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Why you should buy this book!

When this book was first published in 2003, we had no idea it
would be quite so well-received. Given this success, a year down
the track, our publisher asked us to revise the book and create
a second edition. As a result, in How Commercial Property Really
Works 2nd edition, you will find new comprehensive chapters to
bring you up to date with all the latest trends affecting the world
of commercial property.

Further, because the book is a joint effort, it means that every
aspect of investing in commercial property has been covered,
including listed property trusts, as well as shares in infrastructure
companies.

vii



How Investing in Commercial Property Really Works

We’ve had lots of great feedback, including comments like those
from Peter, as far away as Dubai:

[How Investing in Commercial Property Really Works] is

very good— well done. | have been looking for such a
book for some time.

Ben, in Australia, had this to say:

| have recently just purchased your book ... and could
quite easily say it is the best book on the subject.

As well as being a good reference tool for the future — something
you can come back to, again and again—you’ll find the book is
also a very easy read.

Perhaps Gilbert from New Zealand sums it up best when he
says:

I couldn't put it down once [ started reading ... | was most
impressed by its straightforward and concise [style].

We wish you all the very best in building your own property
portfolio.

Martin Roth and Chris Lang
Melbourne
May 2005
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How this book came about

After writing half a dozen books on investing in the
sharemarket—including the best-selling Top Stocks and How the
Stock Market Really Works—1 was approached by my publisher
and asked if I would write a book explaining how investing in
commercial property ‘really works’. In other words, it was to be
an introductory guide that would take those of you with little
or no knowledge of the subject a long way along the path to
success, while at the same time acting as a valuable resource for
the more experienced investor.

I welcome a challenge, and on first reflection the task seemed
easy enough—so I agreed. Besides, I saw it as an ideal way to
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‘learn on the job’ and perhaps it would even enable me to begin
my own foray into commercial property investment.

However, as I embarked on the research for this new book, it
soon became apparent just how little material there was available.
So, I ventured onto the internet, and took a look at what the
major national and international real estate companies had to
offer.

If you care to take a look, you’ll find their websites are quite
sophisticated and rather impressive. But, for the most part, the
sites are more or less glorified corporate brochures. The principal
focus is on promoting their business (and properties) to both
the institutional and larger, professional investors, as opposed to
assisting the smaller, private investor.

Many of these websites contain a fair amount of in-depth
information. But the level of statistical detail left a novice like
me somewhat confused, and with little idea as to where the
trends and opportunities actually existed within the commercial
property market. Nor did the websites lead me through any of
the basic steps a beginner needs in order to make a start.

At this point in my search, I came across an Australian
website called Gardner+ILang, which is specifically designed to
guide the small to medium investor in successful commercial
property investment. Gardner+Lang’s stated aim is to ‘help
people who are (or plan to be) high-income or high-net-
worth investors ... acquire, manage and market commercial
property — for maximum return.” And that’s just what they do.

Your Gardner+lLang ‘education’ starts with a free monthly
eBulletin, which aims to keep you informed about emerging
trends, and lets you know how you can take advantage of the
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various opportunities. But there is also a whole host of other
material, which convinced me I had finally found what I was
looking for.

So I picked up the phone and gave Gardner+Lang a call, with
two objectives in mind:

O getting some personal advice on my own investment
requirements

O gleaning some much-needed material for my new book.

I wasn’t disappointed. Not only did managing director Chris
Lang help me acquire a very affordable office investment with
attractive depreciation benefits, but I found, to my surprise, that
Chris had already written four bestsellers on property investment
himself.

Consequently, after three meetings with Chris, I found myself
the proud owner of my first commercial property; plus, he had
agreed to co-author this book intended to help you understand
How Investing in Commercial Property Really Works.

Martin Roth
Melbourne
July 2003
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Your infroduction
to commercial property

Setting the scene

Australians have had a long-term love affair with property.

It is a love affair that has often been reciprocal, with property
offering great rewards for many. In fact, for plenty of Australians
it is the ‘investment’ in the family home that is their main source
of wealth.

Some have progressed further, building a portfolio of
investments in residential properties. The popular strategy has
been to buy one or more rental properties in order to provide a
tidy retirement income.
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Nevertheless, Australians have not generally ventured far into
commercial property, despite its many attractions. The big
exception has been the property trust sector of the stock market,
which has seen explosive growth. In addition, certain publicly
listed property development companies, like Westfield Group
and Lend Lease, have provided investors with excellent returns.

But, at the time of writing, we are seeing some changes occut.
Fears that residential property prices may well have peaked
for a time and a range of new investment opportunities have
combined to move the spotlight onto the ‘undiscovered’ benefits
of commercial property.

You’ll quickly find these attractions include high yields (generally
far higher than for residential property or the stock market),
security of income, tax benefits and the chance of significant
capital gain. It is also worth noting that studies have shown
commercial property often performs well when other asset
classes are weak.

21st century trends

Commercial property’s attractiveness as a counterbalance to
other asset classes was much in evidence during 2001 and 2002,
as institutional investors heavily re-weighted their portfolios
towards property. Thus, property trusts was the best-performing
Australian Stock Exchange sector in both years.

There was also a huge inflow of funds into the big public property
syndicates for commercial property, which have soared in value
to become—in early 2005—a market probably worth around
$10 billion, up from under $1 billion in mid-1998. Property
syndicates typically offer dividend yields of 8 to 10 per cent, and

sometimes mote.
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Your introduction to commercial property

Another trend of recent years has been a stream of new
investment opportunities allowing private investors to put their
dollars into highways, airports, health care facilities, retirement
property and more.

The result is that some people, realising the high yields of
commercial property, and with considerable equity in their
homes (thanks to recent rises in values), are starting to borrow in
order to invest directly in the commercial property market. Many
who have been using gearing strategies to acquire a portfolio of
residential property are finding that they can achieve even better
returns with commercial property.

How to get the most from this book

You'll find this book has been written for all investors who have
been attracted to the market by the recent trends emerging in
commercial property. It has been divided into the following
three parts.

Part I: The Basies covers what you need to know to get started in
commercial property, all the many benefits of such an investment
and a lot of data on which type of property would be most
appropriate for your needs.

Part 1I: Direct Property Investment is the main part of the book
and covers in detail the process of buying your own investment
property. This includes working with property consultants, the
eight steps to acquiring a property for maximum return, how
to rate investment opportunities, as well as information on
financing, taxation and property management.

Part II: Other Property Investments contains three comprehensive
chapters on the many opportunities available in public
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property syndicates, listed property trusts and a selection of
other investment areas. These chapters introduce you to these
investments, highlight their particular attractions—as well as
some of their negatives—and explain just how you can get
involved.

There are also appendices containing details on where to seek
further information, a section on how to conduct successful
negotiations and some performance statistics. A handy glossary of
technical terms has also been included for your convenience.

Xvi
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The basics



1. The aftractions
of commercial property

What exactly is commercial property?

You may find it quite surprising, but most Australian investors
already ‘own’ commercial property. They do this through units
(shares) in listed property trusts (LPTs), which they have bought
directly on the stock market, or simply hold indirectly, usually as
part of a superannuation fund.

LPTs (which are examined in greater detail in chapter 23) invest
in shopping centres, office buildings, factories, warehouses and,
recently, other assets such as hotels and health care properties.

Even so,local investors have not generally recognised commercial
property as a separate asset class distinct from equities and
residential property, and often they don’t fully appreciate its

3
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many attractions. This is rather unfortunate because, in many
cases, commercial property offers higher returns than other
investments, and with less risk—which is why institutional
investors have in recent years been directing ever-increasing
flows of funds towards it.

Essentially, commercial property is non-residential property.
That means it comprises shops, offices, factories, warechouses,
hotels, hospitals and the like. For the purposes of this book,
agricultural property is excluded. Holiday units, time shares, and
so on are also out as these do not relate directly to commercial
property. Infrastructure assets—such as highways and
airports —are included.

Commercial property can range from the corner milk bar to a
giant shopping centre with 100 000 square metres of retail space;
from a local accountancy office to a CBD office tower; and from
a car repair workshop to a massive steel plant.

If you have the money, you can buy an office or shop as an
investment, in much the same way many Australians buy
residential investment property. Indeed, if you have enough
money, you can buy a whole block of shops or offices, or even
an office tower or an entire shopping centre.

When you purchase property in this way, it is usually known as a
‘direct investment’. By contrast, buying units in a property trust
is classed as an ‘indirect investment’.

Public property syndicates (another means of direct property
investment, covered in detail in chapter 24) have seen a booming
inflow of funds in recent years. Even though they are not listed,
syndicates have many similarities to property trusts. However,
they are usually formed to buy just one property (or, sometimes,
several properties) for a fixed period of time.

4



The attractions of commercial property

You'll also find several other investment options covered in this
book, including:

Q property securities funds (unlisted trusts which buy units in
a bundle of listed property trusts)

0 mezzanine finance
QO mortgage trusts
0O unlisted property trusts

O direct investment in property company shares.

Influences on commercial property

The performance of retail and industrial property has a fairly
direct relationship with the state of the economy. As the
economy expands, demand for consumer goods increases, and
retailers and their suppliers need more (and improved) buildings,
factories, shopping centres, leisure facilities and so on. Likewise,
an economic downturn can have an adverse impact on this
part of the market. The long lead time associated with office
construction tends to make this sector less vulnerable to short-

term fluctuations.

Similar to residential property, interest rate levels are also important.
As it becomes cheaper to borrow money, cleatly there will be
more demand for new and existing commercial property.

Government policies—at both the federal and state levels—
also have an impact: from property taxes, to zoning, to new
environmental regulations.

Other trends are at work as well. Population movements are
clearly important: a growing suburb will attract new and upgraded



How Investing in Commercial Property Really Works

shopping centres and offices, and new highways or rail lines will
lead to the creation of fresh business parks.

Technology is also an important factor. Modern office buildings
are wired to provide access to the latest telecommunications
and hi-tech facilities. Increasingly, tenants expect this. Another
trend is towards ‘green’ buildings, with a particular emphasis on
buildings that minimise greenhouse gas emissions.

The benefits of commercial property

As you can imagine, the benefits of commercial property atre
numerous. For many investors a key attraction of property
(and a reason that so many Australians have, over the decades,
been happy to invest as much money as possible in property,
particularly residential) is that it is actually something tangible. It
is there, it’s real—you can see and you can touch it.

A piece of land and a building cannot go bankrupt (even if
the tenant may). Holders of shares in companies such as HIH
Insurance and One.Tel know (all too sadly) that companies can
go bankrupt, and the shares suddenly become worthless.

While the value of commercial property can have a direct
relationship to the economy, the property is still there, even if
the economy takes a nosedive. And while the economy remains
firm, commercial property should maintain value—and even
appreciate—as well as providing a good income stream.

There are a host of other benefits. These include:
Q strong returns
O stability of income

Q lower risk
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O exposure to different sectors of the economy
O tax benefits

0O hedging against inflation

O investment control

O  ability to add value

O leverage.

These will be looked at individually over the following pages.

Strong returns

Commercial property, as we shall see throughout this book,
provides strong and reliable returns, in the form of income and
capital gains. As an investor, you’re unlikely to make a quick
buck; but over time, you should achieve a return consistently
above inflation, at least on a par with residential property and
even stock market gains.

It is difficult to get precise figures on the comparative
performance of commercial property, due to a lack of
standardised benchmarks. Nevertheless, Property Council of
Australia figures indicate that, over the fifteen years to June
2002 —the latest figures available—office property realised an
average net annual return of 7.8 per cent, with retail property at
12.9 per cent and industrial property at 11.2 per cent.

By comparison, a report commissioned by the Australian Direct
Property Investment Association found that, over the same
period, Australian shares returned 8.4 per cent, overseas shares
8.1 per cent, managed funds 8.9 per cent, residential property
13.6 per cent and fixed-interest investments 10.7 per cent.



How Investing in Commercial Property Really Works

Another report, commissioned by the Australian Stock
Exchange (ASX) itself, found that out of five asset classes, listed
property trusts (that is, commercial property) was by far the best
performer in the ten years to December 2004 (see figure 1.1).

Figure 1.1: Investment returns for ten years to December 2004

% per annum
(@]
|

6
4 |
2 |
1 I I I I
Listed Australian  Residential Fixed Cash
property shares  investment interest
trusts property
B Gross return [ After-tax return [ After-tax return

(lowest marginal tax rate) (top marginal tax rate)

Source: data derived from Australian Stock Exchange, Towers Perrin.

Stability of income

One of the important points about commercial property is that
not only are the returns generally higher, they are usually more
secure. Try to imagine a stock market investment with an 8 or

8
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9 per cent dividend yield. It is likely to be a company for which
the share price has plunged —due to a less than rosy outlook —
or which is paying a special one-off bonus dividend. The
stock market average dividend yield in mid-2005 was around
4 per cent. For the property trust sector, the average yield was
about 7 per cent.

Even with residential property, it is difficult to find something
offering that kind of rental income—unless you have enjoyed
exceptional luck (or practised amazing skill) in buying cheaply
and renting well. As a result of the extended house price boom,
average gross rental yields (from which you have to deduct
outgoings such as rates) were under 4 per cent in mid-2005.

Yet with commercial property, not only are net yields (where
your tenant pays the outgoings on top of the rental) relatively
high—8 per cent is easily achievable with many property
syndicates and direct property investments—they are usually

also far more secure.

If you buy shares in a property trust or property syndicate, the
chances are that many of the tenants of the relevant properties
will be blue-chip clients, with long-term leases providing for
rental increases in line with inflation. Even if you buy an office
or shop yourself as an investment, it is likely that your lease
contract will provide for fixed rental increases, or increases in
line with inflation. There will likely be provision to recover all the
building operating costs, such as rates, insurance, maintenance,
airconditioning running costs and so on.

Unlike residential property (where a lease period of just one
year is common), commercial property leases will generally be
for a minimum of three years and, sometimes, for five to ten
years. Indeed, the anchor tenant in a giant shopping centre will

9
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generally have a lease for fifteen to twenty-five years. Some leases
incorporate bank guarantees in the event of a tenant’s default.

Lower risk

Commercial property investment will generally carry less risk
than residential property or the stock market. A report from the
Australian Direct Property Investment Association on fifteen-
year investment returns has measured relative risk, based on a
standard deviation volatility formula (the lower the figure, the
less risk). The table below illustrates the results.

Table 1.1: Fifteen-year investment sensitivity

Asset class Volatility (%)
Cash 1.1
Retail property 2.8
Industrial property 45
Composite property 49
Fixed interest 52
Office property 6.3
Residential property 8.6
Listed property 1.7
Managed funds 12.3
Overseas shares 15.3
Australian shares 18.0

Source: © Australian Direct Property Investment Association <www.adpia.com.au>
and Atchison Consultants. Reproduced with permission.
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Exposure to different sectors of the economy

A particular attraction of commercial property is that it is
possible for you to gain benefit from different parts of the
economy. Retail and industrial properties probably have the
highest direct relationship to the economy, with retail property
dependent on consumer spending trends. Leisure property is
influenced by tourism trends and retirement property by the
ageing population.

Because commercial propertyis generallyalong-term proposition,
few investors would try to move in and out of the various sectors,
looking to catch the rises. But for those who believe that, say, the
retirement market offers strong potential, commercial property
can provide an attractive investment vehicle.

Tax benefits

You will find that commercial property provides you with
generous tax benefits (these are outlined in detail in chapter 21).

Depreciation allowances on plant and equipment within the
building—such as airconditioning, carpets and lighting—are
just one benefit. The actual amounts will depend on the value
and age of the equipment.

Some properties also attract building allowances, whereby a
portion of the structural cost can be offset against assessable
income. However, the specific amount varies according to the
date of construction and the type of building. You’ll learn more
about this later.

Hedging against inflation

Many recent years of low inflation may have lulled Australians
into a false sense of security about the dangers of rising prices.

1"
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Yet, historically, this country does not have a good record of
inflation.

Property has traditionally been viewed as a good hedge against
inflation. Commercial property certainly has an excellent record
of outpacing inflation; not only recently (as shown in table
1.2), but over a long period. The figures are from the Property
Council of Australia’s Investment Performance Index. A more
complete table of these figures is provided in appendix A.

Table 1.2: Investment Performance Index — commercial property

Year Office* Retail* Indust.* CPI
ending (%) (%) (%) (%)

June’98 105 9.7 15.0 0.7
Dec. 98 9.9 9.9 149 1.6
June ’99 8.9 1.1 14.7 1.2

Dec. '99 8.5 10.6 13.5 1.8
June’00 100 1.5 12.2 3.2

Dec.’00 110 12.3 12.7 58
June’01 110 10.9 13.0 6.0
Dec. ‘01 100 10.2 125 3.1
June ’02 8.4 104 12.2 2.8
Dec. '02 78 10.8 125 3.0
June *03 7.0 14.6 13.7 2.7
Dec. 03 6.9 17.0 15.1 2.4
June *04 74 13.9 13.0 25

(* annual return—that is, income and capital gain, minus expenses—
as a percentage of the value of the property. CPI = Consumer Price Index.)

Source: Investment Property Databank Pty Ltd
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Investment control

As an owner of direct property, you have a significant degree
of control over your investment, unlike the owners of shares.
Of course, some investors (who may have been stung by
problems with a bad tenant) prefer the sharemarket for that
very reason. But, as some corporate collapses in recent years
have demonstrated, major company bosses are not necessarily
working in your interests as a shareholder.

The areas over which you may have control can include such
aspects as: renovations, upgrading, a change of use of the
property, the terms of the lease, the type of tenant, development
and disposal.

Ability to add value

Though the prime attractions of commercial property include
higher yields and stability of earnings, it is possible to further
enhance a property’s worth by ‘adding value’—just as some
investors in residential property buy a run-down home for
the purposes of renovation. In fact, the opportunities to add
value to commercial property are often far greater in number
than for residential property. Ways for you to add value to a
property include:

QO renovating

Q upgrading

O subdividing or enlarging
QO improving the appearance

0O obtaining permission for a redevelopment

13
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O renegotiating the lease

O changing the use.

Leverage

As with residential property, it is possible to borrow against a
commercial investment. Depending on your comfort level and
financial situation, you could be in a position to control a large
number of highly geared properties.

The negatives of commercial property

No investment is risk-free, and commercial property is not
necessarily for everyone. Some possible disadvantages are:

a lack of liquidity

O lack of pricing information
O scarcity of other information
O high cost

0O ongoing management.

These will be looked at individually in the following pages.

Lack of liquidity

Property trust shares are liquid, and you can buy and sell them
readily. This is not so for most other commercial property
investments.

Property syndicates are generally for a fixed term of at least five
years, and it is not generally easy to sell a holding unless you can
find a buyer yourself.

14
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A direct property investment can be sold, but, like selling a
home, the process can take several months and will incur the
normal selling costs. This could prove to be a problem in the
event of a severe economic downturn, when you may need to
sell a particular property investment as quickly as possible.

With shares, you might simply sell at a greatly depressed price.
But with commercial property it could mean months of effort,
or even the possibility of you having no buyers at all.

Lack of pricing information

Share prices are published every day in your newspaper. Managed
fund prices are freely available too. Even average residential
property prices for each suburb are published regularly in the

real estate sections of newspapers.

But, apart from sales reported in the daily papers, there is little
price information available for investors in commercial property.
So, you have no real way of knowing just how much a particular
investment, other than a property trust, might have changed

in value.

It was for this reason that the Property Council of Australia
launched its Investment Performance Index for commercial
property, measuring income, capital gain and total return.
It has become an Australian benchmark, and is based on the
performance of around $45 billion worth of investment
property nationwide.

The index can be broken down in numerous ways, including
regional performance figures, though most data is generally
available only to subscribers. Some figures have already been
provided in this chapter, and more are included in appendix A.

15
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Scarcity of other information

Take an interest in the stock market and you will find a huge
amount of investor information—far more than you can
reasonably absorb. There are magazines, books, newspaper
supplements, seminars, training courses, websites, stockbroking
newsletters and reports, and the list goes on. Even the residential
property investment market is fairly well-covered—there are
books, at least one magazine and regular features in the media.

But as an investor taking an interest in commercial property, you
will find little guidance, other than some articles and broking
reports on listed property trusts. Some real estate agencies are
attempting to educate new investors with booklets and websites.
The Property Council of Australia is working to help investors,
by producing a comprehensive introductory booklet on the
subject, titled Bwzld Your Wealth, and an informative website
<www.propertyoz.com.au>.

You'll also find regular reports in the press, particularly in The
Australian Financial Review and The Australian, but you’ll discover
it is not investor information per se. Rather, this is mainly news
about developments in the commercial property market and is
aimed at readers who are already participants in the market.

There is a fair amount of data prepared for the property
professional, but it is expensive, and is not normally for the
novice. A leading data provider is Property Investment Research,
which sells newsletters and annual reports. However, though
discounts are sometimes available for private investors, their
prices remain high.

The fact remains that, as a beginner in the commercial property
market, you will really struggle to find enough published data to

16
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help distinguish a good investment property from a poor one.
(We hope you'll find this book fills part of that gap.)

High cost

If you have only limited funds for commercial property—a few
thousand dollars or less—you will probably lean towards listed
property trusts. Property syndicates generally carry a minimum
investment amount, usually at least $10 000.

You’ll be unlikely to tackle direct property investment with under
$100000, but generally, you’ll need much more.

In contrast, with the stock market it is possible to start with a
small investment (around $500) and build it up gradually.

Ongoing management

A direct property investment can require your ongoing
involvementwith the property. Unless you engage a skilled property
manager, you'll need to maintain the property yourself.

You need to be aware of market trends. For example, if you
own an office property, it could be that the owners of nearby
offices are rewiring their buildings with cabling for high-speed
telecommunications. Unless you do the same, your property
could become less desirable if the tenant were to vacate.

