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Australian Real Estate: Heating Up

Asset Class
Office






Retail

Executive Summary

Emerge Capital View




Further yield compression
anticipated.
Fundamentals soft in Perth and
Brisbane but improving in Sydney
and Melbourne.
Approach opportunities selectively.
Slow retail sales growth putting
downward pressure on rents.
Limited supply means opportunities
still exists for quality assets with
good catchments.

Industrial




Yield compression to continue.
Tightly held assets limiting
opportunities.

Hotels



High investor interest to drive yield
compression in short term.
Fundamentals may be helped by
currency depreciation.



Residential




Market is looking expensive.
Should approach with caution.

Alternatives



Healthcare, Student Accommodation
and Car Parking supported by strong
fundamentals.
Current pricing is attractive, but
strong investor demand will drive
yield compression.









The Australian real estate sector is experiencing yield
compression, with values increasing across most asset classes.
This is being driven by a stable low interest rate environment
and strong interest from both domestic and offshore investors
seeking yield. However this yield compression is occurring at
a time when the fundamentals supporting property demand
appear to be softening, and the economy is showing signs of
slowing. This is prompting concerns from some
commentators of an asset price bubble.
Our research into the major Australian real estate sectors does
not indicate a bubble market. Indeed when viewed in terms of
the spread over government bonds, Australian real estate is
more attractive than other key international gateway cities.
Comparison to other investment classes, including stocks,
bonds and cash, also reveals that Australian real estate has
displayed relatively high and stable returns.

While not cheap, Australian real
estate asset pricing remains
attractive in a global context.
When we examine the fundamentals driving the performance
of Australian real estate, the outlook is mixed, much like the
broader economy, varying by sector and geography. Although
the asset prices remain cheap in a global context, the current
climate is favouring vendors, and buyers need to be careful
about the quality of assets they are acquiring.
In our view, the most attractive sectors for direct large scale
investment are office, industrial and retail.
Additionally, alternative assets offer attractive opportunities
for investors willing to put effort into unlocking this value.
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The Opportunity
Our analysis shows that, in terms of pricing and fundamentals
the strongest sectors appear to be Office, Industrial, Retail
and alternative assets. Within these assets, we see the
following key opportunities:






Office: While the fundamentals of the Australian office
market are relatively soft, they are beginning to improve
in Sydney and Melbourne. We are forecasting a period of
yield compression due to increased competition for a
small number of assets and historically high yield spreads.
The current, relatively high vacancy rate makes the
attributes of individual assets vitally important for
investment appraisal and value creation with attractive
opportunity’s available to the informed investor.
e.g An Australian REIT recently acquired a portfolio of
office assets from the NSW state government as part of a
sale and lease back agreement with a WALE of c10 years,
c70% let to the NSW government offering an initial yield
of 9%.

Alternatives:


Healthcare: The current trend for privatisation of
government assets should see a number of opportunities
open up in the sector. These may include new
development partnerships, and sale and leaseback
opportunities.



Student Accommodation: Strategic partnerships with
operators or universities appear to be the best path for
investors to build a portfolio in this sector. New
development is the most likely path, as there have been
limited transactions of trading assets.



Car Parking: Investment grade assets tend to be tightlyheld, and new development opportunities are increasingly
limited. There may be some scope for limited
opportunistic investment.

Industrial: Prime assets are tightly-held, limiting options
for new investors in the sector. A capital partnership with
an existing developer seems to be the most likely route
for investing at scale.

Other sectors may still present solid opportunities depending
on the asset. In the hotel sector, we expect the relatively high
yield available will continue to attract offshore investment,
particularly for trophy assets from Ultra High Net Worth
individuals.

Retail: Although the sector is dominated by a few large
players, anticipated asset divestments may present an
opportunity for market entry. Careful due diligence is
recommended to ensure that assets have strong trade areas
and tenancy mixes.

In the residential sector, local developers keen to capitalise
on increasing prices are presenting offshore investors with
opportunities to provide senior and mezzanine debt. However
these opportunities need to be weighed up against the risk,
particularly in subordinated debt.

