilities of any kind
(“Losses”) arising in connection with any recipient or person acting on or relying
on anything contained in or omitted from this Material or any other written or
oral information, statement, estimate or opinion, whether or not the Losses arise
in connection with any negligence or default of Dexus, DXAM or their affiliates,
or otherwise. Dexus, DXAM and/or their affiliates may have an interest in the
financial products, and may earn fees as a result of transactions, mentioned in
this Material.

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

APN Real Estate Securities

APN Real Estate Securities (RES) is a specialist investment
manager that actively manages portfolios of listed property
securities. Since inception in 1998, our deep understanding
of real estate and “property for income” philosophy, together
with a highly disciplined investment approach has been the
backbone of our performance.
APN Real Estate Securities became part of Dexus (ASX:
DXS) in August 2021. Dexus is one of Australia’s leading
fully integrated real estate groups, with over 35 years of
expertise in property investment, funds management, asset
management and development. www.dexus.com
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APN Real Estate Securities
Level 30, 101 Collins Street,
Melbourne, Victoria 3000

Investor Services Hotline 1800 996 456
Adviser Services Hotline 1300 027 636
Email investorservices@dexus.com
Website apnres.com.au

This material (“Material”) has been prepared by Dexus Asset Management
Limited (ACN 080 674 479, AFSL No. 237500) (“DXAM”), the responsible entity
and issuer of the financial products in certain APN real estate securities funds.
DXAM is a wholly owned subsidiary of Dexus (ASX: DXS).
Information in this Material is current as at 11 February 2022 is for general
information purposes only, does not constitute financial product advice and
does not purport to contain all information necessary for making an investment
decision. It is provided on the basis that the recipient will be responsible for
assessing their own financial situation, investment objectives and particular
needs. Before investing in any fund mentioned in this Material, investors
should read the relevant product disclosure statement (“PDS”) in full, and seek
independent legal, tax and financial advice. The PDS is available from DXAM,
Level 30, 101 Collins Street, Melbourne VIC 3000, by visiting www.apnres.
com.au or by phoning 1800 996 456. The PDS contains important information
about risks, costs and fees (including fees payable to DXAM for managing the
fund). Any investment is subject to investment risk, including possible delays in
repayment and loss of income and principal invested, and there is no guarantee
on the performance of the fund or the return of any capital. This Material does
not constitute an offer, invitation, solicitation or recommendation to subscribe
for, purchase or sell any financial product, and does not form the basis of any
contract or commitment. This Material must not be reproduced or used by any
person without DXAM’s prior written consent.

FEBRUARY 2022

| 2 |