Also, though lease contracts offer considerable protection, they
cannot stop a tenant going bankrupt. That’s where the bank
guarantee (or bond) from the tenant comes in handy.

All in all, commercial property can seem quite a challenge if
you’re just starting out. And many of the professionals in this
sector of the market are happy for it to remain a mystery to
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all but a privileged few. Therefore, the purpose of this book is to
help “lift the veil’ on these inside secrets of commercial property.

Summary

In this chapter, you have learned of the many benefits of an
investment in commercial property (along with the negatives).

You may have been surprised to find that commercial
property is so attractive—thanks in particular to high yields
and stability of income, along with capital gains. You may
even be wondering why you have heard so little about this
before. Why is the personal finance media so full of detail on
the stock market and residential property investment, with
comparatively little on commercial property? This book is
intended to fill that gap.

In the next chapter we’ll start to outline your investment
options, and give you more of the information you'll need to
get started.

18



2. Helping you make a start

Is commercial property for me?

In chapter 1 you saw how; if you are an investor, you may already
own some commercial property assets through listed property
trusts. The relevant question is, therefore, do you need more?

As we’ve discussed, two key attractions of commercial property
are the high yield and the security of income. That’s why it is
especially suitable for retirees and others needing income.
It is less appropriate for a high-growth portfolio, which
would normally have a hefty exposure to the sharemarket.
Nevertheless, its stability makes commercial property an
attractive counterbalance to growth assets.

There are also timing considerations. Youll find commercial
property is likely to do well when other asset classes are weak.
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Your weighting in commercial property should increase at times
when the stock market is falling and residential property is
looking expensive.

Data company Property Investment Research has recommended
that property should form between 10 per cent and 40 per
cent of an investment portfolio. In support of a 40 per cent
allocation, it wrote:

Historically, direct property returns have moved in a
direction which is opposite to those of equities or bonds.
The addition of property to a portfolio, predominantly
comprising equities and fixed interest, will lower the risk
of the total portfolio.

While being regarded as ‘illiquid’, property forms 50 per
cent of the world’s wealth. What proportion of investors
really requires more than 50 per cent liquidity in a
portfolio?

Listed property trusts could clearly constitute part of the
40 per cent ...

The company also pointed out that listed property trusts
consistently outperform equities and have the lowest ‘beta’
(measure of risk) of the top five industry sectors. Further,
Property Investment Research stated that the comparison of
property to stocks was not a case of ‘apples with apples’, citing a
difference in gearing (and therefore levels of risk) as a significant
difference.

Investment options

So, what are the investment options available for those interested
in commercial property?
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Listed property trusts

The simplest way to invest in commercial property is through
a listed property trust, which involves little more than opening
an account with a stockbroker, depositing some money (or
authorising a link to a bank account) and then placing an order.

In theory, you can buy as few shares as you wish. In fact, broking
fees make it impracticable to buy less than, say, $1000 worth.
Even that amount, with a broking fee of around $30, means you
require a return of 3 per cent just to break even.

Property securities

Property securities are managed funds that invest in a basket
of listed property trusts. They are especially suited for the
conservative investor unsure about which property trusts are
most appropriate. Purchase is arranged through a product
disclosure statement (PDS).

Public property syndicates

Public property syndicate investments are also simple, with
application via a prospectus. However, they often require a
fairly large minimum outlay, usually of around $10000. You are
then normally locked into the investment for the duration of
the syndicate (unless you can find someone willing to buy the
investment from you).

Direct property investment

Direct property investment is for the person who has researched
the market and has acquired some knowledge. You could acquire
a property for as little as $100 000, although (as with residential
property) that amount wouldn’t get you much. From there, you
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can invest as much as you choose. It is also possible to buy into
direct property through a private property syndicate, which we’ll
cover later.

Mortgage funds

Mortgage funds are managed funds that lend money over
property. They offer the investor security and returns that might
be a little higher than a bank term deposit or cash management
account, but there is no capital gain.

Mezzanine finance

Mezzanine finance is the provision of funding for commercial
property developments. As the name suggests, it involves
providing funds between the developer’s own equity and that
allocated by mainstream commercial lenders. It thus carries a
higher degree of risk—and the potential for higher returns—
than regular mortgage finance.

Direct property versus indirect property

For the purposes of this book, indirect property comprises
property trusts. Direct property is a piece of land (usually with
a commercial building on it) that you buy yourself. Property
syndicates are also classed as direct property.

Most investors assume there is little difference. Indeed, a
particular listed property trust and a particular property syndicate
may own portfolios of properties that are remarkably similar.
Yet the investment performance can be different.

The key point, of course, is that most property trusts are listed
on the stock exchange, and so are subject to the vagaries of
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the equity markets. Prices change daily. By contrast, direct
property prices are based on expert valuation, and in a time of
inflation the appraised value may lag. Listed trusts thus show
substantially more volatility than direct property investments,
meaning that they carry more risk. One study has shown that
listed trust prices can fluctuate by as much as 30 per cent per
year, compared to an average annual 8 per cent variation for
direct property investments.

On the other hand, listed property is highly liquid, unlike a direct
property investment.

You also need to consider timing issues. In an economic
downturn, the authorities may lower interest rates and purchase
short-term securities, to inject liquidity into the economy. This
tends to flow through to the stock market, with a positive impact
on listed property trusts, even before the economic recovery
has begun.

However, direct property tends to move later in the economic
cycle, when a recovery is well under way.

Table 2.1 (overleaf) is based on a study published in Australian
Property  Journal, which tried to determine the correlation
between various types of property and other investment sectors.
Table 2.1 comprises the journal’s findings (where 1 means a
perfect correlation and —1 a perfect inverse correlation, with 0
indicating that any correlation is random).

It is worth noting that, in this study, the performance of an
investment in direct commercial property did not have a strong
correlation to the performance of listed property trusts, which
behaved more comparably to equities and bonds.
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Table 2.1: Correlation between property and other investment sectors

Correlation
with
Asset class property
Equities| —0.04
Bonds| -0.25
Listed property trusts | —0.13
Unlisted property funds 0.96

Source: data derived from Australian Property Journal, May 2002, page 82.

Where do your profits come from?

Investors in commercial property need to understand where
their profits come from.

Tenants

In general, the key is the tenants, who provide a steady stream
of income. So finding reliable tenants is crucial, which means
understanding their needs and providing appropriate property.
If you are the owner of a piece of commercial property, it is
essential that you know what tenants expect. Also, as good
tenants are a crucial part of the profit equation, it is possible
to increase the value of the property by changing it in some
way —an upgrade, say, or a change of use—in order to attract
better tenants.

Leases

The terms of the lease are important. You will find a good lease
usually provides for rental increases at least in line with inflation
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or with economic growth. It may well include conditions that
limit rental falls in times of economic downturn. The lease
should also include provision for regular rental reviews, with
such reviews based on market conditions.

The length of the lease will vary, with smaller premises often
attracting shorter lease periods, but the minimum is usually three
years. For big office buildings, a typical rent period might be for
five to ten years, with an option to renew for a further period.
For a large or purpose-built factory, the lease period may span
ten years with an option to renew for a further ten.

Capital gains

The other main source of profit is capital gain. This will not
always be as high as can be expected from residential property
(because the supply and demand equation is different) but the
opportunities are there. Just as certain suburbs can go in and out
of fashion with homeowners, so can commercial properties in
a particular area enjoy greatly increased demand. Thus, shops in
a high-growth district could increase in value, while improved
transportation facilities can boost the value of factories
and offices.

Short-term strategies

Commercial property is typically a long-term investment, bought
for a high and regular yield. Being somewhat illiquid (except for
listed property trusts) generally makes it an asset class that is
unsuitable for short-term trading,

Nevertheless, an investor with some knowledge and experience
can find properties which can be improved, and then quickly sold
for a capital gain. Typically, this involves enhancing the income
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flow of the property, and also the security of the income flow,
thus boosting the property’s value.

There are various ways to do this. The most basic, of course,
is to buy a run-down property and renovate it. An astute
investor might also be able to find a property with a lease that
does not reflect current rental. Renegotiating the lease could
lead to a higher rent, thus boosting the value of the property.
Longer leases and better-quality tenants—such as a national
supermarket chain— can make a property more valuable.

Some properties have been badly managed. For example, a block
of shops might have a vacancy, or tenants who attract little
business. Making the shops more appealing to better tenants can
bring in higher rents.

Spotting opportunities in growing neighbourhoods, or in
neighbourhoods such as inner-city suburbs attracting an
increasing number of up-market residents, is another good
short-term strategy.

With experience, you can buy vacant land and develop it, or buy
a vacant building and find tenants. Enterprising investors might,
with imagination, discover ways to completely change the use of
a property— turning a warehouse into a restaurant, for example,
could boost its value. (Chapter 17 gives a couple of examples of
imaginative property devlopment.)

Timing the market is another viable short-term strategy. As with
the stock market, commercial property can go through a lengthy
period when values do not change much, followed by a period
of sharp appreciation.
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Timing and the commercial property cycle

If you are a sharemarket participant, you are likely familiar with
the so-called investment clock, which purports to show how the
economic cycle influences equities.

Thus, an overheating economy is followed by rising interest rates
and falling share prices. Then, as the economy declines, interest
rates start to fall and share prices rise again.

Some analysts have tried to devise a similar ‘clock’ for commercial
property. But unfortunately, the results are not generally useful.
Commercial property has so many components, and these do
not necessarily move in unison.

For example, industrial property prices may be sagging while
retail property prices rise. There are regional differences too.
Prices might be hot in Sydney and lukewarm in Melbourne or
Brisbane, or vice versa.

Nevertheless, using a highly broad-brush approach, it is possible
to place property in the investment cycle thus:

O The economy starts to slow.

0 Direct property prices stop rising, and may decline.
O The authorities inject liquidity into the economy.

O The stock market and listed property trusts rise.

0 The economy begins to recover.

O Direct property prices start to rise.

0 Inflation may also rise.

0O Interest rates rise.

O The stock market and listed property trusts fall.
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The four phases of commercial property

American research has tried to identify four phases for
commercial property, based on economic and supply—demand
factors. They are as follows.

Phase one: phase one occurs at the bottom of the cycle, when
the market is generally in a condition of oversupply, due to both
a weak economy and too much new construction from when
the economy was still strong. Vacancy rates may be high and
rents falling. However, during this period, new construction
generally ceases, while demand slowly starts growing again, and
the existing oversupply is gradually absorbed.

Phase two: demand for new space continues to grow, but with
little new construction, rents rise—sometimes sharply. This
leads to developers once again initiating the construction of new
buildings, until at some point there is rough equilibrium between
supply and demand.

Phase three: demand continues to rise, but supply is growing
faster, and rental growth may slow down.

Phase four: The market is coming to a point of oversupply,
due to over-building, with the condition perhaps aggravated by
a weakening economy.

Summary

This chapter should have made you aware of the various
investment options that await you. Did you realise the extent
of your choices and how easy it is to get started? Now you
are ready for an overview of the entire commercial property
market.
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3. An overview
of the marketplace

Main investment sectors

For most investors, commercial property means office, retail or
industrial property. However, opportunities exist in other sectors,
such as the leisure and retitement sectors, and infrastructure
investment is another fast-growing area.

Below is a brief overview of the main investment sectors.

Office property

In 2005, Australia had an estimated 19 million square metres
of office space. About three quarters of this was in the
CBDs, and much of the remainder in a dozen major office
locations. Institutional investors— particularly listed property
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trusts—own around half of all office property, which makes
some of Australia’s major building icons accessible to even small

investors.

You will find that office yields can vary by region. Certain market
segments have a concentration in particular cities— government
tenants in Canberra, media in Sydney, the financial industry in
Sydney and Melbourne, and so on—and this can make for
differences in office requirements, in rents and in yields. Growth
prospects for each city are also a factor. Figure 3.1 below
illustrates the variance of office yields in different regions.

Figure 3.1: Average initial yields for premium office property
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Source: data derived from Colliers International

White-collar job growth is a major factor in determining trends
in demand for office space. In analysing office property, it is also
necessary to look at factors such as planned new construction,
current vacancy rates, lease terms and rentals.
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As an investor interested in office property, you need to be
aware of trends in the white-collar world. Increasingly, tenants
expect a high-tech infrastructure. There are also moves towards
environmentally sensitive ‘green’ buildings.

Another trend you’ll be aware of is ‘tele-commuting’—working
from home, and communicating with the office by computer.
Decentralisation is another issue. Some of the major companies
are deciding that they do not need an expensive CBD presence,
and are relocating to the suburbs.

With continuing growth in giant shopping centres, you will
start to see a trend towards converting smaller suburban strip
shopping areas into office property.

Another trend is a burgeoning strata office market (offices in
a building that are individually owned by investors), especially
in Sydney and Melbourne. This has become a high-growth
subsector, thanks to swelling numbers of smaller property
investors concerned that residential property has become
expensive and oversupplied, and a growing number of small
business owner-occupiers. Some of the latter are buying their
offices through their superannuation funds.

Retail property

The retail sector ranges from the major shopping centres, to
strip shopping streets, to the local fish-and-chip shop.

According to the Shopping Centre Council of Australia, in early
2004 there were 1338 shopping centres in Australia, ranging
from large regional centres of more than 100000 square metres
of retail space, and generating sales of around $500 million each

year, down to smaller, supermarket-based centres of around
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5000 square metres of retail space, generating annual sales
of around $30 million. More than half were owned by listed
property trusts or large public property syndicates, making them
accessible to small investors.

A growing Australian economy and strong consumer spending
trends mean that the retail sector has shown continually strong
growth, and retail property yields have been consistently solid
(shown in table 3.1). Long-term leases employed by most
shopping centres ensure that returns have stayed strong, even in

times of economic downturn.

Table 3.1: Average retail property yield

Yield
Year (%)
1995 82
1996 8.2
1997 79
1998 8.1
1999 8.0
2000 8.1
2001 79
2002 7.7
2003 7.7
2004 (June) 76

Source: Investment Property Databank Pty Ltd

Lack of suitable development sites in major urban areas means
that growth tends to come from expanding existing properties.
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The shopping centres are also placing a new emphasis on leisure
and entertainment facilities, and they are staying open longer.

When analysing a shopping centre, it is important for you to
consider the ‘anchor’ tenants— generally large supermarkets or
departmentstores thatattract many customers. Itis also necessary
to look at lease terms. The quality of centre management,
although difficult for an outsider to judge, is also important.

Small retail properties are often attractive to private investors
looking to buy a single commercial property asset. So, as with
residential property, interest rate trends are a factor.

For investors looking at buying a shop or group of shops, a good
location is crucial, and a sound tenant mix is also important.

Industrial property

Industrial property can range from a local workshop to a
major international steel plant or oil refinery. Many are owned
by the companies themselves, and the size of the market is
undeterminable. A growing number of listed property trusts have
been formed to invest in this sector, and institutional investors
hold more than $5 billion worth of industrial property.

Yields for industrial property have generally been higher than for
other kinds, because many sites are purpose-built for a particular
tenant or activity, and it might be difficult to find a replacement
tenant. However, this also means that tenants are reluctant to
move, as it might be hard for them to find suitable alternative
premises. As a result, lease renewals are generally high.

You will soon discover that the performance of industrial
property is geared fairly strongly to economic growth, though
other factors are at work. New transportation facilities have
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the potential to make certain industrial property assets more
valuable. At the time of writing, there is an established trend to
convert industrial property in inner-city areas into housing.

The industrial sector is attractive to many smaller investors
looking to buy directly into commercial property, as factorettes
generally need little maintenance or ongoing expenditure.

If sufficient care is taken in tenant selection, such properties
could well suit the ‘let and forget’ investor.

Hotels and leisure property

Overseas tourists play a major role in the growth of the
Australian economy, and domestic tourism is a another important
contributor. Nevertheless, it is a volatile business, influenced by
global economic conditions, and easily dented by events like a
contagious new disease outbreak or terrorism.

Several listed property trusts specialise in hotels and leisure
property. Some property syndicates are also available to the
smaller investor interested in this sector.

However, such properties have not been strong performers. A
reportin 2003 commissioned by the Property Council of Australia
noted that investments in hotel properties had underperformed
all other types of property investments since 1997, and with
generally higher risk. Listed property trusts specialising in hotels
had also not done well.

Retirement property

Anageing population means retirement property has considerable
investor potential.
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At present, some 2.5 million Australians (around 12.5 per cent
of the population) are aged over sixty-five. This number is
growing rapidly. The Australian Bureau of Statistics estimates
that within less than fifty years more than 6 million Australians
will be over sixty-five, representing more than 24 per cent of the
total population. (See chapter 18 for more on Australia’s ageing
population.)

One of Australia’s leading retirement property finance specialists,
Adelaide Bank, forecasts that the Australian retirement facility
population will rise from 120 000 in 2003 to 180000 by 2011 and
300000 by 2031.

Until recently, there were few opportunities for investors (apart
from buying shares in a small number of publicly listed retirement
property developers), but this is changing. Some developers are
selling individual units to investors, who generally lease them
back to the developer-operator.

The first listed property trust covering this sector, Village Life
Property Trust, was launched by Westpac Funds Management
in 2003.

Infrastructure

Until recently most infrastructure assets— highways, airports,
ports, power plants and so on—were owned by government.
However, the politics of economic rationalism has led to a
stream of new projects being placed in private hands, along with
the privatisation of many public assets. The result is a new wave
of investment opportunities in infrastructure property.

Australia has a sophisticated system—ahead of most other
countries—of developing so-called BOOT (build, own,
operate, transfer) projects, by which the private sector takes on a
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major development, with the asset eventually transferring to the
public sector. This can involve extremely complex risk analysis
and financial schemes.

An example is the M2 motorway, linking Sydney’s north-western
suburbs with the Pacific Highway. This was developed by the
listed company Hills Motorway, which now operates it.

Another example is Melbourne’s twenty-two-kilometre CityLink
toll road, joining the CBD with north-western and south-
eastern suburbs. This $1.2-billion project was undertaken by the
private sector and is now operated by the publicly listed
Transurban Group.

The huge costs of a project mean that infrastructure companies
typically have very high debts. During the construction phase
they have little income, so may be unable to pay out anything
to their shareholders. Further, during the initial period of
operations, heavy debt repayments might limit dividends. But
subsequently, companies should enjoy high revenues, and be
able to pay a steady stream of dividends.

By their nature, infrastructure assets usually operate in a
monopoly, or highly protected, environment, providing essential
services. As long as the economy remains firm, it is reasonable
to expect that their revenues will be maintained, on a fairly
predictable basis. In fact, they should grow, along with the
economy, while the ability to pay strong dividends should be
enhanced by steady debt repayments.

Like property trusts, infrastructure properties can make excellent
investments for those looking for a steady stream of dividends
with a relatively low level of risk. There is also the prospect
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of some capital gain, as the economy grows and also as the
company diversifies into other projects. However, due to their
heavy borrowings, the companies can be vulnerable to interest
rate rises.

Other opportunities

As commercial property becomes more attractive to small
investors, you’ll find many more opportunities will present
themselves. Health care and childcare properties are examples.
With specialised knowledge you can buy a suburban doctor’s
surgery or a childcare centre as an investment. Hospital and
medical trusts are also coming. For example, Australian Unity
manages the unlisted Healthcare Property Trust, and several
companies have launched funds that invest in entertainment
industry properties.

Strata title parking spaces in multistorey parking developments
are a niche investment that can provide solid returns for modest
outlays. They require minimal upkeep (given that they are leased
to the parking building operator) and as they are often in prime
locations they offer the potential of eventually being sold at a
capital gain for redevelopment.

Looking to the future, long-term storage facilities are as yet a
tiny, but growing, property business in Australia, though not
in the United States—where several self-storage real estate
investment trusts are listed on the stock exchange. An article in
Property Australia journal in October 1998 quoted the executive
officer of the Self Storage Association of Australasia:

Americans regard self storage as an absolute blue-chip

investment and it is considered the safest real estate—
based investment in the United States.
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Summary

Commercial property is normally taken to refer to office, retail
and industrial assets. However, as an investor you need to be
aware of a fast-growing stream of other options. Tourism and
leisure properties are just one example. Health care, childcare
and retirement properties are blooming into another large
subsector. An expanding number of infrastructure projects are
also opening to the small investor.

This is the end of part | of the book. Now it’s time to make
an in-depth examination of all your options in direct property
investment.
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4. Widening your view of things

As you’re aware, this is a book all about commercial property.
But, in order to introduce you to several key concepts, you may
find it helpful to return to a familiar comfort zone— which is
... buying a residential property. You see, by fully understanding
these concepts, they will stand you in good stead as you embark
upon your ‘new career’ as a commercial property investor.
Perhaps an example will help to explain things best.

Most people investing in property seem to get ‘bent out of
shape’ about the price. But the price should not be your only
consideration. What is vital is how much a property costs you,
and this means considering more than just the final price paid.
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Often, if you allow the vendor to win on price, you can get a
better deal overall. Here’s a simple lesson that co-author Chris
Lang learned during the early 1980s. He has used it repeatedly
ever since. It illustrates many of the principles of successful real
estate investing,

Controlling the terms

A young engineer attended one of my property seminars and
approached me afterwards, saying: ‘I’'ve found a five-bedroom
house in Burwood, and I want to buy it.’

I enquired, ‘How much do you think it’s going to bring?’
He said, ‘About $65000.

‘How much have you got?’

‘$9000,” he replied

“You haven’t really got enough then, have you?’

To which he replied, “Well no, but I've arranged a first mortgage
of $45000 and my mother will help me with the rest.’

So we went to the auction at three o’clock on a Saturday
afternoon. The property was passed in to us at $58 000.