Prices Cheap*

Healthcare
Student Accom
Weak

Office

Retail Industrial

Car Parks

Strong
Fundamentals

Fundamentals
Hotel

Residential
Prices Expensive*
* Please Note: Relative Pricing based on comparison to: spreads on government bonds; longer term prices and fundamentals.
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Economy: The Big Picture
The Australian economy has been one of the strongest
performing developed economies in recent history, entering its
24th year without recession in the second half of 2014.
However recent economic indicators paint a mixed view of
the Australian economy. Although the most recent GDP
figures show continued growth, unemployment is trending up
and the exchange rate remains persistently high, causing a
drag on export competing sectors.
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After a period of above-average growth in 2012, GDP growth
again dipped below trend in 2013, partially due to the winding
down of the commodity boom that helped sustain Australia
through the Global Finance Crisis in 2008 & 2009 (GFC). As
the unprecedented level of mining capex flowing through the
economy trails off as that sector moves from the construction
to production phase. It is evident that economy is in a period
of transition, with non-mining sectors such as building and
construction picking up the slack from declining mining
investment.
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The strength of the Australian economy in recent years has
been correlated with strong growth in commodities prices,
which has fuelled significant capital investment in the mining
industry. Commodity prices have been trending downward
since late 2011 as Chinese demand for base metals falls.
However, Australian export volumes continue to rise as
projects initiated during the period of price growth come on
stream. This increase in volume should compensate for the
decrease in prices to support the total level of export earnings,
but the transition from the construction to the production
phase means that there will be limited support for the soft
employment market.
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There are increasing signs of softness in the labour market
with unemployment reached a 12 year high of 6.1% (trend) in
July 2014. Although housing construction and infrastructure
spending is helping sustain employment, the stubbornly high
Australian dollar continues to drag on export competing
sectors such as manufacturing and tourism.

Looking forward, the decrease in mining investment should in
part be compensated for by a pick-up in infrastructure
spending and housing construction. However there are
persistent signs of weakness in the economy that mean growth
is likely to be below trend for the next year or two. Along
with the rebalancing between sectors, there is also likely to be
a shift of economic growth from the mining states of Western
Australia and Queensland back towards New South Wales and
Victoria.
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What’s Driving Property Prices?

Adding to growth in Australian real estate prices is the entry
of foreign investors to the market. Foreign investment in
Australian real estate is currently well above its 10-year
average, with much of this growth coming from higher levels
of investment in commercial real estate. Inward investment in
residential is also currently at the higher end of the range,
driven mainly by growing Chinese demand, as their domestic
housing market cools rapidly.

Continued growth in Australian asset prices has many
commentators questioning the emergence of a bubble.
Typically, asset price bubbles are preceded by significant
expansion in credit. However, the ratio of credit to GDP in
Australia has decreased markedly since 2009, giving some
reassurance that a bubble is not forming.
Credit
(Ratio to Nominal GDP, Mar 1994 – Mar 2014)
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Overall the amount of credit in the economy appears to be
stabilising, reducing the risk of an asset price bubble.
However continued growth in the residential sector, fuelled by
demand from local and foreign buyers, shows that the housing
market is very hot, and should be treated with caution.

When credit growth is broken down by sector, it can be seen
that housing finance has continued to grow at over 5% per
annum. This is fairly low by historic standards, which again
allays fears of a bubble, but continued housing borrowing will
add to price growth in an already hot market.
Meanwhile the low level of growth in business credit since the
GFC is a negative for the economy, since this limits the
amount that businesses invest and contribute to growing the
economy.
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International Benchmarks

Real Estate versus Other Asset Classes

To understand how the Australian property market is
performing, we have compared the Sydney office market to
other global cities in terms of yields and risk premiums (as
measured by the spread of yields over the 10-year government
bond rate), using prime/A-grade office as a leading indicator
for the real estate sector in each city.

The yield on Sydney prime office is also compared to bond
yields, the cash rate and stock market earnings yields. This
gives a broad comparison of returns to real estate investment
compared to cash, bonds and shares in Australia.

Compared to other global cities,
Sydney office has the highest
yield in absolute terms and one
of the highest spreads over
government bonds.

It can be seen that real estate has offered the most stable
returns over the past decade, and generally returns have been
comparable to that provided by the stock market. The
exception is in 2009 when a large devaluation of shares
caused by the GFC caused earnings yields to blow out.
Australian Yields by Asset Class
(%, Jun 2004 – Jun 2014)
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This analysis reveals that, not only does Sydney office have
the highest yield in absolute terms, but the bond spread is one
of the highest in the comparison group, behind only Tokyo
and Toronto. This suggests that Sydney real estate is still
relatively cheaply priced when compared to popular global
investment destinations.
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Looking forward, the RBA is expected to keep interest rates
on hold for a prolonged period, attempting to strike a balance
between weakness in the economy and continuing asset price
growth. This should translate to a period of relative stability
in the government bond market. Given that yield spreads are
currently high across most real estate sectors, we would
expect continued interest from international investors will
drive cap rate compression, causing bond spreads to narrow
over time. As interest rates rise in other markets, such as the
US, this will make the broader spreads in Australia even more
attractive to offshore investors.
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Australian Office Market
Analysis of the CBD office markets in Australia’s four largest
cities shows that there is an emerging difference between the
mining and non-mining states. In Sydney and Melbourne,
vacancy rates, which have been trending upward since 2009,
appear to be on the way down again. While the outlook for
these two cities appears positive, they are still a long way
from their pre-GFC lows. Meanwhile in Brisbane and Perth,
which have seen a recent increase in supply combine with a
slowdown in the mining sector, vacancy rates have jumped up
sharply.

Prime Office Yields
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Australian office markets have
not experienced the level of
yield compression seen in other
countries since the GFC.

Perth
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Since 2009, prime office yields have remained relatively
stable, only compressing slightly. However, a strengthening
overseas institutional investment market is beginning to drive
continued capital growth. Large equity players, notably
sovereign wealth funds and pension funds, have an increasing
appetite for Australian office assets and will continue to
escalate competition for prime grade office real estate. Recent
large transactions have implied that the yield compression
cycle has commenced and yields will tighten in the mediumterm timeframe. The notable exception appears to be in Perth,
where yields have increased on the back of a worsening
vacancy outlook.
Meanwhile, a significant decrease in government bond yields
since 2009 means that the spread of office yields over
government bonds is now at the highest level seen in 10 years.
This is in noticeable contrast to global markets where office
yields have followed their respective risk-free rates down and
in many cases are at pre-GFC lows. As a result, office assets
look attractive on a historical and global relative basis and
may be well placed for yield compression, not taking into
account underlying macro fundamentals.

Office Outlook: House View








Australian prime grade office is experiencing yield
compression due to competition for a small number of
assets and historically high yield spreads.
The risk premium for Australian prime office assets is
expected to decrease and align more closely with global
spreads.
However, fundamentals remain soft, with increasing
unemployment and high vacancy rates, particularly in
Perth and Brisbane.
Any purchases in this sector should be assessed on the
merits of the individual asset.
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Australian Retail Market
Retail sales growth in Australia has been below trend since
mid-2010, putting downward pressure on retail centre rents.
While June data from the ABS shows that annual retail sales
growth has increased to 4.6%, current low levels of consumer
confidence suggest that this rally may be a short-term
phenomenon rather than an upward trend.

would expect that strong investor appetite will continue see
the market easily absorb these transactions, with some
potential for cap rate compression.
Shopping Centre Yields
(Australia, %, Jun 2004 – Jun 2014)
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Meanwhile further pressure is being put on rents by internet
retailing, and the entry of international fashion retailers such
as Zara, H&M and Uniqlo; both of which undermine the
margins of local retailers. Despite these pressures, the
Australian planning system places significant constraints on
the development of large shopping centres, continuing to hold
up rents by restricting new supply and concentrating
ownership in the hands of a few large players.
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The limited supply of regional and sub-regional shopping
centres has also supported capital values despite several years
of sluggish retail sales growth. While yields for regional and
sub-regional centres are still significantly higher than their
pre-GFC levels, they have both been remarkably stable since
2010. This is less true of neighbourhood centres and large
format retail, which both saw yields expand from 2009 to
2014, and only began to compress in the second quarter of
2014 as investors began moving away from prime assets due
to lack of availability.
The stability of yields for regional and sub-regional centres
over the past few years has meant that the spread over
government bonds has expanded. Given the general softness
of the retail market, perhaps some of this growth in the risk
premium is justified, however it still makes Australian retail
assets relatively cheap both historically and internationally.
Looking forward, the volume of transactions is expected to
increase, with several large players including Scentre
(formerly Westfield) expected to divest non-core assets. We

Retail Outlook: House View







Drivers for retail rental growth remain mixed, but low
interest rates, population growth, and rising wealth levels
provide elements of improvement in the medium-term.
Limitations on new supply will continue to prop up
capital values for regional and sub-regional centres.
A number of divestments expected in the coming year
may present an opportunity for investors to gain a toehold
in this tightly-held asset class.
However buyers should be selective about assets, only
purchasing those with strong fundamentals.
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Australian Industrial Market
The Australian industrial real estate sector has outperformed
other commercial real estate assets over the past 20 years in
terms of income and capital growth. Although this period has
coincided with a significant decline in the Australian
manufacturing industry, demand has largely been replaced by
the logistics sector.

The logistics sector continues to
benefit from the strong AUD,
fueling demand for distribution
centres and warehouses.