I asked the auctioneer, ‘Would the vendor take $59 0002’
The auctioneer responded, ‘No, she wants $65000.”

I said, ‘I can probably get my client up to $60000.”

‘No,” he replied. ‘It’s $65000.

‘What if I can get him up to $61 000 — and he’s running out of
money—do you think she will take it?’
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The auctioneer said, ‘Look, she’s ninety not out; she wants

$65000.

So my client and I went down the street a little way to plan
our next step. When we returned I asked the auctioneer if the
vendor might leave some money in the deal, and he went off to
ask him.

He came back and said, ‘She’ll leave in $5000 at 15 per cent.

You might not believe this at the moment, but back in the early
1980s, first mortgage rates were then running at 17 per cent,
and second mortgage rates were at 22 per cent. So, I said to
my client: ‘T suggest we ask her to leave in $20000 on second
mortgage for three years at 10 per cent.’

In disbelief, he said, ‘Do you really think he’d come at that?’

I replied, “Well, if she only leaves in $15000 you’ll just have to
use the $9000 cash that you’ve already got. And if she increases
from 10 per cent to 12 or even 15 per cent on second mortgage,
it is still very cheap second-mortgage finance.

We made the offer and, to my client’s intense surprise, the vendor
accepted it.

I said to my client, the young engineer, “You’d have to be pretty
happy. You’ve got your $45000 first mortgage, you've got your
$20000 second mortgage, and you've still got your $9000 in
the bank!’

Understanding what went on

This all involved an understanding of people’s needs. You see,
the vendor was ninety years of age, and I surmised that she
probably wanted enough money to fund taking up residence in
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a retirement home. Therefore, we probably didn’t have to give
her all of her asking price. We gave her $45 000, and asked her
to leave in $20 000.

The second issue was that she had probably told her relatives
she was definitely going to get $65000. She achieved this—she
didn’t have to tell them that she left in $20000 on second
mortgage to get the $65000. She could simply say, “There you
are. I stood out for it, and got my $65000.

The third issue was her willingness to accommodate the ‘creative
finance’ proposal, because she would probably not be around
when the other $20000 came due anyway— this would be her
family’s concern.

Then, on the following Tuesday, the elderly vendor’s lawyer
telephoned me with some concerns about the second-mortgage
deal. I started to explain that it had been carefully worked out
and written down, and everyone seemed quite happy with it.

‘No,” he said. “‘You don’t understand. The interest rate of 10
per cent is going to cause problems with regards to my client’s
pension. Do you mind if we drop it to 8 per cent?’

Always aim to create a win—win solution

Everyone has to walk away from a deal having felt they’ve won
something. If the vendor had felt hard done by, she would never
have come back to us to drop the interest rate to 8 per cent. But
she got the $45000 she needed to go into the retirement home
and she had income from the interest—albeit at a lower rate,
because that suited her pension situation. She was happy.

My client was happy too. The negative cashflow was not a
problem for him because, as an engineer, he was on a good
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salary. And, as he wasn’t married, he was able to let out the other
four bedrooms to generate more income.

Summary

As you probably appreciate, there were a fair number of real
estate principles wrapped up in this one deal. And we shall
be developing these as we go along in the remainder of this
section of the book.

In the next chapter, we’ll introduce you to some of the emerging
trends in commercial property.
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5. The evolving world
of commercial property

One of the keys to success in property investment is staying
abreast (and, ideally, ahead) of trends in the market. This
particularly involves being aware of which areas of the market
are doing well now, which are performing poorly, and which
have the potential to boom.

It means you need to read widely on the topic. Appendix B is
your ‘resource centre’, which provides extensive detail on the
main sources of information on commercial property that are
currently available to the investor. These include selected websites
that you should consult regularly, along with newspapers and
specialist journals.

It is also important to be aware of trends in the wider world
that could have an impact on commercial property. See chapter
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18 ‘How emerging trends affect your investment decisions’, for
more on this important topic.

When the market goes against you

Too many investors become discouraged when the market turns
down, not realising that it could actually be a buying opportunity.
We saw this in the last downturn, in the early 1990s, when many
people became confused about what to do.

But this can be a time when vendors are keen to do deals.
During such a time, if you have the available funds and the
advance knowledge, you clearly have a strategic advantage and
could therefore be able to buy very well. In addition, you will
avoid being caught up in all the hype of a rising market when
you make your purchase, and be able to propetly analyse a good
selection of properties that may remain unsold after auction.

The property market in the first decade of the 21st century

Though precise figures are not available, several analysts say
that, historically, the Australian office property cycle runs for
about eighteen or nineteen years from peak to peak, with smaller
highs and lows within that cycle. The last high point was in 1989,
which suggests that the next peak should be during 2007-08.

By contrast, the residential property cycle tends to run for five
to seven years, and is the market most influenced by external
stimuli, such as interest rates and government incentives to
first home buyers. The retail and industrial sectors generally fall
somewhere in between.

Gardner+Lang’s client eBulletins at the turn of this century
warned that a ‘short and sharp’ economic downturn was on the
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horizon, based on a range of unrelated, non-fundamental causes
such as the GST and Y2K concerns, consumer sentiment and
a post-Olympics building slowdown. Gardner+Lang advised
clients to use this period as a window of opportunity for
expanding their commercial property holdings, before a likely
surge in the market from around mid-2003.

The downturn duly came—short and sharp—and from mid-
2003 we started to see the commercial property market improve
Australia-wide. What are some of the trends that investors
can expect over the next few years? A report from economic
forecasters BIS Shrapnel in mid-2002 (and again in early 2005)
declared the Australian economy to be generally in good shape.
Although external factors—including a global slowdown and
a rising dollar—might constrain our growth, the construction
and commercial property markets are emerging from cyclical
downturns, and are ready to rise again in coming years.

Spotlighting the Melbourne office property market, the report
said that forecasts of a growing number of new construction
projects and of looming oversupply were wrong. It said that
metropolitan Melbourne could easily absorb 1.4 million square
metres of net additions to stock over ten years—including
560000 square metres in the CBD alone — without oversupplying
the market.

As a result, it expected growth in prime gross effective rents in
the CBD market to be some 39 per cent, between 2003 and a
peak during 2007-08.

Decide on your strategy and take action

The office, industrial and retail property cycles are starting to
move together, as they did in the late 1980s, with the makings
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of a commercial property boom. Usually the best strategy is
to acquire your commercial investment properties before the
market starts to take off; otherwise youll get caught up in the
hype, when overall investor sentiment starts to rise again. If
you buy while many property investors remain pessimistic or
somewhat confused, and make sure you cash in your investments
before the peak, just imagine the absolute bargains you’ll be able
to snare with your significantly increased net worth in the trough
of the next market cycle.

According to a BIS Shrapnel report, Melbourne could easily absorb 1.4 million square metres
of net additions to stock— including 560 000 square metres in the (BD alone —
over ten years without oversupplying the market.

If you do not sell at or around the market peak, you could suffer
the same dramatic losses that investors suffered from 1990
to 1994. And, as those who experienced it will tell you, there
was ‘blood on the streets’. It was painful for investors to watch
sizeable fortunes simply vanish.
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You may feel that owning investment property for only a few
years sounds like a rather short period. However, if you get your
timing right, you’ll be doing so at the end of the cycle, when the
greatest growth generally occurs.

For each of their clients, Gardner+Lang likes to prepare a
projected, after-tax cashflow for the investments they wish
to acquire. At the time of writing, these cashflow projections
are indicating returns of 11 per cent to 14 per cent per annum
(depending upon gearing levels) on the equity you invest.

For the longer term investor

Not every commercial property investor wants to sell after just a
few years, even if numerous indicators are warning of a peak and
a subsequent fall. If your investment horizon is, say, fifteen years
ot so, you don’t need to pay as much attention to the shorter
term trends in the property market.

Nevertheless, Gardner+Lang have found that many clients are
currently positioning themselves to sell before an anticipated
peak in 2007—08. They then intend to stay out of the market for
about twelve to eighteen months, before picking up some real
bargains after the market sharply declines. These will be holdings
that they will retain for the long term, having bought them at the
bottom of the next cycle.

We will now look at trends in office, industrial and retail

property.

Office property

Had it not been for the large amount of suddenly vacated office
space following the dotcom sector’s decline and September 11,
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you would have seen CBD office property further ahead than
it is at the moment. Indeed, until 2003 it was generally moving
sideways, with the leasing market rather soft. However, this was
caused by a fall-off in overall demand from new tenants, rather
than an oversupply of space from new construction.

Some pundits, particularly in the daily papers, have expressed
concerns about a looming oversupply, but Gardner+Lang do
not see this eventuating. You see, unlike the speculative activity
of the 1980s, this time new construction is not occurring without
a significant pre-commitment. Thus, it appears more likely that
rents and values will improve vastly.

For example, in Melbourne, where the construction cycle
has started first (other cities have yet to fully start a new
development phase at the time of writing), five major new office
buildings commenced construction with an overall tenancy
pre-commitment of around 50 per cent. These are now well over
85 per cent leased, even though several will not be completed
until 2005-06. By contrast, in the 1980s, developers simply built
new office towers, anticipating that tenants would just turn up.

Another blossoming trend is the development of the suburban
office market, which is quite distinct from the CBD. Recently
there has been considerable demand for strata offices, with
many eatly retirees, and those with healthy redundancy packages,
looking to set up an office close to home in order to launch their
own small one- or two-person business.

Industrial property

Historically, the fortunes of industrial property tend to follow
that of the economy, given it is reasonably dependent upon
consumer spending and, to a lesser degree, export strength. And
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though our own economy remains generally firm, the global
situation will have an impact and could slightly delay the upswing
for industrial property.

Nonetheless, as business confidence and investment return,
and the office market starts to surge, industrial property will
not be far behind. You will start to see a demand for industrial
properties with a high office content; this will create competition
from commercial developers and investors for the traditional
business park locations.

Another trend is that many industrial tenants have suddenly
found themselves with enough borrowing capacity —thanks to
low interest rates — to actually purchase factories and warehouses
for their businesses. However, that will quickly change with
increased rates, forcing them to return to the rental market.

And, with retail sales up, demand for industrial output has risen
significantly, causing many industrial tenants to move to newer
and bigger premises. That, in turn, puts pressure on rentals, and
also makes owner-occupation attractive, especially while interest
rates remain low.

As a new wave of building gets under way, you should start to
see strong growth in rentals, due to both increased demand and
the higher cost of construction.

Generally, the best buys will be in the $2 million-plus range;
if you can muster this amount, this is one sector you should
certainly consider.

Retail property

Like industrial property, retail is closely linked to economic
conditions. It also shares some similarities to residential property,
in that it is sensitive to interest rate movements.
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It is well known that consumer spending has been growing for
some years. However, this is not being reflected evenly across all
sectors of the market. For example, the household goods sector
has boomed as a result of low interest rates and the first home
buyers’ scheme. In any case, increased sales do not necessarily
mean increased profitability.

Recent property sales (reflecting yields as low as 3 to 4 per cent)
would tend to confirm investors’ perceptions that many shoppers
have a growing preference for strip centres, as opposed to regional
and subregional centres. However, the increasing numbers of
bulky-goods stores and factory outlets could have a moderating
influence on future growth prospects for retail investors.

Indeed, specialist research suggests that bulky-goods stores —large
warehouse-type outlets for companies like Harvey Norman,
Bunnings, Retravision and Captain Snooze—have in recent
years become the fastest-growing subsector within retail. But if
retail sales taper off, you may see rental growth stall.

Summary

In this chapter, we have tried to outline some of the trends
supporting our view that now is an opportune time to be
moving into commercial property.

Historically, the Australian office property cycle runs for about
eighteen or nineteen years, from peak to peak. The last high
point was in 1989, which suggests that the next peak will be
around 2007-08. We also see growing strength in retail and
industrial property, and values often appreciate the most in
the last years of the cycle.

Inthe next chapter we’ll help you formulate your own investment
strategy.
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6. Developing a
clear investment strategy

Creating a blueprint for your future

One of the key objectives of this book is to expand your thinking
about the property market, and to help you adopt a new mind-
set towards what’s really going on.

So, in this chapter, we are seeking to give you the ability and the
confidence to develop your own investment strategy.

However, if you're like any property investors, you could well be
wondering, ‘Where do I start?” and ‘How do I decide what’s right
for me, when there are so many exciting opportunities available?’
Both of these are good questions. So, let’s walk you through the
thought process, to help you arrive at your core area of focus.
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You may consider this chapter somewhat ‘philosophical’. But it’s
intended to encourage you to think about commercial property
investment in new ways, before you actually start. By contrast,
subsequent chapters get down to the ‘nuts and bolts’ of practical
investing.

Distilling your personal investment strategy

The reason we’ve explored a number of emerging trends with
you is to give you some insight into just what new, money-
making options you have available. And with those insights,
you’re certain to hit upon several more property investment
opportunities yourself.

Consider what’s possible

By now, you have a whole range of potential avenues (or options)
there in front of you. And maybe you could depict them in a
simple diagram, where the circle below contains all your options,
as to what’s possible.

Figure 6.1: What is possible?

Possible

Your
options
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However, at the moment, creating your personal investment
strategy may seem like a somewhat daunting task— only because
your choices simply appear to be too many.

Take a look at what's appropriate

You know what’s possible, but you somehow need to trim your
choices alittle. And you can do this by asking yourself, “‘Which of
the various available options would best fit my temperament?’

An investment option may look appealing, but this, by itself, is
not necessarily a sound basis for you to pursue it.

For example, in the 1970s and 1980s, negative gearing was being
heavily promoted as providing excellent tax benefits. But the
problem people had was determining how much money they
should borrow. Unfortunately, there’s no right answer to that
quandary—it’s simply what is right for you. For some people, to
borrow 90 per cent of the cost of their investment is fine. But
for others, a borrowing ratio of anything over 50 per cent of the
cost would cause them considerable distress.

Therefore, you need to discover what we’ll call your ‘threshold
of insomnia’. And in doing so, you then start to form a clearer
view of the type of investments you ought to be including within
your portfolio.

That doesn’t mean you cling blindly to past choices, where you
may intuitively feel most comfortable. But by introducing the
concept of what’s appropriate, youre able to start narrowing
down your newly found options.

When you start to compare what you consider to be appropriate
investments against your possible property investment
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opportunities, you’re then able to trim your choices down to
something a lot more manageable.

Figure 6.2: What is possible and appropriate?

Possible Appropriate

Your Your
options make-up

But what are you capable of buying?

You now need to have a look at exactly what your resourcesare
— both financially and time-wise. And that doesn’t mean that you
are confined to looking just by yourself. You may like to think
about joining with other like-minded investors in a syndicate to
leverage your capital and spread your risk.

Certainly, as your portfolio grows, you will (like most serious
investors) need to engage professional property management
expertise, so as not to spread yourself too thin and run yourself
ragged.

But, assuming that for the time being you have chosen to invest
on your own, you then need to propetly assess your available
capital, which will be a combination of your present cash, plus
any additional equity you may have in other properties. Your
diagram should now look something like the one opposite.
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Figure 6.3: Establishing a core area of focus

Possible Appropriate

Your
make-up

Your N\
[BSOUICES

Your
options

Core area
of focus

(apable

Establish your core area of focus

As you can see, after applying these three ‘filters’, you are left
(at the centre of these overlapping circles) with what’s possible,

what’s appropriate and what it is you’re actually capable of

investing in. Only then are you ready to start building your

property wealth.

Contrary to popular opinion, the smaller your list of potential

opportunities, the clearer and more successful your investment

strategy is likely to be. It’s really quite a simple process; but one

intended to help you carefully establish your core area of focus!

And it’s a process even seasoned investors go through from time

to time—just to ensure they keep themselves on track.
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Summary

This chapter has put the spotlight on the importance of having
a clear investment strategy to enhance your success as an
investor in commercial property.

In particular, it is crucial that you are able to understand your
own temperament. A certain property may look attractive
and be available and affordable, but that’s not to say it is
appropriate for you.

What is your threshold of insomnia? Too many investors rush
into an acquisition, perhaps pressured by some fast-talking
sales executives, only to find themselves suffering later from
sleepless nights.

In the next chapter, you will discover the eight key steps to
acquiring an investment property.
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/. Eight steps
for maximum returns

Don’t you find it fascinating that so many people consider
themselves to be experts in property—simply because they are
surrounded by it? Yet, when you actually quiz them about the
investment process involved, you often find their confidence to
be quite misplaced.

In this chapter, we are going to take a look at the eight important
steps in the process of acquiring an investment property.

Setting the scene for success

Just because they live in a house or apartment, work in an office,
shop or warehouse, and maybe own a holiday house, many
people somehow believe that they automatically have all the
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knowledge and skills they need to become an expert in most
forms of property.

But this might be far from the reality. So, the purpose of this
chapter is to help you fully understand the investment process.
Some of what we cover here you will probably know already; but
some you may not. Either way, it will give you a handy framework
within which to organise the knowledge and skills you have.

Step 1: gaining the knowledge you need, quickly ...

Whether it is property, shares or collectables, you will find
successful investment is simply a combination of knowing your
options, understanding your risk profile and recognising your
constraints, in order to arrive at your core area of focus. (This
was covered in some detail in the last chapter.)

As part of the process, you need to quickly acquire the required
level of knowledge and experience. Unfortunately, this is easier
said than done. There is a huge amount of material available for
the beginner investor in shares and in residential property but an
amazing dearth for beginners in commercial property.

Some of those in the industry, along with some serious
professional investors, obtain a tertiary degree in property, which
will require three years of full-time study, and involves a wide
range of subjects. These include: macroeconomics, commercial
and property law, accounting, valuation principles, statistics,
business computing, commercial building, business finance,
urban economics, business forecasting, marketing principles,
asset management, business research, property investment,
property development, urban valuations and more.

So, if you want to fully grasp the ‘knowledge’ part of successful
property investing, that is the extent of what you will need to
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study. And once you’ve gained your knowledge base, you then
need to marry that with years of practical experience, to make
sure you are able to take full advantage of what the market has
to offer.

We see this book as an important first step in the path to quickly
acquiring the knowledge you need. In particular, the ‘Resource
centre’, in appendix B, directs you to a wide variety of further
information sources you can explore.

In fact, many serious commercial property investors leave the
necessary, in-depth knowledge to their consultants (see chapter 9
for more detail on working with consultants), and simply focus
upon gaining as much practical experience as they can.

Step 2: researching the market

The internet has become a key tool for investors looking to
uncover commercial property opportunities. You can read a lot
more about this in appendix B. Two sites we find particularly
useful are:

O Property Look <www.propertylook.com.au>
O realcommercial.com.au <www.realcommercial.com.au>.

Most real estate agents also have their own websites nowadays.

Step 3: choosing the right property

Given the wide range of properties you may have to choose
from, you need to adopt some strict guidelines. By doing that,
you will both simplify your decision-making process and bring
some consistency to the choices you end up making,

In other words, you need an easy to use framework for sourcing
and filtering the available properties. To make this process
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easier, we detail in subsequent chapters some sound investment
objectives, along with twelve buying criteria. By returning to
these two check lists each time you seek to make a purchase, you
will probably avoid most of the common pitfalls of property
investment.

Step 4: analysing your selection

Sometimes this can prove to be the most confusing and frustrating
part of the entire investment process. You have identified a
number of properties which seem to fit your objectives and
criteria, but you lack a quick and easy method of reducing them
down to a workable short list.

In chapter 13, we present a method to help you in rating your
investment opportunities. It simply combines your objectives
and criteria into a compact matrix, allowing you to rate each of
your candidate properties in less than a minute. From there, you
need to create a projected (four- to ten-year) after-tax cash flow
for each property. This is really a job for a professional, unless
you have financial analysis skills or the requisite sophisticated
computer software.

The cash flow projection would take into account:
O purchase price

QO acquisition costs

O borrowings

O interest costs

O net rental

O depreciation
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O anticipated sale price
O capital gains tax
O selling costs.

Creating cash flow projections is something that some property
consultants or financial advisers would do for you as a matter
of course, before you make your final decision to acquire
a property. Then, using those projections, you can create a
common yardstick— the internal rate of return (the anticipated,
after-tax percentage return on the actual equity you invest) — for

each property.

Step 5:arranging your finance

When buying commercial property, you really need to have your
finance in place before you put forward any purchase proposal.
Or, at least, have the assurance that you’re likely to gain approval

from your finance source.

You may already have an existing relationship with one or more
banks (as most people do). And, given your long-standing
relationship (not to mention the numerous titles of yours they
may already hold), they’ll not only look after you, but also offer
you the best deal. Right?

Maybe! But that’s not necessarily the case. Gardner+Lang have
had clients who trust their banks implicitly to ‘do the right thing’
by them. We try to suggest that they talk with various finance
brokers we’ve recommended to several of our other clients. But
invariably there are some clients who believe they know best.

There was one particular client who, somewhat reluctantly,
agreed to explore alternatives through one of these finance
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brokers. But he still insisted that what his bank was offering him
couldn’t be bettered.

Not only did we manage to obtain a better rate and better terms,
but it was done through his very own bank.

How is that possible?

It’s quite simple, really. The broker was able to introduce the
prospect of competition for that client’s bank.

The client himself didn’t feel he was in a position to ‘threaten’
his own bank. But the broker was able to allude to the possibility
of having to relocate all the client’s business to another financier,
if that’s what it took to ensure the client received the best deal
for his latest acquisition. Amazingly, the original bank found a
way to restructure the finance proposal much more favourably.
And the client—banker relationship remained fully intact.

So, you see, arranging finance is more than just taking out a loan.
And you’ll explore that further in chapter 14.

Step 6: negotiating the deal

You’ve just read about one of the more common negotiating
ploys which can be used to your advantage. There are lots more.
You will find chapter 15, and also appendix C, ‘How to negotiate
your way to success’, will give you more extensive details on
negotiating success.