Average prime industrial yields have firmed by a cumulative
25 bps over the past 3 years to range between 7.75% and
8.25% depending on location (based on 5 year WALE), with
modern assets that have longer lease durations trading below
this range. The spread to 10 year government bonds, currently
at 400 bps, is off from its 2012 high; however it still remains
one of the highest in the Australian real estate market for
prime assets.
Prime Industrial Yields
(Australia, %, Jun 2004 – Jun 2014)
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Within major cities, industrial rents are largely driven by the
availability of land. Melbourne and Perth both have relatively
cheap prime industrial rents due to the relative abundance of
cheap land that is well connected to transport infrastructure.
In Sydney and Brisbane, where such land is relatively scarce,
rents are higher.
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Although industrial tenant demand has been relatively modest
over the past 12 months and rents have been stable, investor
demand for industrial real estate assets has remained very
strong given the sector’s relatively high yields and long leases.
A recent wave of institutional investment in Sydney, Brisbane,
and Melbourne combined with fewer owners willing to divest,
has created limited opportunities in the prime industrial
market. This trend will drive continual prime yield
compression and also move investors up the risk curve,
acquiring secondary assets with shorter lease profiles.

Industrial Outlook: House View






Despite the long term decline in the Australian
manufacturing sector, demand for industrial real estate is
still strong, being supported by a growing logistics sector.
Industrial real estate will likely continue its cycle of
steady yield compression, supported by a considerable
depth of buyers and relative scarcity of prime assets.
Limited prime opportunities in the key markets means
future sales will be characterised by a move to secondary
assets.
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Australian Hotel Market
Australia’s tourism market saw strong improvement in 2013,
with arrivals increasing by 5.8%, the strongest growth rate
since 2004. Limited new supply in the major city markets has
aided growth in both occupancy and room yields.
Difficulty in delivering new supply has resulted in most major
cities experiencing tightness in their hotel markets, with
Melbourne and Perth both experiencing average occupancy
rates of almost 80%, and Sydney running an average
occupancy of 82% in June 2013.

transactions. Strong demand with limited acquisition
opportunities are firming yields across the sector. New hotel
developments are expected to pick up in Melbourne, Perth,
and Brisbane in the coming years and remain stable in Sydney.

Record occupancy rates and
room yields are driving renewed
investor interest in hotels.
CBD Hotel Yields
(Weighted Average, %, Jun 2005 – Jun 2014)
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The average growth in room rates across the major city
markets in Australia was 1.3% in 2013, with revPAR up 1.5%
for the year. Sydney and Melbourne experienced growth of
4.2%, whereas Brisbane and Perth both experienced modest
declines. Drivers for room rate escalation in major cities will
be improved tourism infrastructure, modest supply increases
and enhanced upscale inventory.
RevPAR
(Annual Averages, Quarterly, $, Dec 2005 – Jun 2013)
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High occupancy rates and room yields across the capital cities
are seeing renewed investor interest in Australian hotels, with
A$1.96 billion of assets traded in 2013, a record level of

A recent wave of institutional investors has been attracted
to Australian hotels given their undersupply, stable
earnings and improving occupancy rates.
The deep pool of investors in the sector has driven
competition, resulting in firmer yields and higher asset
values.
If the Australian Dollar continues to weaken against other
key tourism markets, it will strengthen hotel demand.
However, new supply coming on line should help absorb
this extra demand will alleviate pressure on existing stock.
This new stock may also help satisfy investor demand for
assets, and cause yields to level off after a short period of
compression.
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Australian Residential Market
Australian house prices have increased consistently for over a
decade, prompting concerns from many commentators that a
bubble may be forming.
A look at the fundamentals however shows that overall, new
dwelling approvals have not kept pace with population growth.
With Australian population in the major CBDs expected to
grow at 2% per annum out to 2029, in part from urban renewal
and migration towards inner city living, the appetite for
residential real estate in the major cities remains strong.
Population Growth
(Annual Change, Australia, 2004 – 2013)
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Persons
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mining industry. Sydney house prices had the slowest growth,
but were still 40% higher in 2014 than in 2004.
Motivated by favorable tax concessions for real estate owners,
housing investors are accepting yields of 4.5%-6%, often
below their cost of capital, and relying on continued capital
growth.
Renewed warnings about price growth have been voiced by
the IMF, naming Australia’s residential market as the secondmost expensive. In most markets, house price growth has
significantly outstripped income growth over a prolonged
period.
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New dwelling approvals have stayed relatively consistent at
around 150,000 units per annum over the last decade.
However there has been a shift away from detached housing
construction to apartments in recent years, most notably in the
Melbourne and Sydney markets. Currently there are over
39,000 apartments under construction in these two cities.
New Dwelling Approvals
(Units, Australia, 2004 –2013)
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Residential Outlook: House View
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Australian home prices, driven by a strong demand and low
interest rates, have appreciated significantly over the past
decade. The largest price increase was in Perth, fuelled by
strong population growth and rising incomes boosted by the