Step 7: managing your property for profit

There’s an old saying: “You don’t make your profit when you
sell a property, you make it when you buy it And to a large
extent that is true. However, you can buy a property very well,
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but then manage it extremely poorly, and lose a lot of money in
the process.

If you do attempt to manage a commercial property yourself,
you need to develop a detailed knowledge base in areas such
as tenancy law, statutory regulations and construction. And
one of the key areas of extreme exposure for landlords is in
the Essential Services Regulations—Ilegislation governing
monitored services within a property, including airconditioning,
fire services, elevators and electrical equipment. Noncompliance
will attract significant fines for you, the owner. With so many
new changes, this is an area fraught with a diverse range of
potential penalties.

That is why most active property investors choose to have their
properties professionally managed. See chapter 20 for more on
this topic.

Step 8: marketing your property

You may have bought well and the property has been skilfully
managed, but it’s an innovative and highly professional marketing
campaign that will put the ‘icing on the cake’, and help you realise
the maximum profit from your investment.

That is why it is so important that you exercise wisdom when
selecting an agent or consultant to market the property for you,
because not all agents are abreast of the trends in marketing
properties in the twenty-first century.

What criteria should you use to select your agent or consultant?
We suggest that you visit the agents” websites. Virtually every
commercial property agent in Australia is now online. But don’t
simply judge the sites on how attractive they look. Instead, check
on the depth of information that is provided to you—the
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investor—on details other than simply the properties that are
being advertised.

Whether it is using press advertising, direct mail or fliers,
promoting a property plays a vital role in the marketing process.

Advertising experts will tell you, ‘If you can entice people to read
the first fifty words ... then they will go on to read the next 500.

The more you ‘tell” people, the easier it becomes for you to ‘sell’
to them. Generally, people like to be educated, and this can be
facilitated through copy-intensive advertisements, brochures,
direct mail letters and web pages. Often the best promotional
material looks rather like editorial copy, and is intended to be
a pleasurable read (even though it must, of course, be clearly
labelled as advertising).

Justthink aboutit foramoment. When you purchase a newspaper,
do you buy it mainly for the ads? Probably not. Instead, you buy
it for the news and editorial content—it is this which gets you
involved, and holds your interest.

Something else we have learned over the years is that often
(and it’s only afterwards that we find out) many purchasers were
not actually looking to buy a property at the time they saw a
particular advertisement, or received a letter. So, by using an
editorial style, you can hold people’s attention long enough to
have them start reading what they initially view as ‘editorial’, or
a personal letter.

You'll learn more about selling your investment property in
chapter 19.
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Summary

These eight steps are important. Let’s repeat them here:
1. gaining the knowledge you need, quickly
researching the market

choosing the right property

analysing your selection

arranging your finance

negotiating the deal

N o o &~ 0D

managing your property for profit
8. marketing your property.

In chapter 8, you'll start to put these procedures to good use,
as we prepare you for the purchase.
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8. Preparing to buy

Make your plan and stick to it

As an individual investor, you need to decide exactly what your
principal aims are. Are they:

0 To generate a good cash flow?

0 To provide a profitable overall yield? Note that a high
initial yield often means limited capital gain. Overall yield is
a combination of income and capital gain.

O To benefit from tax savings? As highlighted in chapter
21, depreciation allowances on new or newly renovated
properties can bring significant tax benefits.
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0O To hedge against inflation? This is where a high initial yield
is sacrificed for longer term capital growth.

Your aim may be to achieve all four of these, although one or
two of them are likely to be more important than the others.
And you must be convinced that property represents the best
vehicle for maximising your wealth.

Two of your fundamental concerns will be to:
1. protect the original investment
2. get a worthwhile, ongoing return from it.

If these are your principal concerns, then they tend to narrow
down the investment alternatives available to you. That is why it
is crucial to make a plan—and stick to it.

Your investment approach

Your next step is to determine your personal approach to
investing. You will find investors normally fall into the three
following categories:

1. The first type is the investor who loves to tell stories about
‘gambling the lot’, knowing that he or she would either go
broke or make a fortune. Such people are fun to listen to,
but dangerous to imitate. Remember, if you go for broke
in your investment program you stand a good chance of
ending up broke.

2. The second type is the armchair investor, who always
comes up with a good line. These investors attend a
number of seminars and can answer most technical
questions about property and the economy, but they never
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quite develop the courage to have a go. They prefer the
safety of the bank account to the risks of real estate.

3. The third type is the mildly aggressive investor, who
increases the size of his or her portfolio only when there
are sufficient funds in reserve. Investors in this category
cover most of the reasonable expenses that go with a new
purchase without putting their existing properties at risk.
These careful, but slightly bolder, investors are the ones
most likely to succeed.

Creating the right mind-set

The first thing you should do is to draw up a statement of
position—a list of all your assets (things like your house, car,
shares and other investments) and liabilities (loans, credit cards
and other debts)—which informs you exactly what your net
worth is.

You see, if youre planning to invest $200000, you might
suddenly say to yourself, “That’s a hell of a lot of money.” But if
you prepare a statement of position, you might well find that you
are actually worth $1 million (if you take into consideration your
home, your weekender, your cars, your boat, your furniture and
pictures, your various types of insurance cover and your cash).

Most people are worth more than they realise. So $200000 is
only one-fifth of your net worth. If you lost it all, it wouldn’t
completely wipe you out (not that this is even likely). The point
is that you need the correct frame of mind to extract the most
out of property investment, and to do this you must assess
your overall financial position, not just the purchase you are
considering,
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Your profile as an investor

If someone is looking to invest under $1 million, those of
us in the property industry tend to think of him or her as an
‘amateur investor’. These people have the money, but probably
don’t necessarily know enough about real estate to make wise
decisions. Once you go over $1 million, you are usually talking
about people who either trade in real estate or who invest for the
long term; they often have another source of income, generally

at a corporate level.

Normally, cash funds of about $100000 put investors into the
residential real estate category—although, for the same price,
you can certainly find some exciting office suites (often with
a three-year income guarantee), where the tenant pays your
outgoings for you.

In the commercial category, anyone with under about $500 000
faces a lot of competition. However, as you'd expect, once
investors have over §1 million, the range of options opens up
considerably.

Hazards to avoid

You need to recognise that in all investments there are risks. In
real estate, your three major pitfalls are:

1. over-borrowing— that is, borrowing beyond your
comfort level

2. poor assessment of the market

3. buying property with fragile tenants.
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Twelve good rules for avoiding hazards

As you’ll appreciate, it is important for you to stay just below
what we’ve affectionately called your ‘threshold of insomnia’.
This is the point at which you start to lose sleep— perhaps
through over-borrowing, or making a poor assessment of the
market.

Below are a dozen ‘dos and don’ts’ which, for us, have stood the
test of time:

1. Do maintain sufficient cash reserves in order to cover
several months’ mortgage repayments if you lose a tenant,
or the tenant is late in paying. Nothing cures investment
insomnia faster than having enough cash to meet any
planned or unplanned obligations. Also, keep a sharp eye
on smaller items, like any equipment and maintenance bills,
which can quickly add up.

2. Do devise an investment plan with which you feel
comfortable and then follow it—set achievable goals and
pursue them. More goals have gone unrealised through lack
of planning than through actual failure of a plan.

3. Do get a good financial calculator or software program,
and learn to use it propetly.

4. Do keep up your pursuit of knowledge — monitoring
the news and legislation affecting real estate, attending
seminars, staying up with current trends. Knowledge can
minimise your risks and maximise your profits.

5. Do retain—and retain means pay for the services of —a
top property consultant and a competent property lawyer.

75



10.

11.

12.

How Investing in Commercial Property Really Works

The money you pay should be more than returned to you
in the deals they’ll pull off for you.

Do avoid personal liability on mortgages wherever
possible—try to make the property your sole security.

Do commit only a small part of your funds to speculative
investments. They may appear glamorous on the way in,
but they are often painful on the way out.

Don’t make deals on a handshake —put your agreements
in writing,

Don’t go into joint ventures or partnerships without
thorough consultation with your retained advisers.

Don’t commit funds from the sale of one property to
finance another until they are fully realised. Many ‘sure
deals’ have an uncanny habit of not coming through.

Don’t get involved in mortgages where the payments can
be widely varied by elements outside your control, such
as a sudden surge in interest rates. Do not take all your
mortgages at a variable rate. At worst, have a fifty—fifty split
between fixed-rate and variable-rate mortgages.

Don’t buy into properties which have substantial negative
cashflows (that is, where your expenses substantially exceed
your income).

Finally, always remember that it is wise to live within your means

and re-invest your profits. It is better to be inconspicuously

wealthy, than to be ostentatiously poor.
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Preparing to buy

Summary

Here’s your check list so far:

Be creative and flexible in your property dealings.

Make a plan based on your true net worth—and stick
to it.

Look for properties with income and growth.

Master the ‘dos and don’ts’ of real estate.

In chapter 9, we’ll discuss the importance of property
consultants—and why you need to employ their services.

77




9. Working with
property consultants

What is a property consultant?

Independent consultants are a growing force within commercial
real estate. Indeed, many serious property investors now employ
their own consultants; even as a beginner you may want to
consider following suit.

The rise of the skilled consultant is partially a response to the
property crash of the late 1980s and early 1990s, when many
investors found that traditional real estate agents—who are, of
course, acting for the seller of a property— sometimes lacked
the expertise (not to mention the independence) to provide
satisfactory advice. These various consultants (specialising in the
fields of property, the law and taxation), who in the past may
have been concerned mainly with valuations and pre-purchase
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due diligence, are now taking on myriad tasks, spanning the

entire buying, holding and selling process. They handle things

such as:

Q

providing reports on the market, including the
present status of the various sectors and the outlook for
coming years

finding properties that are appropriate for their clients’
specific investment strategies

providing guidance on the fair price for properties in which
their clients are interested

devising a strategy for their clients to buy as cheaply as
possible at auction

conducting due diligence on each property their clients
purchase

advising on their clients’ finance options
helping clients with their taxation strategies

management of their clients’ property (this is covered in
chapter 22)

resolving any legal issues

devising a creative marketing program for selling and
leasing their clients’ property.

Establishing your team of consultants

If you are a serious investor—and it’s hard to imagine someone

plunging into commercial real estate without being serious
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about it—it is important that you get your ‘team’ in place before
you head out into the market. Then, when you do find your
property, you don’t have to waste valuable time interviewing and
appointing these consultants. You should have at least already
spoken to them by phone, and established an initial rapport with
them.

Commercial property transactions have a higher degree of
complexity than residential property transactions, so it is
important that the professionals you are dealing with are familiar
with all aspects of commercial property. Then, when a problem
or dispute or novel situation arises, they can quickly come back to
you, explain what has happened and give you recommendations
as to how you should proceed.

Take the example of a conveyancer, who handles the paperwork
in property deals. If something untoward arises, he or she will
tell you what the problem is and ask how you wish to proceed.
The conveyancer’s role is to process paper, not give legal advice.
For straightforward transactions that’s fine; but not when

complications arise.

There’s an old saying: nothing’s a problem until it’s a problem,
and then it costs you money.

Another example: you need to decide—in advance—in what
vehicle you’re going to buy the property. Will it be simply in your
own name, or in the names of you and your spouse? Perhaps
you wish to create a trust, or a company, or a partnership. (See
chapter 21 for more on these various alternatives.)

Each option has advantages and disadvantages. This is where
a tax accountant can resolve a lot of the difficulties eatly on,
rather than your going off and buying a property in your own
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name, and then later deciding you want to put it in a different
structure.

Be aware that different professionals will have their specialities.
If you are buying a multimillion-dollar property complex you
might not use the same lawyer for the purchase of a property of
less than a million dollars.

It’s the same with accountants. You may want highly sophisticated
tax advice, or estate planning advice, or some other kind of
specialist service. In other words, it is important that your adviser
be appropriate to your specific needs.

How do you locate such professionals?

Don’t simply respond to attractive advertising.

The first step for many will be to find a competent property
consultant. The chances are that he or she will be able to
recommend an appropriate lawyer, accountant and finance broker.

Whether you are seeking a specialist in the area of property, law
or taxation, ask around. Talk to people who have experience
in property investment—if a particular consultant has done a
good job for them, this person may also do a good job for you.
Also, thoroughly check out their websites—are they eager to
give you loads of helpful information, or are the sites merely
corporate brochures?

Do not be put off if it takes several phone calls to get through
to the recommended consultant. The best consultants (whether
property, legal or accounting) are not sitting in their offices—
they’re out putting deals together for their clients.
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Finally, the key to success in creating a sound portfolio is to look
at enough real estate to be able to recognise a good opportunity.
Often you do not have enough time to do this yourself, so look
through the eyes of a trusted property consultant. It will usually
pay dividends.

Summary

Commercial property transactions have a higher degree of
complexity than residential property transactions. That’'s one
reason many serious property investors employ consultants.
Even as a beginner you might consider doing likewise. A good
consultant can save you precious money and time, and will
know where to find the best properties.

The next chapter outlines eight investment objectives.
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10. Your eight
investment objectives

Creating your own blueprint

Now that you have worked through some ‘global’ issues to help
crystallise your overall strategy, it is time to build your list of
specific investment objectives and buying criteria to help you
acquire those properties within your preferred price range.

Since 1913, Gardner+Lang have had the chance to observe
what some of the leading property investors (and their lenders)
adopt as key elements for continued success. And though
certain objectives and criteria might come and go with changing
economic circumstances, we believe there are basically twenty
key elements which have endured over the years.
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These are the subject of this chapter and the next. You may wish
to consider them as part of your planning process.

Eight property investment objectives

In formulating your investment strategy, you may choose to
vary the specific order of importance for the following set
of objectives. It’s up to you to determine exactly how they fit
within your overall strategy. Furthermore, you are likely to have
competing objectives, therefore you will need to develop plans
and policies to decide just how you’ll achieve each separate
objective. Let’s look at the key investment objectives that seem to
have stood the test of time. The property in question should:

1. have enduring value

2. generate ongoing cashflow
3. provide steady growth

4. promote super growth

5. maintain lending appeal

6. constitute future collateral
7. allow cost control

8. offer tax benefits.

Enduring value

Assuming you are a longer term investor (and not simply a
short-term speculator) you’ve probably already discovered from
this book that a property’s enduring value — remaining attractive
even after many years, and after several changes of tenant—
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Your eight investment objectives

relates to an understanding of market trends (both cyclical and
emerging), how they will affect different types of property and
in what time frame. Therefore, enduring value needs to be at the
top of your list of key objectives.

Ongoing cashflow

An investment in a top location, but which offers no assurance
of ongoing income, will be of no help to you in meeting your
ongoing mortgage payments. Therefore, you should always
look well past the initial few years whenever you acquire your
investment properties. That’s why it is so important to establish
your marketing strategy from the outset. This should ensure that
you have several options down the track when it comes time to
sell or re-lease the property.

Steady growth

Although in recent years inflation has been under control, you
should still ensure that each investment will provide you with
steady, predictable capital growth. Such properties will vary in
type, depending upon specific location (Australia-wide) and the
foreseeable market for that type of property at the time.

Super growth

With a good consultant on your side, you’ll occasionally come
across investments which will provide you with a real opportunity
for growth—above and beyond what the market will normally
deliver. Sometimes this comes from a clever change of use.
Sometimes it comes from subdividing a larger property into
smaller components. Always be on the lookout for such gems
to help you accelerate your portfolio’s overall value. Further, as
you start to fully understand the impact of your buying criteria,
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you’ll be better able to zero in on exactly which properties can
deliver you this type of accelerated growth.

Lending appeal

Maintaining lending appeal involves ensuring that all the vital
elements—a secure cashflow, long leases, low maintenance
requirements and a good location—keep your financier happy.
You need to start seeing each of your potential investments
from a lender’s point of view. That way, youll know that almost
every funding presentation you make will be successful.

Future collateral

Being able to borrow money at the outset is vitally important.
However, you also need to look a little further ahead —to when a
certain portion of your core portfolio should be viewed as being
held for the long term—to give comfort to your financiers, and
to underpin your future capacity to borrow.

Cost control

Even though your rental stream may be quite secure, wherever
possible you should seek properties which have net leases (where
your tenant pays all the building outgoings).

Why is this important? Because without skilful management,
your operating costs for a given property (such as rates, taxes,
maintenance and service contracts) may suddenly start to escalate
and unexpectedly affect your overall return.

For that reason, you need to protect yourself on two fronts.
Being able to control your costs can improve your bottom line
just as effectively as increasing your rentals.
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Tax benefits

Of your eight objectives, tax benefits ought to be viewed as
a secondary—rather than principal—motive for making an
acquisition.

There’s no doubt that you can obtain significant benefits (and
shelter your income) through depreciation allowances. But if the
deal doesn’t prove viable before potential tax benefits are taken
into account, you ought not to be making the acquisition in the
first place. See chapter 21 for an extensive treatment of the tax
benefits of commercial property.

Summary

In summary, the property you purchase should fulfill the
following eight investment objectives:

enduring value
ongoing cashflow
steady growth
super growth
lending appeal

future collateral

N o o s 0D

cost control

8. tax benefits.

In the next chapter, we’ll add to these your twelve individual
buying criteria.
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11. Your twelve buying criteria

In order to satisfy the investment objectives that we discussed in
the previous chapter, you will need to set certain buying criteria.
It is against these that you can rate each and every property
investment you undertake. These criteria are ranked in what has
(over the years) become accepted by most investors as being their
relative importance for making sound property investments.

Tenant calibre and lease term

Tenant calibre and lease term alone could prove to be the most
important criteria for achieving your investment objectives. With
a strong corporate (or government) tenant and a minimum five-
year lease term, you are well on your way to making a successful

investment.
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Recent construction and flexible design

Generally, whenever a property has been recently built, it will
have ongoing appeal to subsequent tenants and require less
renovation to maintain its modern appearance. This will help
ensure that many of your objectives are met, including reaping
significant tax benefits, thanks to generous depreciation
allowances in a building’s early life.

Likewise, a flexible design means that you are not left with an
inefficient floor layout if your principal tenant was to vacate
at the end of the lease term. You will have an easily adaptable
layout which will allow you to draw from a wide market when
re-letting is required.

At that point, you can also enjoy further tax benefits from
depreciating any of the refurbishment works that may be required.

Lease structure and absence of competition

Lease structure relates to issues such as the frequency and method
of your rent reviews, who pays the operating costs and to what
degree a tenant is responsible for total building maintenance. All
these elements are negotiated on a deal-by-deal basis, but will
have a big impact upon many of your objectives.

Absence of competition relates to how many similar properties
there are near yours, and is simply a matter of comparing
various investment opportunities that you have, one against
another. This determines whether the market could become
oversaturated, which may affect your return from the property
or cause difficulties when it comes to re-letting.
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Good position and emerging trends

All other things being equal, the better the location, the better
your property will perform. Many factors—some of them
subjective—determine what constitutes a good location. It
depends on the nature of the property, and includes issues such
as visibility, accessibility to public transport and position within
an established area for that type of property. But, as with the
other criteria, this alone should not be your sole determinant.

What do we mean by emerging trends? They can include
demographic trends, such as population movements, which
invariably lead to many new investment opportunities. (See
chapter 18 for more detail on this.) But equally, new trends are
emerging in relation to construction, design, energy conservation,
security, elevator technology, automation and so on. All of these
will affect the future demand for, and appeal of, the properties
in question.

Taking quick advantage of a new trend can dramatically improve
the performance of any properties you may already own, not
to mention giving you the ability to enhance underperforming
properties you may be looking to acquire or develop.

Keep a keen eye out for hidden opportunities to (relatively
inexpensively) gain a competitive advantage.

Passing yield and zoning

Passing yield refers to the current yield for an existing investment.
If it is derived from rentals that are considered to be ‘above
market’ (that is, higher than the rents currently being paid by
the tenants of similar properties) you are unlikely to receive any
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increases from your market reviews. Alternatively, if the rental
is below market and your future reviews are fixed— meaning
that you cannot increase the rent ‘to market’, even if property
values and rentals are soaring—or are incremental or tied to
the Consumer Price Index, then you’ll only be adding to (and
deferring) your problem until the lease expires.

On the other hand, your passing yield may be at market rentals.
This should mean you will be able to enjoy an improving cash
flow, and maybe even some super growth if you have seen an
opportunity which other investors may have overlooked.

Zoning relates to your property’s present and potential future
uses. This type of information is available from your local council.

Sometimes a property can have a ‘non-conforming use permit’,
which could allow a residential property to be used as an office.
While it can be used for offices now, it may only ever be able to
be developed for residential purposes.

If (historically) there have been a large number of these types
of non-conforming properties in a given locality, some inner-
city municipalities have been introducing ‘mixed use’ zoning to
legitimise (and actually encourage) the coexistence of uses. It’s
something you should be on top of, as there are specific zoning
and density changes occurring on a regular basis, and you can
often make windfall gains if you are astute.

Title options and vendor motivation

A property surveyor will be able to tell you (for little expense) if
you are able to subdivide the title for a parcel of land or an entire
building, in which case you are able to significantly enhance your
property’s marketability and, therefore, its worth.
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You may still choose to sell the property as a whole, but new
purchasers could be attracted to it because of the added flexibility
of being able to sell off a portion of the property, should the
need arise—and people pay a handsome premium for that
flexibility, often well in excess of your cost of creating it.

Vendor motivation is important, but ought not be your principal
reason for buying a specific property. Having assessed all the
fundamentals, and satisfied your earlier criteria, a motivated
vendor will invariably provide you with some additional
interesting benefits. These can range from leaving some money
in the property at a low rate on second mortgage, to allowing you
to upvalue (discussed further below) all the plant and equipment,
so that you can depreciate them from a much higher base.