Interest rates will likely remain low, contributing to
further inertia in the residential sector.
Increasing offshore investment will also help support
capital growth, particularly in the Sydney and Melbourne
apartment markets.
While overall the fundamentals appear to point to
population growth supporting housing demand, the
market is clearly very hot at present, and prospective
entrants should assess any opportunities carefully.
This is particularly true of the Perth market, where
population and income growth is expected to tail off
rapidly as the mining boom begins to slow.
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Australian Healthcare Market

Australian Student Housing Market

Healthcare real estate stands to benefit from the long-term
drivers of the healthcare industry. Health expenditure is
largely a non-discretionary spend, and demand for healthcare
services in Australia continues to grow due to an ageing
population, increased life expectancy and advances in medical
technology, providing further opportunity in the sector.
Unlike the US, UK and Europe, the healthcare real estate
sector is widely unsecuritised in Australia with only circa
$1.4 billion securitised out of an estimated $80 billion of
assets.

Student accommodation in Australia is supported by strong
demand, fuelled by the rapid increase in the number of
international students living in Australia. Australia is
consistently ranked as one of the top five global destinations
for students, with 174,929 student visa holders in the higher
education sector in 2013, 3.3% higher than 2012. However
despite strong demand, the sector remains undersupplied, with
less than 10% of all tertiary students living in specialised
student accommodation.

Healthcare real estate has one of the highest returns and
lowest volatilities as a real estate investment asset class in
Australia. The asset class is typically less cyclical than other
real estate classes, providing attractive risk-adjusted returns
for investors. Characteristically long leases and low vacancy
rate are a key attraction, providing investors with relatively
secure income compared with other real estate sectors.
Healthcare assets typically have 10 - 20+ year leases.
Furthermore, the average vacancy rate for healthcare real
estate is only circa 2%.

Student Accommodation Market Share
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The annual yield for the Australian healthcare real estate is
between 7.5% and 10.5% depending on the sub-sector. This
suggests the spread between yields and the bond rate is circa
400-500 bps, indicating a high margin compared to the rest of
the world.

Student accommodation’s relatively stable income, solid
rental growth, high occupancy rates and resilient performance
in downturns have caught the eye of institutional investors.
Ownership trends show the sector is moving away from
private developers towards equity funds, SWF’s, pension
funds, investment managers and REIT’s. The strong
fundamentals of the sector have made it an essential growth
component of a balanced real estate portfolio in more recent
times.
Sydney currently has the firmest market, with vacancy rates
around 1.6%, followed by Brisbane (1.7%), Perth (1.9%) and
Melbourne at 2.3%. Yields of well-located assets near
universities in these markets have ranged from 6-7.5%.

Student Accommodation Outlook: House View


Healthcare Outlook: House View




Demand for healthcare real estate will continue to be
supported by the ageing population.
Growing investor interest will lead to a higher level of
securitisation as assets are unlocked.
Competition for quality assets should drive cap rate
compression over the coming years.





A shortage of quality student accommodation in Australia
creates a unique opportunity for investors to reap the
benefits of early entry.
Opportunities will more likely be outright purchases of
student accommodation real estate and new developments,
rather than acquisitions of businesses or operational rights.
Due to limited funding capacity of some universities to
start new student projects, there may be on-campus
development opportunities.
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Car park investments offer a diversified income stream with
minimal management requirements and a high barrier for new
entrants due to restricted future supply. Yields have just
begun to firm in the Australian market and appear to be
staying the trend with limited new supply available in CBDs
combined with a rising population.

Emerge Capital is an independent investment and advisory
group that provides investors, companies and governments
with independent advice on strategy, transactions and capital
in the major projects, infrastructure and real estate sectors.
Our experienced team brings sector expertise and market
knowledge, backed by strong commercial judgement, integrity
and technical excellence.
Emerge Capital works with targeted institutional, private
equity and special-situation investors in the Australian, Asian
and the Middle Eastern capital markets.

Car parks are tightly held assets and the market is small in
nature, resulting in limited transactions. However, recent
sales over the past few years offer some insight to the market.
Yields between 7% and 9% are common in the major CBDs,
with differences in yields based on a range of factors,
including the lease or management agreement structure and
term, location and proximity to certain landmarks within the
CBDs.

Car Parking Outlook: House View




Growth in CBD workforces and limited new development
opportunities should underpin continued revenue growth
for car parking assets.
Investor interest in this tightly-held asset class will
support cap rate compression in the future.
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