Sometimes a vendor specifies the written-down value of the
plant and equipment (that is, chattels) of a property. More often
than not, though, the contract is ‘silent’ on the precise value
of these items. This allows you to apportion the contract price
by valuing the plant and equipment at their current-day value,
thereby depreciating these items from a higher base and giving
you a greater tax benefit. This is ‘upvaluing’.

With a motivated vendor, your prime focus quickly moves away
from the price and starts concentrating on how to structure the
most attractive contract terms.

Summary

Here are the twelve individual buying criteria:

1. tenant calibre
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Summary (contd)

2. leaseterm

3. recent construction

4. flexible design

5. lease structure

6. absence of competition
7. good position

8. emerging trends

9. passing yield

10. zoning

11. title options
12. vendor motivation.

In the next chapter, we shall look again at the main sectors of
commercial property—retail, industrial and office—in order
to help you determine which is best for you.

Then, in chapter 13, we shall merge the eight investment
objectives and twelve buying criteria into a matrix which can
be used to rate every potential investment.

96




12. Having a look
at what's out there

After reading previous chapters, you should now be aware of
your underlying aspirations and be in the process of deciding
exactly what you want out of your investment. Ask yourself
some specific questions, such as:

O Am I after a lucrative cash flow?

0 Do I want a profitable overall yield?

0 Am I secking tax savings?

0 Am Ilooking for a hedge against inflation?

Knowing precisely what you want will affect your choice of
properties. It will also help you structure a deal which will best

serve your interests.

Do not be in a tearing hurry. There is a large range of properties
for your consideration. Do not just settle for an investigation
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of, say, industrial properties in one favoured area. Such limited
vision denies you the full range of possibilities.

Take into account the cutrrent health of the wider financial
world—the economy, interest rates and share prices—and
analyse how they affect prices of investment property. In the
end, these things do have an impact on the general investment
climate—although, over the long haul, real estate prices are not
wildly volatile and their recovery after times of downturn, is
generally quite fast. Historically, real estate seems to come out
on top.

Retail sector

Shops and blocks of shops along ‘strip centres’ will generally
provide you with a profitable return on the capital outlay, as long
as the two following important conditions are met:

1. They must be in a good location.
2. They must have a sound tenant mix.

Location is vital because it affects both the retail sales turnover
(to which rents are related) and capital appreciation.

If, for instance, you decide to buy a single shop, look for a street
where the local council is doing beautification work— putting
paving on the footpaths instead of asphalt, erecting benches and
seats, and planting shrubs and flowers—to create an attractive
environment. Then, if you see a chance to move in and buy
a shop, renovate it and put in a good tenant, it could be your
chance to make a good investment.

On the other hand, you should generally steer clear of alocation

where everyone is moving out because a new supermarket has
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opened somewhere else. (Mind you, if you can pick up a group
of three or four shops cheaply because the area is declining,
you can create a professional service centre with, for example,
an accountant, a firm of lawyers and a vet surgery. These types
of businesses do not rely so heavily on passing shoppers. Real
estate always provides openings for lateral thinkers.)

The tenant mix is important, because there must be a sufficient
variety of retailers to attract good shopper traffic, and not too
many retailers in such direct competition that they damage each
other’s viability.

Beware of too many ‘parasites’— banks, building societies, travel
agents and (yes) real estate agents— who move into a location
simply because the retailers

are creating  excitement
and attracting shoppers.
They tend to live off that
shopper traffic; that is, they
takeadvantage of thesuccess
of a particular shopping
centre, without attracting
many additional shoppers
themselves. They also create

‘dead spots’—if you have
a shop in the middle of a
group of these businesses

Suburban shops can add good growth

you may find that fewer potential customers pass by—and they
can push up rents beyond the reach of the traditional retailers.

Selecting a shop for investment also requires you to look into
parking facilities and the weight of pedestrian traffic enjoying
the benefits of retail competition. A good rule of thumb: always
try to get in the middle of where the action is.
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Industrial sector

The growth of small service businesses over recent years
has boosted the demand for small factories and showrooms,
particularly in areas close to
major regional centres.

Factories need relatively low
maintenance; have low outgoing
costs; and, provided sufficient
care is taken to select a good
tenant, could well suit the
passive investor.

A point to note: investors
Tenants need room to expand going into small industrial
properties should make sure,
wherever possible, the tenants’ businesses have enough room
to grow —you don’t want to constrain the growth of successful
tenants due to space limitations. It is better to have spare space
at the start than have a tenant operating in cramped conditions,
just waiting for the lease to expire in order to relocate to larger
premises.

Office sector

Office accommodation is particularly appealing because it allows
for the full spectrum of investors— from those putting money
into single shopfront offices to those developing multistorey
city office blocks.

One exciting recent development is the opening of a whole new
field of smaller strata-titled offices, offering smaller investors
an entry price as low as $100000, with a net yield of between
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6.00 and 6.25 per cent per annum,
and with funding for up to 70 per

cent of the value.

A useful tip...

In the early days of building a
property portfolio, in order to
efficiently manage your property,
do not roam too far away. Stay
within your ‘buying radius’—and
that means roughly within fifteen
to twenty minutes from your
home or office. This will mean
that you are investing in an area

Offices have wide appeal

you are familiar with, and will allow you to keep a closer eye on
your investment. This can be helpful for the beginner, and there

will still be a large range of investments to choose from.

Stick to nearby properties until you have a fairly large portfolio

and therefore more experience, at which point you may benefit

from using a professional property manager or feel more

comfortable investing further away.

Summary

It is important to work out your objectives before you buy, then
examine the main investment sectors—retail, industrial and
office —to find the most appropriate investment.
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Summary (conta)

In the next chapter we shall take the eight investment
objectives from chapter 10 and the twelve buying criteria from
chapter 11, and merge them into a simple matrix to make it
easy for you to rate every potential investment that you might
consider.
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13. How to rafe property
Investment opportunities

Making the task really easy

You have already covered quite a lot of the material needed to
help you achieve your investment objectives. But, while you may
have found it interesting (and even helpful), you may now be
wondering how you can put it into practice.

At this point, you might even be thinking that it all seems rather
confusing— perhaps even a little disjointed—and, most likely,
something you could only fully master with a fair amount of
training, plus several years of practical experience.

You may be thinking, ‘If only there was a way to condense all of
this information into a simple check list so that I could have an
easy-to-use method of rating each property I'm considering’
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Put your concerns to rest. We have just such a matrix for you.
Figure 13.1 shows Chris’ High-Speed Property Filter, as it
appears on his website.

How does it work?

The boxes with a tick indicate where each of your buying
criteria (from chapter 11) will help to meet a specific investment
objective (from chapter 10). The final rating you give for each
criteria is simply your assessment of how well this specific
buying criteria (in the left-hand column) is actually being met by
each property.

Note that the various buying criteria have been ranked to reflect
what is generally accepted as their relative importance. As you
read across the lines for each of the various criteria, you will
quickly identify the respective investment objectives each criteria
is seeking to fulfil. The shaded areas are where specific criteria
make no significant contribution to meeting your objectives.

Different weightings have been given to each criteria to reflect
their relative importance. These are used to arrive at a final,
overall score. These weightings are based on Chris Lang’s many
years of experience. You can take advantage of this matrix at
the website <http://investor-lab.biz/filter>. Once you have
gained extensive experience yourself in commercial property,
you should be able to devise your own— personalised — system
of weightings.

As you start to assess each potential investment, you will need
to rate how well each of your various buying criteria (and,
therefore, your specific investment objectives) is met. With
very little practice, you’ll soon be able to quantify what would
otherwise be a subjective assessment.
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If a criteria was to record a ‘perfect’ score, it would receive a
rating of 10. If it falls short in any way, the rating would obviously
be reduced (for example, ‘0’ would mean the property failed to
meet that specific buying criteria in any way).

Your actual level of experience is not all that vital—so long as
it is you who rates each buying criteria for the chosen property.
That way, there is a consistency for the ratings because they are
each viewed through the ‘same set of eyes’.

Here’s an example

So far, we have covered the theory and logic behind this quick
and simple method of rating a bundle of properties to help
you create a short list for serious further analysis. Let’s now run
through an example of how it actually works. In order to make
it more meaningful, you’ll need to visualise a hypothetical, two-
level suburban office building worth about $850 000.

From here, you simply complete the table by filling in your
ratings in the final column, and you’re able to quickly compute a
property rating (shown in figure 13.2).

Table 13.1 (on page 108) shows how these sample ratings were
arrived at.

106



How to rate property investment opportunities

Figure 13.2: the High-Speed Filter — example
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Table 13.1: How sample ratings were arrived at

Buying Your Your
criteria assessment rating
Tenant A corporate tenant,
calibre with directors’ guarantees 7
Lease Five years remaining
term on the present lease 8
Recent About
construction three years old 8
Flexible The floor layout and services do not allow
design for leasing into smaller tenancies 6
Lease There are three-yearly market reviews at the
structure landlord’s option, with 5 per cent per annum

fixed increases in between 8
Absence of The property is located in an area with a
competition number of other similar office buildings 5
Good Ona main arterial road, with easy parking
position and close to good public transport 8
Emerging The building contains modern data cabling,
trends and already has optical fibre installed 8
Passing The rental is
yield (if anything) a little below market 9
Zoning The property is in an appropriate office zoning 9
Title The location of the entry foyer allows for
options division of the building, to create a separate

title for each of the floors 9
Vendor Unfortunately, the vendor has no borrowings
motivation on the property, and is happy to wait until

the property’s market value is achieved 3
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Everyone will have their own idea of what is an acceptable
overall score. However, our view is that you should generally
look to have your property scoring 70 per cent or higher, before
you consider further investigation of a potential acquisition.

You'll notice that simply adding the individual ratings we gave to
each criteria provides a total score of 88— this is because not all
criteria carry exactly the same weighting.

Where do you go from here?

From here, you would move to the more detailed feasibility
stage—looking at projected cashflows over at least a four-
year (and sometimes up to a ten-year) period. This involves
calculating an internal rate of return to more closely compare
the properties on your short list.

An interactive version of the Property Rating Matrix is available
online, where you can simply enter your ratings for each property
and have that property rating immediately calculated for you.
Just go to <http://investor-lab.biz/filter>.

Summary

You'll find the High-Speed Property Filter a valuable tool for
judging whether a particular investment opportunity is really
appropriate for your needs. The more you use it, the more
familiar with it you will become.

Now let’s take a look at what you need to know about financing
your property.
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14. Borrowing
for a greater profit

One of the attractions of commercial property is that it is
possible to leverage your equity through borrowing. In that way,
you can considerably enhance the return on your equity. In fact,
if the loan is structured correctly (that is, your net income from
the property exceeds your interest repayments), you can enjoy
a positive cash flow right from the time you take possession
of your investment, thanks to the high yields of commercial
property and relatively low interest rates.

Contrast that with borrowing to buy shares or residential
property where, nowadays, it is extremely difficult to maintain
a positive cash flow while still meeting your interest payments.
This is due to the comparatively low yields on these investments,
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and the lack of any special taxation benefits, such as generous
depreciation allowances (see chapter 21 for more detail on
taxation and depreciation).

Putting your finance to work

Let us look at an actual example of projected after-tax cash
flow for the first four years of a newly built Melbourne office
investment property, returning an initial net yield of 6.25 per
cent per annum. The total acquisition cost is $416427 (which
includes items like property consultant fees, legal costs and
stamp duty). As the buyer, you would be contributing $143427,
and your borrowings the remaining $273000. In this example,
your tax rate is 47 per cent.

Based on a five-year lease, the rent would rise by 3 per cent each
year for the first three years. Then, at the end of this period (and
on exercise of the option to continue with the lease) a review
based on market conditions would set a higher new rental for the
fourth year, with subsequent annual rises of 3 per cent. (In this
example, the rental increase at the end of the initial three-year
term is based on our forecasts for the office property market—
see chapter 5.) The figures are shown in Table 14.1.

At the end of a four-year period, the property should attain a
price of some $530000. Were you to sell it and repay your loan,
then (based on your initial equity of $§143427) the overall after-
tax return you would have received can be calculated at more
than 13.2 per cent per annum, after allowing for tax, selling costs
and payment of capital gains tax.

You are able to achieve these sorts of after-tax returns by
borrowing, and using less of your own money.
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Table 14.1: After-tax cash flow — example

Assumptions for Calculating Your After Tax Cash Flow

ACQUISITION COSTS Indicative Office Suite Area (m®): 69.3
Tax Rate @ 47%
Contract Purchase Price $ 390,000
Stamip Duty 19 060
Gardner+Lang Fee (Less tx rebate) 3,857 §$7.277 x 533%
Legals, Sundry etc. id.9%) 3,510
TOTAL § 416,427
rEss Borrowangs (@ T0% 273,000
Equity Required 8143427
RENTAL INCREASES (There is a 5-year lease in place)
2004/05 200506 200607 2007108
524,375 B35, 106 $15,859 30514
END SALE DETAILS {In 2007/08, with setilement in 60 days)
Anlicipated Sake Price
Met Rental: £30514 capitalised (@ 5.75% = % 530,681
riss Selling Expenses
Commission (3%) § 15,920
Advertising (1.5%) 7,960
Legals, ete i 5%) 2,653 26,534
Net Sales Proceeds $ 504,147
Loan Repayvment 273,000
Equity Released § 231147

Anrugl Capitgl Growsh . Averagesai  50%  over ihe 4 years

CAPITAL GAINS TAX (Calculating Y our Liability)
Net Sales Proceeds S 504,147
LESS  Cost Base 405,060 Price + Stamp Duity
Dieprecintion (36,853) 372,207
Taxable Gain S 131,940
CGT Pavable § 310006 Being 3% of Gain @ 47%
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Risks

Sudden rises in interest rates could of coutse send the above
calculations askew, and some investors therefore choose to lock
in their major expense —interest payments—using a fixed-rate
loan. However, unless you have expertise in this area yourself,
this is a matter that should be determined in conjunction with
your finance broker.

The other main risk is that circumstances like an economic
downturn (or office market oversupply) could mean you lose
your tenant and struggle to find a new one. This would also have
some impact on the value of the property.

Some frequently asked questions

How do I apply for a loan?

Talk to your bank. Every bank has a range of commercial loan
products. However, the best results are often achieved using the

services of a finance broker.

What information do I need?

The lender will require full details of the property—including
an independent valuation (it may even insist on arranging its
own valuation) —along with sufficient information that gives it
the confidence that you are able to repay the loan.

What interest rates should I expect to pay?

Commercial property loans generally carry interest rates a little
higher than those for residential property.
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What fees might be involved?

Fees can vary widely, and can involve all kinds of factors,
including your relationship with the lender and the prevailing
level of competition between lenders.

How long does a loan go for?

Each lender has different products, including fixed-period loans
and interest-only loans that might extend indefinitely. Much
depends on your own circumstances and requirements.

What deposit is necessary?

Banks will generally not lend more than about 65 to 70 per cent
of the value of a commercial property, so you will be responsible
for the remainder.

Are loans for commercial property hard to get?

Banks tend to judge an application for a loan for commercial
property according to the same risk criteria as they would for
any other lending purposes.

Finding a lender

Most major financial institutions—including banks, insurance
companies, building societies, cooperatives, specialist financial
lenders, friendly societies and others—have developed products
for investors in commercial property. Some solicitors can also

arrange finance.

This is an ever-changing area. Competition and the growing
sophistication of investors have led to a range of innovative
new products and schemes (such as revolving credit facilities,
whereby investors can borrow unspecified amounts—up to a
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particular limit—to meet their changing requirements), with
flexible repayment schedules. Many institutions have details on
their websites.

Commercial property can be a complex field—much more
so than residential property—and so we recommend that you
expand your education by investigating these sites. Read as much
as you can, and make sure you use the various calculators.

Using a finance broker

Nevertheless, when it actually comes time to borrow, we would
suggest that you employ the services of a finance broker.

Why? Because when looking to finance a commercial property
acquisition, it is vital that you understand certain key points
about how the money market really works. Otherwise, you could
find yourself borrowing at an unfavourable rate that could have
a detrimental impact on the return on your investment.

All major lending institutions operate within certain parameters
of risk. One way of mitigating risk is to maintain a spread
of loans across many sectors. Thus, the institutions will seek
to achieve a balance between, say, commercial and residential
property lending. Even within commercial property, they will
work to maintain a balance between the various sectors. The
crucial point is that, at any point in time, a particular financial
institution (based on its current loan book) might need to balance
its new lending in particular areas of the market. This is to avoid
overexposure (or underexposure) to any one sector.

As a result, there may be times when one institution temporarily
offers preferential rates for mortgages for particular kinds of
property, in order to boost its exposure to that sector. At the
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same time, another institution might be working to reduce its
exposure to that area of the market, through various penalties,
including higher interest rates. For example, an institution might
temporarily add, say, an additional three-quarters of a percentage
point to its rate for particular properties, which compensates
itself for the risk of being overexposed.

As we mentioned in a previous chapter, you might be a seasoned
investor with two or three institutions that have historically
‘looked after’ you; that doesn’t mean that at any given point
they are the best for you (though the prospect of losing all your
existing business with an institution may be sufficient to force it
to drop its rates for a new loan).

The simple fact is that, unless property investment is your
full-time business, and you are prepared to spend the time to
physically go around and visit and negotiate with all the many
institutions, you are generally better off using a finance broker.

What can a broker do for you?

Finance brokers receive regular updates from myriad financial
institutions, some of them probably unknown to many investors.

On a daily basis, they generally know where to find the cheapest
money for your particular investment. Thus, once they know
your particular requirements and your asset situation, they won’t
even waste your time by trying certain institutions; they may
instead head straight for a lender that would never have been

your first port of call—indeed, one you might not even have
heard of.

The broker understands the manner in which the application
needs to be presented, and will likely complete most of the
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paperwork for you. He or she knows the particularly relevant
parts of a lender’s documents. By contrast, if you are dealing
directly with a bank or some other institution, you need to
handle the volume of documentation yourself.

A broker can sometimes even get a better rate for you at your
own bank, thanks to specialist knowledge of current rates,
and being able to ever so subtly ‘threaten’ your bank with the
potential loss of your business. Besides, they know how to talk
the financial jargon, and possess the necessary industry-insider
information.

Summary

Through the leverage of borrowing money, it is possible to
greatly magnify your property holdings and your after-tax
investment returns. Further, when it comes to borrowing, it is
usually better to use the services of a professional finance
broker, who can save you a considerable amount of money.

With your finance in place, let’'s now examine the key topic of
negotiation.
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15. Clinching the deal

If you are looking to buy property privately, you must face
the fact that there will be one-to-one negotiations. Therefore,
you need to have some knowledge of —and preferably some
expertise in—how to negotiate. (See also appendix C, ‘How to

negotiate your way to success’.)

Let’s look at how different people see negotiations:

Everything is negotiable. Almost daily we see intractable
positions change as a result of effective negotiating and
exchange of concessions. In most cases they come to
form win/win situations, where both parties are able to
go to their separate supporters and claim acceptable
success ‘'in exchange for a few minor concessions’.

—Peter Middleton, General Manager
John P. Young & Associates (SA) Pty Ltd.
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One of the most formidable weapons of professional
negotiators is silence. Most people hate silence and
will attempt to fill it with information—which is exactly
what you want. Train yourself to say in every one of your
negotiations: ‘If everything goes wrong, will my life end?’

—Herbert A. Cohen, professional negotiator,
author of You Can Negotiate Anything.

Let us begin anew—remembering on both sides that
civility is not a sign of weakness, and sincerity is always
subject to proof. Let us never negotiate out of fear. But let
us never fear to negotiate.

—dJohn F. Kennedly.

Negotiation is getting what you want.

—Robert J. Laser, business consultant.

There are three key elements in negotiations:

1. information
2. time
3. power.

Getting the information

There is an old saying which states: “To be forewarned is to be
forearmed’, and with regards to buying property, information
is your forewarning. Find out everything you can about the
property you want to buy, and especially about the person or

firm from whom you want to buy it, and about their agent.

Most investors assume that the various items on their ‘agenda’ in
a negotiation are the same as the vendor’s. But in all my (Chris’s)
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years of acting for investors, I can’t recall when both parties
ever had identical issues that held the same importance for a

successful outcome.

Scott M. Smith, a major property player among the sun-seeker
set at Fort Lauderdale in Florida, spells out some of the things
you need to know about the vendor:

O Why is he or she selling?

O Does he or she have family or personal
commitments?

O Is he or she moving interstate or overseas?
O Does he or she have other settlements falling due?

O Does he or she have a cash problem or a
cash flow problem?

0 Is he or she being forced to sell for some
other reason?

Smith says:

You have to ask these questions in the course of
conversation. By being genuinely interested in the sellers
as people, you can make them (or their agent) feel
comfortable giving you much of this information. With a
little practice you'll find that it's not hard to ask a lot of
questions and get straight answers.

Herb Cohen wrote in You Can Negotiate Anything:

What you want to know going into the negotiation process
are the real limits on the other side ... the extent beyond
which they will not go.
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Time will change things

Cohen wrote further:

Don't be surprised when you receive the initial rejection
fo your proposal. ‘No’ is a reaction, not a position. With
the passage of sufficient time and repeated effort on your
part every ‘no’ can be transformed into a ‘maybe’ and,
perhaps, eventually a ‘yes’.

Sometimes an excellent deal can be reached by grasping an
unexpected chance quickly. If you have fast access to money
you can snatch a property that comes on the market without
warning, offered by a vendor who urgently needs to sell, often
at a reduced price.

But that is the exception. In most negotiations it is a plus to
possess a great deal of patience. The fact is that deadlines are
often fictitious, products themselves of the negotiating process;
for example, ‘Let’s get this deal wrapped up by Friday” Generally,
they are usually more flexible than you realise.

Shifts in position are made predominantly towards the end of a
negotiation, not at the beginning when the parties are trying to
get the feel of a deal. It has long been established in negotiations
that 80 per cent of the concessions are made in the last 20 per
cent of time allocated to them —an important fact according to
Roger Dawson, author of You Can Get Anything Yon Want— But
You Have to Do More Than Ask. This means that if you know
when the other person’s negotiating deadline is, you know when
most of the concessions are going to come.

Find out his or her deadline—you could be better off if you
don’t make concessions or really try to consummate the deal
until you are into that last 20 per cent of time available.
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Perceptions of power

Herb Cohen likes to tell the following to his seminars round the
world (although he might just be quoting the great car maker
Henry Ford):

Power is based on perception. If you think you've got it,
then you've got it. If you think you don't have it (even if
you've got it), then you don’t have it.

Power in itself is neither good nor bad. It is simply a vehicle for
moving somebody from one point of view to another. So let’s
look at some of the sources of power.

Power of competition

Power can be derived from competition in that you can
legitimately create the perception of having options. When I
(Chris) talk to first-time investors, I explain that they actually
have considerable power when seeking a loan from their bank.
They often say, “You’ve got to be joking. They’ve got the money,
so how do we have any power?’

It’s simple—you’re talking to one bank and you say to your
partner who banks with another, ‘Look, I’'m not sure whether
we should get the loan here, or perhaps from your bank?” More
often than not, the institution won’t simply let you walk out the
door.

Power of legitimacy

The power of legitimacy relates to the power of the ‘printed
word’.

If you think about it, our lives are ruled by written messages:
‘Keep off the grass’, ‘Wet paint’ (mind you, in Australia we seem
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to be somewhat cynical—we want to touch it first to check),
‘No cash refunds’, and so on.

Salespeople quickly learn the power of the printed word. Most
contracts are typeset documents to which they add personal
information by hand. They do this by asking reflex questions
such as, ‘What is your correct full name?’—questions to which
people generally know the answer.

Once complete, the contract is given to the buyer to check the
handwritten additions. And most buyers tend not to read the
printed conditions in any detail, because they assume (wrongly)
that they are non-negotiable. All ‘standard’ contracts evolve by
negotiation over time. As such, they are negotiable, and should
be challenged if they are inconsistent with the agreement you
have finally reached.

Power of involvement

The more time and money you can have somebody invest into
a negotiation, the greater the chance you have of this person
coming around to your point of view. It is therefore often better
not to conclude the deal at your first meeting, even if that is
possible. Find a reason to at least defer the need for a decision
until the next time that you agree to meet. Otherwise, one party
may feel he or she paid too much, while the other feels he or she
should have asked for more.

Often it’s useful to ask the other party how he or she would like
to structure the deal. Surprisingly, you might find that you can
live with much of what is proposed. That way, when you frame
your offer (in the other party’s format), he or she will find it
difficult to reject what he or she have actually helped to create.
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Power of morality

When I first started in sales, I was told that there are only about
seven or eight mean, nasty people in the world. Apparently, they
move around alot! But, basically, people are open and trustworthy.
So, how can you use this in a ‘high-powered’ negotiation?

There comes a time in some negotiations when, to achieve any
result at all, you have to place yourself at the mercy of the other
party. You’ve reached an impasse, and all else seems to have
failed. At such a time, you need to genuinely lower your guard
and say to the other party, ‘I need your help if we’re going to put
this deal together.” You will generally find that such a gesture will
cause the other party to make similar moves (that is, opening up
and cooperating) by suggesting ways in which the apparent gap
in the negotiations may be bridged.

Believe me, it works —just as long as your motives are completely

genuine.

Power of persistence

Sometimes persistence is all you have going for you.

We’ve already discussed how time can affect a negotiation, and
the power of involvement. But persistence is taking it one step
further—just hanging in there when others have given up.
We’re not talking about simply ‘flogging a dead horse’. Rather,
it is a question of persevering when you have a clear belief that
success will come, given time. And people enjoy doing business
with somebody who shows a commitment to what he or she
believes in, and a strong desire to bring it about.

The main thing to remember is that negotiation is a
g g
process, not an event. However, you need to make sure that
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you adopt the right approach. You’ll find this laid out in
table 15.1.

Table 15.1: Negotiating tools and outcomes

Approach Result Outcome
Convince | win—you lose Unsuccesstul
Capitulate | lose—you win Unsuccesstul
Compromise | lose—you lose Unsuccesstul
Collaborate | win—you win Successful

Source: based on a table by R. Laser

Expertise

Finally, expertise is another important negotiating tool. The
other party tends to respect you if you clearly know what you
are talking about. For this reason alone (although there are many
others) it is wise for both the amateur or experienced property
investor to take on the mantle of professionalism. Appendix C
will provide you with the tools you’ll need.

Summary

Mastering the tools of negotiation can mean the difference
between success and failure. Much has been written on this
topic, and we suggest you read widely.

Always remember to have as much information as possible
at your disposal when you enter into negotiations. And be
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Summary (conta)

prepared to take your time. Often, most concessions are made
towards the very end.

In chapter 16 we look at what happens when negotiations
apparently reach a deadlock, and we suggest strategies that
you can use to break the impasse.
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16. Breaking the
negotiation impasse

Even if you adopt all the strategies in the previous chapter and
in appendix C, not every negotiation will unfold exactly as you
had planned.

No matter how skilful you are, or how hard you try, there will
come a time when you’ll reach an apparent deadlock during one
or more of your negotiations. Both parties will reach what seems
to be ‘the end of the road’, where there looks to be no further
room for compromise.

At this point, you require some ideas to stimulate further
discussion, which will hopefully lead you both to a rewarding
conclusion. Let’s take a look at just what those possibilities
might be.
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1.Simply take a breather

This may sound trite. But often, it is all that’s needed for you or
the other party to gather your thoughts and ‘save face’, while
subtly changing from an earlier stance in a negotiation.

If you know a negotiation will extend over a long period, it’s
often useful to agree to hourly breaks at the outset. That way,
you will be better able to stay on top of your objectives.

2. Separate the facts from the fiction

You need to distinguish the hard facts from some of the fictitious
statements being made by verifying information, rather than
merely accepting what’s being said at face value.

Dealing in facts is the key to a successful outcome—so evaluate
them, determine their relevance and present sound arguments
to counter any inaccurate statements.

3.Identify any grey areas

There are some areas you can’t easily label as ‘fact or fiction’.
Sometimes, you simply lack sufficient information to make the
call and you may need to reconvene at a later date in order to fill
in the gaps. Otherwise, you’ll find yourself unable to take a clear
position, simply because of the fuzzy areas.

4.Keep your anger in check

As much as you may feel justified (or goaded) to do so, threats
are unacceptable and disrespectful. When anger prevents a
negotiation from progressing, you need to put this emotion aside.
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You'll find simply by introducing a third party, you can completely
alter the dynamics of the negotiation and, thereby, prevent the
earlier anger from resurfacing. But understand that anger is
generally a reflection of the importance of the issues involved.
Sometimes you simply need to tackle a fresh issue in order to
defuse the present anger.

5.See if you reach agreement ‘in principle’

Sometimes emotions and words get in the way. Either (or both)
of you might be so intent upon getting across a specific point, or
resolving a minor issue, that you momentarily allow yourselves
to lose sight of the bigger picture.

However, if you can simply come to an agreement ‘in principle’,
then you are both moving towards your objectives and improving
your chances of a mutually satisfying outcome. All you need to do
is change your approach, without actually altering your intent.

6. Regroup and evaluate

Whether youre negotiating alone or as part of a team, sometimes
you reach a point where you need to pause the negotiations to

allow you to evaluate what you’ve achieved so far.

It’s important for you to write down the positives. Make a
realistic assessment of where you are, and what ground you’ve
covered. That way, you can accurately gauge your progress. After
that, you can determine whether your initial objectives ought to
be reprioritised.

You'll find this exercise can engage renewed enthusiasm. It will
help you refocus your attention and efforts towards your real
objectives.
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But there’s an even more interesting side benefit. Issues that
have been defying resolution may now seem not that important
after all; more often than not, the very same process will also be
occurring on the other side. As such, both of you will invariably
resume talks with renewed focus on your main purpose without
being distracted any longer by earlier side issues.

7.Seek new information to add insight

During the planning stage of your negotiation, there may have
been something you overlooked, or you simply chose not to
consider. This can occur even during the initial discussions with
the other side.

Look for new information that will bring added insight to
your objectives. By thinking creatively, you’ll find you’ll often
circumvent the impasse to you reaching an agreement.

8.Bring in an independent outside party

Sometimes it makes sense to get help. By bringing in someone
from outside, that person can objectively hear both of you
present your respective positions. That person can then give his
or her take on the situation, and provide each of you with some
new ideas on how an agreement might be reached.

Always seek outside help whenever talks are seriously deadlocked
and both of you genuinely want a satisfying outcome.

9. Know when you should back down

Of course you go into every negotiation expecting to achieve
the ‘best” outcome on every issue. But never enter a negotiation
with only one acceptable outcome in mind.
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Being a good negotiator means you also have a ‘second-best’
outcome as a fall-back position. Negotiation is democracy, not
autocracy—and knowing when you need to collaborate is the
key.

If you’ve given a particular issue your best shot and at least
come away with your fall-back position, then you ought to feel
satisfied with the agreements you’ve reached.

10.Suggest a different venue

It probably sounds too simple, but changing the location of the
negotiation can help keep the ball rolling. Maybe the noise level
(or even just the general ambience) of the location is contributing
to your lack of progress.

To help get the negotiation back on track, offer to hold the talks
at the other party’s location as a sign of good faith. Generally,
however, moving to another neutral location will be sufficient.

11. Distinguish between objectives and position

Even seasoned negotiators can allow themselves to become
locked into a position, and lose sight of their overall objectives.
If you find the other side doing this, look beyond the position to
the underlying issues and concerns. By doing so, you’ll probably
find a way to end the conflict.

It can be something of a challenge to unearth the other side’s
objectives—but you’ll often find it revealing when you do. By
simply asking why the other party holds a particular position,
you’ll discover his or her actual reasons—some of which may
be quite irrational. In the light of day, those reasons may sound
quite foolish—even to him or her!
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12. Start the creative juices flowing!

When all else fails, agree to embark upon a brainstorming
session—where the ideas generated are not binding, unless
both of you later decide to embrace them.

At first, you should come up with options that seem unlikely, or
impossible. Even welcome ideas that sound ridiculous.

If nothing else, you’ll both let yourselves become creative. But,
hopefully, you’ll find some common ground upon which you
can forge an agreeable outcome. Although you now have a
dozen ways to help you in ‘breaking the impasse’, you should
not consider the list exhaustive. As you gain confidence in your
negotiating, you’ll find yourself implementing these as reflex
strategies. More importantly, you’ll soon start developing your
own strategies to bypass any deadlocks which may arise.

Summary

Quite often, with even the most experienced negotiators, talks
can reach a state of apparent deadlock, with neither side
willing—or able—to compromise further. In such cases, one
or more of the twelve strategies in this chapter could make the
difference between success and failure. Make sure you study
them closely.

In chapter 17 you will explore some valuable examples of
how to use your imagination when looking at investment
opportunities.

134



17. Using your imagination

In this chapter, co-author Chris Lang shares two excellent
examples of how, using your imagination, you can leverage
big returns from an underperforming property. If you are in
Victoria you can even visit the sites and judge for yourself. One
is an arcade, the other a shopping centre.

The Walk

The AMP Society held an architectural competition to arrive
at several schemes for the replacement of five or six buildings
located at the front the Bourke Street mall opposite Melbourne’s
famous Myer and David Jones department stores. It was to
be a $29-million development. However, because of union
activity, the society was persuaded to look into holding, instead
of developing,
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AMP approached Gardner+ILang to ask for advice. The annual
yield for the proposed development was going to be about 3.8
per cent and we told AMP that we thought this return was too
low for an investment. We saw ways of getting it up to around
4.2 per cent, but concluded that this was still not acceptable.
After giving the matter more thought, we suggested that the
society keep the buildings— rather than pull them down—and
build an arcade through the middle of them.

We certainly did not get a lot of support from their architect,
who could see a million-dollar fee flying out the window; our
suggestion meant that the cost was going to be much lower than
anticipated —around $2.5 million to $3.0 million lower!

As a result of our advice, here is what happened.

Most of the upstairs areas were blocked off, as fire regulations
made their renovation uneconomic. The arcade was pushed
through, and we leased the ground floor and basement as trading
floors, to Just Jeans and Dunklings, while Portmans took space
in the basement, ground and first floors. The resulting yield was
lifted to around 14 to 15 per cent—about three times higher
than the original plan—with a creative solution involving some
forty additional shops.

Generally, I am not wedded to keeping old buildings; however,
if you can make them work better than a new building—at a
much lower capital cost—you should give it a shot.

Geelong Market Square

In company with two other agencies, Gardner+Lang were
invited to tender to lease and manage the Geelong Market
Square shopping centre in the heart of Geelong,
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The brief was simple: to ensure, on behalf of Geelong City
Council and the ratepayers, the most viable tenant mix, while also
ensuring that tradersin the centre could operate in an environment
where they could achieve their maximum potential.

We were shown the plans before any site work was started, which
is the way we prefer to work. At once, we could see a serious
problem. Because of the limited size of the mid-city site, there
would not be enough space to accommodate all the necessary
major traders on the ground floor. Some would move to the
first floor, and thus be deprived of people traffic. Additionally,
about five ground-floor entrances were planned and this tended
to fragment people traffic past each tenant’s shop.

At that early stage, a basement car park was planned, so we
suggested that an escalator take shoppers from the basement
directly up to the first floor, bypassing the ground floor. This
would give the shoppers a very good visual feel of what was
in the whole centre, and they would walk back down to the
supermarket on the ground floor. However, cost later ruled out
a basement car park.

We then suggested, “‘Why not take the car park out of the
basement, and put it on the first and second floors, with the
entrance to shops on the first floor?” At the same time, we
suggested the number of ground-floor pedestrian entrances be
reduced. That was agreed upon.

Aswork wentahead, we started selecting tenants, giving particular
consideration to the traders who were on the site beforehand,
and preference at all times to viable local retailers. The result was
that the centre was almost totally leased by the time it opened;
today they need traffic lights in the elevated car park to control
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the 3500 to 4000 cars a day, which shuttle in and out of the 650
parking spots.

The two major tenants on the first floor found they did excellent
business. The car park switch was an Australian first, and it
worked.

Summary

A final check list:

B Always look to ‘add value’.

B Find new solutions to old problems.
B [f it pays, refurbish.

B Think boldly!
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18. How emerging trends
affect your investment decisions

Investing in commercial property is generally a long-term
proposition. The investors who do best are those who are able
to discern, and then take advantage of, long-term trends.

Many of these trends are fairly obvious, and though the
implications aren’t always clear— for example, is the booming
Chinese economy good or bad for Australian property
prices? —astute investors devote time to research and to staying
on top of all such developments. (By the way, the powerhouse
Chinese economy is sucking in steel and other resources
at such a pace that it is forcing up the price of construction
materials—good news for those who already own commercial

property.)

In this chapter, we present and explain five trends that we
believe are set to have a significant—and enduring—impact on
commercial property prices.
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1.The ageing population

You'll notice the figures reveal in detail what is becoming a well-
known story—that Australia’s population is steadily ageing,
thanks to the sustained decline in fertility which followed the
post-war baby boom, along with continued small declines in
mortality rates.

The baby boom followed the end of World War II in 1945 and
lasted until around the mid-1960s. At its peak, the fertility rate
reached 3.6 babies per woman. Then came the oral contraceptive
pill, along with changing perceptions of desired family size and
women’s growing desire to have careers, and the rate started to
decline. It is now down at around half its peak level.

According to an analysis by the Australian Bureau of Statistics:

In 1961, baby boomers formed a prominent bulge at the
younger end of the age distribution (all children under
15). At the other end of the spectrum, between 2011 and
2031, baby boomers will make a significant contribution
fo the numbers of people aged 65 years and over. During
this period, the population aged 65 and over is projected
to grow from 3 to 5 million. By 2031, all surviving baby
boomers will be 65 to 84 years of age. Between 2031 and
2051, baby boomers are projected to swell the population

aged 85 and over from 612000 to 1.1 million.

Figures 18.1 to 18.3 are charts derived from statistics and
projections from the Australian Bureau of Statistics. The first
shows how Australia’s population is expected to grow in the
years to 2051.

The steady growth in population reflected in figure 18.1 will
alone keep the economy moving, and boost demand for all

kinds of property.
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Figure 18.1: Australia’s expected population growth in the years to 2051
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Figure 18.2 (overleaf), however, illustrates how the composition
of our population is expected to change. In the fifty-four years
between 1997 and 2051 the proportion of those who are aged
over sixty-five is expected to double. It means a big increase in
the median age of the Australian population, which is illustrated
in figure 18.3 (overleaf).

This is a trend that Australia shares with most other developed
nations. Indeed, in many countrieslacking Australia’s high rate
of immigration, the proportion of aged people is projected
to be far higher than in Australia. For example, according to
United Nations estimates, by the year 2050, 35.7 per cent of
Italy’s population will be aged sixty-five or over. In both Greece
and Japan the figure will be 30.4 per cent. The trend is even
more evident in some developing nations (such as China, due to
its one-child policy).
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Figure 18.2: Expected changes in Australia’s population
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Figure 18. 3: Median age of the Australian population
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But what does this mean for the investor in commercial
property?

The baby boomers—now in their late thirties to their late
fifties—are not only getting older, they basically have more
disposable income than previous generations, thanks to a
generally strong economy over many years and steady rises in
asset values. In many cases, they can expect to inherit more
wealth from their parents, whose homes, bought when prices
were low, have often greatly increased in value.

The implications are varied. Demand will probably ease for large
family homes (see the next section for more detail), and increase
for smaller units. Continuing large investments by baby boomers
looking to fund their retirement could put a cushion under prices
in the sharemarket and investment property market.

Certainly, much of the growth in demand in recent years for
public property syndicates (see chapter 24) has been a result
of baby boomers looking for long-term investments offering
better prospects than they can expect from the stock market.
There has also been a steady trend among property developers
towards smaller direct commercial property investments, such
as strata-title offices, many of which are bought for self-funded

superannuation schemes.

Expect, too, a series of new property trusts—Ilisted and
unlisted—investing in retirement villages and health care
facilities. The Village Life Trust is one such example.

2.Trends in family homes

We’ve already discussed how Australia’s population is steadily
becoming oldert, as the baby boomer bulge continues to mature.
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But how does this affect the traditional family home, over the
next decade, and beyond?

Do you want the naked truth? If you are not already wortied,
then you should be! Many people’s largest personal asset could
suffer a dramatic fall in value after 2007—08. For many Australians,
the family home constitutes the bulk of their wealth—in some
cases, over 00 per cent. And for the baby boomer generation, it
is an asset against which they are increasingly borrowing to make
investments in readiness for retirement.

We’re not just talking about the effect of market cycles. Nor is
it merely a case of a temporary decline. It is simply a structural
change, brought about through a predictable demographic trend.
As a result, there will be a significant fall in the price of family
homes, which may not fully recover until around 2025. Further,
it will be the wealthier suburbs, those that boomed as growth
suburbs during the 1960s and 1970s thanks to the expanding
wealth of the young baby boomers, that will be hardest hit.

Now do we have your full attention? You may be thinking, ‘How
could this possibly ber” After all, it is a common conception that
the family home just keeps growing in value over the years, just
as it has done for the past few generations.

Let’s explore the reasons for the decline, and what it means for
the investor in commercial property.

Normally, of course, once property prices go into decline, you
would only need to wait three to four years for things to start
picking up again. But this time things could be different, the
reason being that much of the present strength in the economy,
in housing prices and in the stock market, has come about from
the growing wealth of the baby boomers, who, in many cases,
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have paid off their mortgages and ceased having to pay private
school fees year after year. Thanks to this wealth, the economy is
likely to remain strong for at least another half-dozen years.

However, many baby boomers are already becoming ‘empty
nesters’, thus scaling down their housing requirements. Despite
their wealth and a strong economy, their increased selling off of
now ‘unwanted’ family homes will result in far slower growth
for this particular sector of the property market. Even after the
expected collapse in the commercial property market in 2007-08,
the family-home market will continue to suffer due to the
likelihood that the baby boomer’s progressive selling will go on
until about 2025.

It is not the case that there will be fewer buyers; it’s just that there
will be five times as many people trying to sell their traditional
family home as they downsize into something smaller nearby, or
choose to make a ‘sea change’ or ‘tree change’ in their lifestyle.

So, what does all this mean for you, the investor (or potential
investor) in commercial property? Quite simply, it means that in
coming years you might find that you do not have the investment
funds that you thought you had.

As mentioned earlier, the family home constitutes around 60 per
cent of many families’ assets. As people get older, they naturally
finish paying off their mortgage, and increasingly, they are taking
out investment loans—using the family home as security—to
plan for their retirement.

But what happens when you come to sell the home and are forced
to accept a far lower price than you anticipated? What happens
when you realise you actually have negative equity in your own
home? You may be forced to sell other investments. This is
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unlikely to have a major negative impact on the commercial
property market. But where much of your wealth is based on
residential property, any fall in values will affect the equity you
have available for commercial investment.

3. Infrastructure development

A big trend in commercial property is the growing number of
key infrastructure projects in Australia. Typically these are major
new highways, but can also include new ports, airport facilities
and rail networks. At the time of writing this new edition, this
development was probably the most significant driver of a steady
rise in industrial property prices.

The boom in new infrastructure projects started in the 1990s,
as both state governments and the federal government began
increasingly to turn such development work over to the private
sector. The continuing strength of the domestic economy has
been another important factor, forcing a growing number of
industrial companies to expand their factories, warechouses and

depots.

More recently, the powerful urban property boom of the early
years of the twenty-first century means that many companies
cannot afford to expand near their existing sites. In fact, it is
possible that a growing number of astute company managers
will choose to sell their premises —making a good profit—and
uprooting for more spacious opportunities in one of the new
transportation corridors that are being built around major cities.

An article in The Australian newspaper in 2004 summed this up:

Industrial tenants are moving out of the cities, driven out
by high land prices and the enticement of better road
networks.
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The shift will deliver hefty profits to land owners in coming
years as their piece of dirt winds up next to an arterial

road.

Examples of developing road transport infrastructure include
the Mitcham—Frankston freeway, the Craigieburn bypass and the
Scoresby freeway in Melbourne, and the M7 Westlink freeway
in Sydney.

4.Regional resurgence

At the time of writing, around a dozen families are moving each
month from Melbourne to the regional city of Ballarat, 100
kilometres away. This example of regional resurgence is part of
a growing Australia-wide trend.

One reason for this is that advances like new freeway networks
and fast-rail projects have made commuting so much easier. A
more important reason, however, is that homes in smaller cities
offer access to a more relaxed lifestyle, plus good health and
educational facilities for families.

There is also another factor. Controversial planning documents
such as ‘Melbourne 2030’ are designed to restrict development on
the fringe, and push people back into medium- and high-density
developments in the inner suburbs. But, if you’re bringing up a
young family, is that what you really want? We think not!

The result is that towns on the outskirts of our major urban
centres are being quietly ‘invaded’ by city families.

The impact on residential property prices is obvious; however,
of more interest is the effect it will have on commercial property.
As you would expect, along with growing numbers of residents
come more offices and shops. Commercial property investors
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have traditionally felt that the best opportunities are from big-
city properties. In fact, the likelihood is that a growing number
of opportunities will come from the regions—ranging from
new shops and office developments, to redevelopments and
upgrades of existing properties.

5.Changing work patterns

It is not news that an increasing number of people are working
from home. The home—office concept has become an established
way of life for many people.

But here’s another work trend you may not have noticed: an
increasing number of people are retiring and then setting
themselves up as advisers to their children’s businesses. They
use their own business and networking skills to help with
accounting, banking, legal matters and a host of other details.
It means they want their own small office, preferably within
walking distance—or no more than a short drive—from their
home. This is another reason why you find small suburban
offices emerging as a trend in the commercial property market.

Summary

Commercial property investment is generally a long-term
proposition, and a clear understanding of trends in the wider
world can have an important bearing on your success.

In this chapter we have presented five examples of such
trends:

1.  the ageing population

2. trends in family homes
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3. infrastructure development
4.  regional resurgence
5.  changing work patterns.

However, there are many more examples, and as you become
amore astute investor, you will work to gain a full understanding
of what is happening and the potential implications.
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19. The why, when
and how of selling property

The popular perception is that commercial property ought to
be viewed as a longer term investment— one that provides you
with a stable and secure income, plus steady capital growth. Yet
people’s needs evolve and change over time. What was once
an attractive investment may, for all kinds of reasons, become
less appealing several years down the track. As a result, you may
decide there is a need to sell.

For example, you may urgently need some (or all) of the money
you’ve invested. Or perhaps you simply receive an offer that is too
good to refuse. You may believe that property prices are about
to slump, and that you should get out while you are ahead.
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However, there are other less obvious aspects to consider when it

comes to selling, and the astute investor should be aware of these:

1.

When you buy a property—even if it’s not new—you are
allowed under taxation legislation to ‘upvalue’ (raise the
apportioned value) of plant and equipment, providing the
contract does not specify a particular written-down value
for these components. This can give you extremely valuable
depreciation benefits for the early years of ownership.

Plant and equipment (such as carpets, cabling, light
fittings, elevators, heating and airconditioning) are usually
depreciated on an accelerated basis. That is, depreciation

is highest in the early years of your ownership. In fact,
after five or six years, most of that type of depreciation
has been claimed. (Chapter 21 gives you considerably more
detail on taxation and depreciation.)

When buying the property, you should ensure the contract
does not specify a value for the plant and equipment,

as this would prevent you from upvaluing those highly
depreciable components. But when you come to sell, it is
equally important that you include their written-down value
in the contract. Otherwise, you could well incur a balancing
charge from the Tax Office, should the new owner decide
to upvalue the plant and equipment again.

As such, this could be your trigger point to sell, especially
if you have just renewed a five-year lease lease on better
terms, thus boosting the value of the property.

You might find that an older property (which you own)
requires a major structural or capital upgrade. For example,
the roof might need replacing. If you don’t have the ready
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cash, it might be better to sell the property and pass these
costs to the new owner.

3. You might own a property in an area where there are
mooted zoning or road network changes. If there is less
than, say, two years remaining on the lease, it might be
possible to sell the property to a potential owner-occupier
who is eager to take advantage of the ‘blue-sky’ potential
of the changes.

In fact, the mooted changes may not actually occur. But for
as long as they appear a possibility, they could well make
your property extremely appealing to certain prospective
purchasers, offering you the chance of a substantial capital
gain from its sale.

Successfully marketing your property

If you have ever sold a house, you will be aware that, in the
competitive world of real estate, each of the many agents you
talk to will boast the best sales strategy. In fact, they have no
definitive strategy. What follows is a marketing program which
has proven successful many times by co-author Chris Lang and
his firm Gardner+Lang. Itis a strategy that has been formulated
to ensure the best possible outcome, through creatively targeting
investors, developers and potential owner-occupiers, and by
adopting a broad, yet cost-effective, marketing campaign which
will attract those buyers best suited to your property.

Choosing your method of sale

The secret to successfully selling any property is to give your
prospective buyers the feeling that they could miss out. However,
that is very hard to achieve in the case of a straight, private sale.
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In fact, it might take longer to achieve a result with a private sale,
as this form of selling often fails to create any sense of urgency
in a buyer’s mind.

Another factor is that you are at a disadvantage in having to
nominate an ‘asking price’. Traditionally, you need to inflate this
figure—to allow for the expected level of negotiation, but this
can become a ‘two-edged sword’. You could effectively deter
potential buyers, because the figure is too far above their initial
expectations. Or, it could go the other way: you may end up
selling at a figure below what buyers may have been prepared
to pay, had they been put under the pressure of competitive
bidding.

Thus, a well-promoted public auction is often the most
appropriate method of sale. That way, prospective buyers are all
heading towards a fixed end date, and there is no need for you
to publicly nominate an actual selling price. This way you can
maintain control all the way through.

An innovative, results-driven advertising strategy

As you’ll appreciate, media advertising can be very costly, and
there is also a limit on just how much you can actually say about
a property in any one advertisement. Gardner+Lang’s approach
is to link the media ads with dedicated internet pages for each
property we sell or lease, a method which has proven very
successful.

You will find most agents simply choose to place their properties
on the internet in a rather generic form, using portal sites such
as Property Look or realcommercial.com.au. Following this path
may result in the problem where every buyer actually looking for
those properties has to go through a lengthy search process on
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one or more websites. But what’s even worse for you as a vendor
is that, in the process of doing so, buyers may well discover
several other properties they prefer instead!

What we find works best is to create several dedicated web pages
for your property on our website, and promote that specific web
address in the media ads, the brochure and board. That means,
prospective buyers can then /aser-in on your property, and view
and download much more information about it.

By using dedicated web pages, you are able to provide a detailed
description of the property (over a number of pages), give details
of the location and spell out its inherent benefits. You can also
include photographs of the exterior and the internal layout.

Normally, you would be asked to spend about 1.0 to 1.5 per cent
of the expected selling price on marketing your property. But, as
we have found, by adopting this creative, web-linked approach,
sellers can achieve an even better result with considerable
savings. All in all, it is proving to be a far more effective (and
much cheaper) way for sellers to promote their properties.

What else can you expect from your agent?

Your agent should be able to explain in some detail the current
state of the market, as well as providing estimates of a likely
price for the property. But these professionals can offer the
seller of a property much more. A good agent should also:

1. gather and collate all necessary information to ensure
purchasers will be fully informed, and capable of making a
decision to buy

2. liaise with you and your lawyers to make sure the
documentation is fully completed and correct
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mail out brochures and letters (or more likely, send out
personal emails) to those potential purchasers known to be
currently active in the market

try to secure editorial coverage within the various media
being used

qualify all the enquiries that are generated throughout the
marketing campaign

arrange for the various inspections to take place

prepare prospective buyers for the actual auction itself

keep you advised as to progress, on at least a weekly basis

ensure all preparations are made, so that everything runs
smoothly on the day of the auction

conduct the auction, and attend to the signing of the
contracts with the successful purchasers

seek to ensure Section 27s (forms that allow for a release
of your deposit twenty-eight days after the contract is
executed) are acknowledged, so that you can have an early
release of the deposit

follow up with your lawyers to ensure that the documents
have been executed to their satisfaction

with the deposit-release form in place, account to you with
the deposit monies, thirty days after the auction, setting
everything out in a detailed statement for the sale.

Fees

Depending on the value, agents typically charge 2.0 to 3.0 per
cent (plus GST) of the actual price that appears on the contract,
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upon successfully selling the property. However, a flat-fee ar-
rangement like this is not necessarily in your best interests. Chris
Lang, like some other agents, often offers clients the option
of incentive-based fees—where the percentage charged rises
according to the price achieved for the property. The agent thus
has a greater incentive to aim for the highest price possible.

A typical, incentive-based fee scale that might be proposed for
a property expected to sell in the $840000 to $860000 range
might be as shown below.

Table 19.1: Incentive-based fee scale

Calculating overall fee

Proposed Applicable

rate price range By Progress | % of
range total price
1% Up to $450000 $4500 $4500 1.00

2% $450001 to $650000 [  $4000 $8500 1.31
5% $650001 to $850000 [ $10000 $18500 2.18
10% | Over $850000

Hopefully, this gives you some insight as to how to successfully
market your commercial property when the need arises. If you
would like to look at a case study on how the overall marketing
strategy comes together, simply go to <http://toad-hall-tender.
info> (you will need to register to gain full access).

Summary

Commercial property is generally viewed as a long-term
investment, but for a variety of reasons you may choose to sell.
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Summary (contd)

A skilled agent is crucial for the successful marketing of your
property. Make sure that your sales agent has a detailed
knowledge of the market and is experienced in the most up-
to-date marketing techniques.

Maybe you can’t afford to buy a shopping centre or office
building by yourself, but you can certainly step into the ‘big
league’ by joining a private property syndicate. The next
chapter explains how you can set about doing this.
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20. Private property syndicates

You’ve probably noticed that syndicated property ownership is
booming, Why is this the case?

Simply because, properly structured, a syndicate allows a smaller
investor—someone with (say) $250000 or less—to take
advantage of a greatly enhanced range of attractive opportunities
that might present themselves in the property market. At the
same time, the risk is spread among a group of fellow investors,
who also enjoy the security of professional management.

Syndicates differ from listed property trusts—which, to date,
are the favoured route for most smaller property investors.
This latter option iswhere your money becomes part of a very
large pool that is invested in many properties, and where the
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performance is often more related to the sharemarket than to the
property market.

Rather, in a syndicate you join with others to effectively take
direct equity in one property (or occasionally two or more)
which has been chosen for its appeal and potential.

Just like the solitary owner of a property, you have a say in
the future of the investment, and you participate in all income
distributions, all capital gains and all taxation benefits. Indeed,
one of the key attractions for some investors is the sense of
‘belonging’ they feel, having previously been involved in
impersonal public syndicates with hundreds of members.

Public syndicates and private syndicates

Many properties priced below $3 million tend to be bought by
wealthy individuals, while the institutional buyers are mostly
interested in properties priced over $10 million. Thus, there is
virtually a vacuum between $3 million and $10 million, where
you will find a serious shortage of buyers.

Some big property companies have stepped into this field,
and specialise in buying one or two such properties, and then
promote them to investors—via a PDS lodged with the
Australian Securities & Investments Commission (ASIC)—as
public syndicates. Such opportunities are considered in detail in
chapter 24.

In this chapter, we shall discuss the growing number of small,
informal, shared-property ventures being put together by
lawyers, accountants, real estate agents and financial planners

for their clients. By investing as little as $75 000 to $250 000 each,
investors can collectively purchase substantial properties.
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Table 20.1 highlights some differences between typical public
and private syndicates.

Table 20.1: Differences between public and private syndicates members

Public Private

syndicates syndicates
Members Often 200 to 300 No more than 20
Appointment
of trustee By the promoter By the members
Choice of
property By the promoter By the members
Initial costs Establishment and Establishment and

acquisition costs,
plus entrepreneurial
and marketing fees

acquisition costs

Decision to sell

By the promoter

By the members

Regular updates

Usually generated by
computer

Quarterly statements,
plus six-monthly
personal briefings

The profile of a successful private syndicate

Syndicates can take various forms, but from Gardner+Lang’s

experience in structuring syndicated transactions for various

clients since 1990, we have been able to come up with what we

believe is a successful syndicate model.

Structure

Syndicates are generally best structured as unit trusts, unless

members specifically request a joint venture form. Not only is
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a unit trust usually best for legal and taxation purposes, it also
provides a shield against potential liability issues. (See chapter 21
for detailed tables of the advantages and disadvantages of the
various legal structures.)

Under ASIC guidelines, each syndicate is to be limited to twenty
investors, with the maximum combined equity to be contributed
by them set at $2 million.

For ease of management, and to minimise the exposure for
each individual syndicate member, a separate company can be
incorporated as syndicate trustee, with a board of directors
comprising two to three unitholders, appointed by the investors
to ensure that their interests are propetly protected.

The trustee then appoints a professional property-management
specialist to look after day-to-day matters, make sure that the
property is kept in good repair, and ensure compliance with all
regulatory and statutory requirements.

Borrowings

Total borrowings for each project should not usually exceed
05 per cent of the total purchase cost plus other expenses (such
as minor renovations and the cost of finding tenants). This
is intentionally conservative, and doesn’t require any personal
guarantees by you as an investor. It also means the income
from the property should comfortably cover interest on the
borrowings and all overheads.

Unless otherwise agreed, there should be no requirement for
investors to provide any further capital, apart from their initial
up-front equity contribution. In addition, the syndicate should
show a positive cash return to investors. However, this can vary
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if the syndicate wishes to renovate or improve the property,
although the conservative nature of the initial borrowings will
generally accommodate this without the need for investors to
inject further equity.

Sale of units

While there is no public market in the units, there should be a
provision in the trust deed for the transfer of units. Furthermore,
a periodic, formal review of the syndicate by the members—say,
every four years— should determine whether (and when) to sell
the particular property.

If the majority wish to hold the property, but one or more
syndicate members wishes to sell out, the trustee should have
the power to increase the borrowings to buy back the units of
those wishing to exit.

Buying criteria

Here are some suggested buying criteria. The property should:
O be suitable for office, retail or industrial use

O satisfy all legal and town-planning requirements

O be reasonably new, and offer good depreciation allowances
0O have minimal ongoing maintenance

O be of timeless or adaptable design, with the potential for
subdivision

O not be of a specialised nature or unique design— clearly,
modern conformity is the overriding consideration!
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Preferred locations

Properties should ideally be located within metropolitan areas,
with preference to those in proven locations for that specific
type of property (as determined by experts in the field) — usually
no more than fifteen to twenty minutes from the CBD (unless,
of course, a syndicate is specifically put together for a regional
growth area).

Excluded properties

Because of the narrowness of their market, those properties of
a speculative or specialised nature should be specifically ruled
out. So, too, would any full-development proposals (which are
basically investments in yet-to-be-built properties) which could
expose the passive investor to unnecessary risks throughout the
development period.

Price range

Generally, properties should be in the $3 million to $5 million
range; other properties can be considered, if preferred by a
particular syndicate.

Required lease terms

Each syndicate should strive for continuity of income. Thus, the
following conditions are suggested:

O A target of at least five years should remain on the lease.

0O Rentals should be realistic— that is, at or below prevailing
market rentals—with the opportunity for market reviews.

0 In smaller properties, the majority of space should be
occupied by a single tenant.
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Due diligence

As a condition of each purchase contract, qualified building
consultants should conduct a due diligence report on all
structural and technical aspects of the property. (A due diligence
report confirms that a particular property has no impediments.)
This will help minimise the risk of incurring any serious early
maintenance, or replacement costs down the track.

Legal and accounting issues

Contracts should always be fully checked by lawyers and (if
required) tax accountants, before a syndicate pays any deposit.

Timing of investments into each syndicate

At the point of forming a syndicate, 30 per cent of your
intended investment should be paid up-front into the syndicate.
The trustee would then place the funds into a cash-management
account, so they are immediately available to fund the initial
10 per cent deposit on the purchase of the chosen property.

The remaining 70 per cent investment into the syndicate must
then be paid within twenty-eight days of the purchase contract
being executed.

While an investment into a syndicate needs to be by way of cash,
it need not all come out of your pocket. The financiers for the
syndicate should also be able to provide personal funding (based
upon equity investors may have in other property), in order that
syndicate participants might improve their overall tax positions.

Yields

Yields should range from around 7 to 9 per cent, depending
on the type and location of the property, the condition of the
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building, and (most importantly) the lease structure and status
of the tenant.

If all the conditions are right, investors should look to purchase
at between a 7.5 per cent to 8.5 per cent yield, to achieve the
ingredients necessary for a sound, long-term investment strategy.
But this will change over time, depending upon the market for

each type of property.

Summary

Syndicated property ownership is booming, and for a very
simple reason: by joining with others you can buy a more
attractive property than you could as an individual, while at
the same time spreading your risk.

Syndicates can take many forms. In this chapter we have
presented an outline of what we believe is an ideal syndicate,
based on many years of experience in this field.

Now, in chapter 21, let’s look at some of the taxation benefits
you can enjoy with commercial property investment.
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21. The taxman and you

Before you embark upon acquiring an investment property, it’s
vital that you get your affairs in order. An important part of that
is getting the right tax advice.

Minimising the tax you pay

The Australian Taxation Office (ATO) is quite happy for you to
arrange your affairs to minimise the tax you pay. In other words, it
is quite legal for you to avoid tax—you simply cannot evade it.

Income tax and capital gains tax are clearly two important issues
to consider when arranging your property investments. But
tax planning is not the only factor to consider. There are other
commercial concerns which, depending on your circumstances,
you also need to address.
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They include things such as:

Q

Q

overall flexibility

ability to admit partners down the track

ability for one or more individuals to sell out when desired
ability to cope with future tax changes

ability to cope with a marriage breakdown

ability to cope with the death of one or more individuals
ability to pass on the investments to future generations

ability to maximise the use of superannuation where
desired.

If you haven’t already done so, you should also give careful

thought to these matters in choosing the best investment vehicle

for you.

From a tax viewpoint, which vehicle is best for you?

The simplest way to answer this question is to look at the

advantages and disadvantages of a number of commonly

recommended tax structures which apply to your situation. The

possible structures you might consider are:

1.
2.
3.

a company
a fixed trust (commonly referred to as a unit trust)

a partnership or joint venture.

The advantages and disadvantages of each are outlined in the

following three tables.
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Table 21.1: The pros and cons of companies

Advantages

1,

2.

10.

11.

12.

13.

14.

The company is a separate legal
entity.

If the company’s business fails, the
personal assets of the shareholder
are protected (asset protection).
Owners easily seem to understand
how they operate.

Perpetual existence.

The company can employ the
taxpayer and provide salary
packaging.

By employing the taxpayer, the
company can provide employer-
sponsored superannuation and obtain
maximum deductions compared to
individuals and partnerships.

Itis easy to admit or retire partners
by simply buying or selling shares,
or alternatively by issuing shares.

A 30 per cent flat rate of tax applies.
Shareholders have a fixed interest in
the company so they can be certain
of their entitlements.

Franked dividends can be passed to
shareholders, who can claim a refund
of any excess imputation credits.
Profits can be retained and taxed at
the corporate tax rate when personal
services income is not involved.
Buyback rules are less restrictive
these days.

A deduction may be claimed for
interest on borrowings to pay tax

or refinancing shareholders’ loans
or equity.

The substantiation rules do not apply.

1.

ok~

10.

1.

12.

13.

14.

15.

Disadvantages

Can sometimes be complex to
administer.

Regulated by Corporations Law.
Costly to establish.

Costly to run.

50 per cent CGT discount not
available.

Cannot distribute losses to
individuals.

Complex rules regarding the carrying
forward of losses.

No easy way for a company to pass
tax-free amounts to shareholders
without them being taxed in the
shareholders’ hands.

Division 7A applies in respect of
loans and other certain payments to
shareholders.

Income and capital cannot be
distributed in a flexible manner. The
anti-streaming and franking credit
trading rules apply.

Supplies to associates for below
market value consideration can be
subject to GST.

Directors can be personally liable
for the company’s debts in certain
circumstances.

The taxpayer must terminate their
employment with the company in
order to obtain the small business
exemption.

Share value shifting rules apply when
issuing shares to associates on a
non-arm's-length basis.

Costly to wind up.
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Table 21.2: The pros and cons of fixed trusts

Advantages

1.
2.

3.

10.

11.

12.

13.

Asset protection.

Less regulation than a
company.

The trust can employ the
principals and provide salary
packaging.

The trust can employ the
principals and provide
employer-sponsored
superannuation.

No need to lodge returns and
other forms with ASIC.

The principals have a fixed
interest which is good where
independent parties are
involved.

The 50 per cent CGT discount
is available.

There is no equivalent to the
share value shifting rules.
The trust is not taxed as a
separate entity.

Loans from the trust are not
subject to any special tax
rules unless an unpaid present
entitlement to a company
exists at the time of the loan.
Less costly to wind up than a
company.

Easy to admit new partners
by issuing units, without CGT
CONSEqUENCes.

The substantiation rules do not
apply.

Disadvantages

1. Fewer people understand how trusts operate.

2. Ultimate beneficiary statement rules apply.

3. Complex PAYG calculation required for
beneficiaries.

4. More costly to establish and operate than a
partnership of individuals.

5. Achange in unitholding can cause pre-CGT
assets to become post-CGT assets.

6. Achange in asset holding can cause pre-

CGT units to be taxed as post-CGT units.

Complex trust loss rules apply.

Cannot transfer losses.

Cannot distribute losses to beneficiaries.

0. May need to elect to be a family trust. May

not be able to elect to be a family trust.

11. No perpetual existence —normally must be
wound up within eighty years.

12. Distribution of tax-free income and gains
has CGT implications to the beneficiaries.

13. Individual trustees can be personally liable
for debts of the trust.

14. Accumulated income taxed at top marginal
rate (48.5per cent).

15. If small business CGT retirement exemption
is obtained, the principal must retire as an
employee of the trust.

16. If the trust is funded by debt, rather than
equity, the units or interests owned by the
beneficiaries will have a low cost base
and this will cause problems where non-
assessable amounts are distributed.

17. If units in unit trusts are owned by
discretionary trusts, the unit trust will not be
able to satisfy the controlling individual test.
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Table 21.3: The pros and cons of partnerships

Advantages

1. Less costly to establish than a
company or a trust.

2. Inexpensive to run.

3. Can provide some flexibility in the
partnership agreement.

4. Income splitting between partners.

5. Some tax planning possible with the

10.

11.

12.

13.

14.

use of ‘partners’ salaries’.

Partners can obtain 50 per cent
CGT discount.

Small business CGT concessions
gasily obtained.

Partnership losses ‘distributed’ to
partners to be offset against other
income.

Flexibility for CGT in that each
partner can independently choose
the concessions they want. Failure
by one partner to satisfy the
conditions will not affect the other
partner.

Flexibility and asset protection
can be obtained by using trusts as
partners.

Independent parties can be easily
admitted as partners.

Trading stock and depreciable
asset rollover relief available on the
admission of partners.

Tax planning opportunity available
in respect of the refinancing of

the partner’s capital accounts by
borrowed funds.

No Division 7A-type problems with
debit loan accounts.

2.
3.

Disadvantages
1.

The partners are jointly and
severally liable.

Generally no asset protection.
Income cannot be accumulated
and must be assessed at partners’
tax rates.

Partners cannot claim input

tax credits when paying
partnership expenses.
Complicated reimbursement
procedure must be followed so
that the partnership can claim

the input tax credit under Division
111 GST Act.

Partners cannot be employed by
the partnership for salary
packaging purposes.

Partners cannot claim a deduction
for interest on borrowings to pay
income tax, whereas individuals
and other business entities can.
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As you will appreciate, volumes have been written on this topic.
And so, with the help of Mike Williams' (of Williams Partners),
we have tried to keep this explanation as simple and brief as
possible. To make the right decision on which structure is right
for your needs, you should obtain specific advice from a tax
accountant.

Tax depreciation: a waste of time, or the holy grail?

With the expert help of Nicola Woodward” (of Apex Property
Consulting), let’s explore this vital topic in some detail.

There are many debates among investors as to the worth of tax
depreciation. Some companies promise property investors huge
tax deductions but fail to explain the future consequences of
this. The secret lies in understanding their original purpose and
matching that, and the many real benefits, with your investment
strategy. We will discuss here the broad issues surrounding
depreciation and investment properties.

Theoretically, the purpose of depreciation is to compensate
taxpayers for the decline in value of depreciating assets (plant and
equipment) over the effective life of those assets. The undetlying
assumption here is that your property and its components will
decrease in value—you and the property market may, however,
have other ideas! Therein lies the cause of the arguments.

1 Mike Williams heads up Williams Partners, an accounting firm servicing the
specific needs of small to medium businesses and investors. You can contact
Mike for further advice at: mikew@wp.com.au.

2 Nicola Woodward is a founding director of Apex Property Consulting, a
boutique tax depreciation company which was established in 2002 to offer fully
integrated services to owners and managers of property portfolios, with a view to
increasing value and reducing the risk inherent in property investment. You can
contact Nicola at nwoodward@apexproperty.com.au if you need further advice.
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The truth is that the Treasury is not going to give significant
tax deductions for a decline in value that doesn’t occur! The
Treasurer is happy for you to take advantage of the provisions
right up until you sell your property. But at that point, you are
required to calculate what decline in value has actually occurred.
If you have deducted more than the actual decline, then you
effectively pay back that amount to the ATO—in tomorrow’s
dollars.

This in itself is not a bad thing. Look at it this way: you buy a
million-dollar property in 2003 and hold it for ten years. Over
those years, you have total depreciation of $200000, which
comes off your assessable income, giving you an actual saving
of $200000, multiplied by your marginal tax rate—say, 47 per
cent—which equals $94 000. Much of this would be in the first
three years of ownership.

After ten years, you sell the property for $2 million. You will
have a capital gain to pay on the land and buildings, along with a
balancing adjustment to pay on the depreciating assets. Even if
you have the same tax rate and end up paying back the $§94 000,
you will have the proceeds of the sale with which to do so and
you will have had the cash flow advantage of the deductions
during the ownership period.

If your marginal tax rate falls, you will be in an even better
position on disposal —not to mention that $94 000 now is worth
much more than $94 000 in ten years’ time!

As long as you are aware of the consequences on disposal,
you can plan for it and it won’t come as a nasty surprise. The
benefits of the depreciation in the eatly years will make your
investment work harder for you, and your after-tax yield will
look surprisingly healthy.
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How depreciation actually works

Capital allowances defer your payment of tax by reducing
your assessable income, whether the asset is held by you as
an individual, or by a company, trust or superannuation fund.
The ATO essentially recoups the deductions claimed through
balancing adjustments and capital gains tax (CGT) when the
asset is sold. Only the amount of the actual loss in value of
the asset remains protected. However, you can gain substantial
timing advantages by claiming the various allowable deductions.

Depreciating your plant and equipment

Division 40 Capital allowances are available for capital expenditure
incurred by you on plant and equipment (depreciating assets).
They are based on the cost to you of acquiring the asset. Basically,
this means you can depreciate:

O your assets at market value, or as a proportion of the
acquisition cost (this is the most common for investment

property)

O your assets at their written-down value, or whatever other
amount is stipulated in a contract

O the actual cost you incur for undertaking capital works (if
you undertake a refurbishment or construction project).

Once you establish the cost base for each of your assets, a
depreciation rate is applied to it in relation to:

Q the effective life of the asset

O the method of depreciation—either prime cost (where
depreciation occurs evenly over the effective life of the
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asset) or diminishing value (where the declining value for
depreciation is assumed to be greatest in the first year, and
smaller in each succeeding year).

In the year you buy your property, the available depreciation
is rated on a pro-rata basis over the number of days you have
owned it in that financial year. Figure 21.1 shows some
depreciation rates.

Figure 21.1: Available depreciation

Typical range as proportion of construction cost or purchase price (excluding land value)

Purchase or construction

Luxury hotel 45%
Purchase or construction
Medical aciliies ~ 2%

Purchase or construction

Residential strata unit 15% 5%
Purchase or construction
Retail complex 25%
Purchase or construction
Prime grade office 35%

Fit out

0, 0
Prime grade office 50%
Fit out 0
Retail shop 30%
Purchase 0
1980s warehouse 10% g

Purchase o 0
19705 office | 20%

] - " -1 b . L | b

Minimum level of plant . Minimum level of plant

Depreciating the building’s structural component

Division 43 Capital works deductions, commonly known as
building allowances, enables taxpayers to write off certain capital
expenditures incurred on the construction of income-producing
buildings built, altered or refurbished after 21 August 1979.
It is not uncommon for a single property to attract a number
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of different building allowances, due to phased construction,
refurbishments and varying uses within the one building. (See
table 21.4 for more details.)

Table 21.4: Rates of depreciation

3 (=) [%)

S £ S| 5 |55

s28 5 |58l E | S8

22s S |sE| 2 |88

Toe|l 2 |CE| 2 [ ES

B S 8| & |»E

£ = =

27 Feh. 1992-today 4.0% 40% | 2.5% | 2.5% | 2.5%

26 Feb. 1992-16 Sept. 1987 | 25% | 2.5% | 2.5% | 2.5%
15 Sept. 1987-18 July 1985 | 4.0% | 4.0% | 4.0% | 4.0%
17 July 1985-22 Aug. 1984 40% | 4.0% | 4.0%
21 Aug. 1984-20 July 1982 2.5% | 2.5% | 2.5%
19 July 1982-21 Aug. 1979 2.5%

Unlike capital allowances on depreciating assets, the building
deductions are based on the historical construction cost of the
eligible portion of the building. This is where the services of
quantity surveyors become useful.

Why take advantage of tax depreciation?

Here are some good reasons to take advantage of tax

depreciation:
O Itimproves your cash flow.

O It defers the payment of your tax.

176



The taxman and you

It gives you a good understanding of what you actually
own.

It makes refurbishments and improvements far more
affordable.

You either use it or you lose it.

Summary

Choosing the appropriate structure for your property
acquisition can have a big impact on its overall performance.
Read carefully the advantages and disadvantages of the three
primary investment vehicles—companies, fixed trusts and
partnerships—but be aware that if you opt for one of these,
you will almost certainly need professional guidance.

Understanding taxation—particularly depreciation benefits
and building allowances—is also crucial if you are to make
the most of your investments. In many cases, it is possible to
structure an investment to give you a positive cash flow, even
with large mortgage payments.

In chapter 22, the final chapter of part Il, we’ll explore the
importance of engaging a property manager for your property.
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22. Working with
0 property manager

Choosing and buying a property might seem the hard part, but
managing italso requires knowledge and application. A seemingly
great investment can, if poorly managed, end up losing— rather
than making—you money.

In fact, a skilled property manager is becoming even more
important as government legislation continues to increase in
complexity. For example, governments are introducing onerous
new building regulations requiring building owners to assume
responsibility for a wide range of ‘essential services’. Few
property investors have the experience—Ilet alone the time—
to keep up with such changes.
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Here are some of the areas of knowledge your property manager
needs to be conversant with:

1. Knowledge of the market and the marketplace, including:
Q rental levels in your property market
Q the balance of supply and demand in your market

O history of the market, the properties, owners, tenants
and service providers.

2. Knowledge of the laws governing ownership and leasing of real
property, including:
0 land and tenant legislation
0 acts governing real estate agency practice
O subdivision legislation
0O essential services regulations
Q  Dividing Fence Act
Q  Local Government Act
O lease preparation
O rights of property owners
Q  Trade Practices Act

Q  _Anti-Discrimiination Act.

3. Knowledge of accountancy, including:

O taxation advice in relation to repairs and/or
replacements
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0O income management

O budget forecasting

O basic bookkeeping principles
0O mortgage finance

O insurance.

4. Knowledge of varions anthorities concerned with:
O town planning
O building codes of Australia
Q fire regulations

O health and safety matters.

5. Knowledge of construction, including:
O building methods
QO costing
O alternative materials
O design and decoration
O market requirements
O optimum layouts
QO property maintenance.

So what does a property manager do? Overleaf are some of the
duties and responsibilities you should expect your professional
manager to uphold.
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He or she should ensure:

Q

Q

Q

a

your property is always let to good tenants
those tenants pay their rental by the due date
your property is well cared for

any maintenance is fully detailed and carried out cost
effectively, but always with quality workmanship

all maintenance is undertaken by reliable tradespeople
you are notified well before each tenancy becomes vacant
every possible step is taken to re-let the property

your rentals are reviewed at appropriate intervals to reflect
a fair market rent

timely payment of any outgoings occurs on your behalf

your monthly statement and rental cheque are sent to you
promptly

you receive accurate advice on any insurance requirements
your property is regularly inspected

your property is kept competitive in the marketplace.

In fact, a good manager does immeasurably more. He or

she ought to be your partner in ensuring that the value of

the property as an investment is maintained and enhanced.

That’s why it is often the more imperceptible elements that

are the key to the relationship between owner and manager,

including elements such as a professional attitude and efficient

communication procedures.
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Most real estate agencies offer a property management service.
However, for many of these agencies it is a sideline to their
mainstream business of selling and leasing properties. Indeed,
for many of the high-flyers in the real estate business, property
management is dull and predictable when compared to the
adrenalin rush from a big sale or letting. That’s why it is often
preferable, when seeking a professional property manager, to opt
for someone for whom management is a mainstream business.

Developing a firm relationship with an experienced property
manager can provide you with a host of benefits. The manager is
out there in the marketplace, constantly interacting with owners
and tenants. Very likely it is the manager, rather than the real
estate salesperson, who is first to know that a particular property
deal is in the wind.

Questions to ask a property manager

Knowing the vital importance of a skilled and experienced
property manager, what questions would you ask to determine
that he or she is well-organised, competent and able to provide
you with the level of service you need as a serious investor?

Seventeen probing questions to ask your intended property
manager are as follows.

To find out about your property manager’s mind-set:

1. What are the underlying precepts which determine a first-
class property manager?

2. What are the key principles a competent property manager
should operate by?
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What principles ensure a lasting relationship between
owner and manager?

Your best safeguard— an astute property manager’ self-interest:

4.

What are the two main reasons a propetly structured
property management portfolio should be viewed as the
lifeblood of their business?

Step behind the scenes. Ask the property manager:

5.
0.

7.
8.

Exactly what it is you will do for me?

Can you give me specific standards by which you measure
your performance?

How do you ensure that these standards are actually met?

What is your system for controlling late payers?

Find out how much he or she knows! What is the extent of the property
managers knowledge in the areas of:

9.

10.
11.
12.
13.

14.

the market and the marketplace

taxation (especially the GST and capital gains tax)

the laws governing ownership and leasing of property
trust accounting

various legislative requirements

building and construction

Find out abont essential services (new building regulations). You need to

protect yourself, so ask potential managers:

15.

When was the last essential services inspection carried out?
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16. Did the manager provide a copy of that inspection report?

17. Have identified breaches been rectified?

Some frequently asked questions

What costs are involved in property management?

That generally depends upon the size and type of property
involved. For example: the fee for a small, strata office would be
around 6 per cent (plus GST) of monies collected; for a large,
brand-new industrial property (where the tenant is on a full-
maintenance lease), your fee may be as low as 2 per cent.

What type of contract wonld I normally enter into?

For a straightforward smaller property, the standard Real Estate
Institute Management Authority will usually suffice. But for a
complex building with multiple tenants, you are better served by
a more formal contract.

What if 1 find 1 am unhappy with mry manager?

Generally, you will give the manager a reasonable period (say,
thirty days) to remedy any oversight, before taking steps to
terminate. Some agreements do have a standing three-month
notice period by either party.

Summary

Not a lot of commercial property assets are truly ‘let and
forget’. Most investments do need to be properly managed.
Nowadays, that means a lot more than collecting the rent each
month.
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Summar Y (contd)

Ever-changing government legislation means that the owner of
a property has many legal obligations to a tenant, particularly
in the field of essential services. For this reason, most
investors in commercial property will want to use the services
of an experienced property manager. In this chapter, we have
attempted to outline the duties of a manager, and some of the
questions you need to ask potential managers.

This chapter concludes part [l—direct property investment.
In part Ill, we shall cover other forms of property investment,
starting with listed property trusts.
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23. The changing
world of listed property frusts

As touched upon eatlier, listed property trusts are pooled
investments that are listed on the Australian Stock Exchange.
They invest in a wide range of commercial property assets,
and own many of Australia’s main office buildings and
shopping centres, as well as a growing number of industrial and
leisure properties.

How do listed property trusts operate?

The trust manager chooses properties for the portfolio, and
is then responsible for their maintenance and renovation, and
for collecting rent. Investors, like you, buy and sell units in the
trusts through a stockbroker—in the same manner that equities
are bought and sold. Trust prices are published by the exchange
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in the same way as regular share prices, and are available
through many online stockbroking services, as well as in daily
newspapers. Appendix D contains a table from the ASX which
shows property trust performance.

Investors receive dividends—called distributions —usually
every three or six months. As owners of the properties, investors
also benefit from gains in their value. The trusts do not pay
taxation, so are unable to offer franking credits, although this
vehicle does offer investors other taxation benefits.

How listed trusts developed

Listed property trusts evolved from the debacle of the early
1990s, when property prices fell and many unlisted property
trusts found themselves unable to meet investor demands to
redeem their holdings. Unfortunately, some of these investors
had lost money in the 1987 stock market crash, and switched to
property thinking it would be a safe haven.

Initially it was thought that they might develop on the US pattern,
by establishing a trust for every conceivable sector, from mobile-
home parks to household storage property; however, this did
not eventuate. There also proved to be a lack of demand for
development trusts, in which investors placed money into a trust
right at the start of a building project, and had to wait a year or
so before receiving any return.

Listed trusts have become by far the most popular means for
the smaller investor to access commercial property, and the
property trust sector of the stock market has enjoyed substantial
growth, from a market capitalisation of under $5 billion in the
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early 1990s to more than $75 billion in mid-2005, making it the
fourth-largest ASX sector.

Recent developments

At the end of the 1990s, with equities looking vulnerable, a lot
of new institutional money started to flow into the trusts.

The institutions preferred the bigger, more liquid trusts, and
therefore some trust managers developed the perception
that growth was vital. But with a scarcity of high-quality new
investment properties, there was only moderate scope for
expansion, and the result was a steady trend towards mergers
and acquisitions within the industry. Many of the trusts also
began expanding their investments overseas. They have been
especially attracted to America, a huge market with commercial
property available at yields of up to 9.5 per cent.

These trends gathered particular pace in 2004, in the form of a
huge round of mergers and acquisitions involving fifteen trusts
representing 80 per cent of the market capitalisation of the
entire sector. The most notable was the merger of Westfield
Trust, Westfield America and Westfield Holdings. The new
Westfield Group is a giant enterprise. It is one of the largest
property trusts in the world and represents more than one third
of the Australian property trust sector. The ten largest are listed
in table 23.1 (ovetleaf).

Types of trusts

Many trusts are diversified, with interests that span a huge
range. For example, two of the largest, General Property Trust
and Stockland Trust Group, own some of Australia’s biggest
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shopping centres and office buildings, along with industrial
parks and hotels.

The retail subsector is dominated by Westfield Group, which
owns major shopping complexes throughout Australia, New
Zealand and the US. Other big retail trusts include Centro
Properties Group and CFS Gandel Retail Trust.

Table 23.1: Top ten property trusts (May 2005)

Market cap.
Trust ($bn)

Westfield Group 28.4
Stockland Trust Group 7.3
General Property Trust 7.2
Macquarie Goodman Group 55
Centro Properties Group 43
DB RREEF Trust 3.7
CFS Gandel Retail Trust 3.3
Investa Property Group 29
Mirvac Group 29
Macquarie CountryWide Trust 2.2

The office trust subsector is dominated by Investa Property
Group (formerly Westpac Property Trust) and Commonwealth
Property Office Fund, with investments in prime office
properties around Australia.
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The largest trust in the industrial subsector is Macquarie
Goodman Group, formed from the merger of Macquarie
Goodman Management and Macquarie Goodman Industrial
Trust, and with holdings in Australia, New Zealand and
Singapore. The second largest is the ING Industrial Fund, which
owns properties throughout Australia.

A number of hotel groups have structured themselves as property
trusts. The largest (though they’re small compared to many of
the other listed trusts) are Thakral Holdings, which owns hotels
in several Australian cities and also develops hotel apartments,
and Grand Hotel Group, which owns a large portfolio of Hyatt,
Chifley and Country Comfort hotels.

As the trusts increasingly encounter difficulties in finding a
sufficient number of high-grade properties to add to their
portfolios, it is possible that they will diversify into a growing
number of niche areas, such as health care and retirement
properties, or subsectors of current sectors, such as high-tech
industrial properties and bulky-goods retail properties.

Performance

The listed property trust sector has been an excellent long-term
performer, and generally superior to stock market benchmarks
like the S&P/ASX 200 Index. The year 2004 was patticularly
powerful, with a round of mergers and acquisitions causing
prices in the sector to soar and a total sector return of more
than 32 per cent (representing capital growth of 23.6 per cent
and distributions of 8.5 per cent). See figure 1.1 on page 8 for
an illustration of how listed property has outperformed other
assets classes over an extended period.
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Advantages of property trusts

The main attractions of listed property trusts, and the reason
that they have become so popular among small investors, are that
they are highly liquid and provide the opportunity of investing
in a professionally managed portfolio of quality commercial
property at a reasonable entry fee ... but they offer lots more.

High yields

Listed property trusts have, on average, delivered historical
yields ranging between 7 and 9 per cent. This is higher than for
any other stock market sector, and is roughly double the average
for the entire market. It also compares favourably with returns
from residential property.

The reason for the high yields is that trusts pay out all their profit
(which is the rental they receive from their properties, minus
their costs) as distributions (dividends) to unitholders. They do
not retain profits for future capital expenditure.

Taxation benefits

Property trusts offer investors a tax-advantaged component
of the distribution, from depreciation allowances on their
buildings. However, though attractive, this benefit is not usually
as advantageous to investors as franking credits related to the
dividends for shares.

There is also a tax-deferred component, thanks to other taxation
deductions. This component can be as much as 100 per cent of
the total distribution. Because it is deferred, investors do not pay
tax on this portion of the distribution until they sell their units
in the trust, and then at the concessional capital gains tax rate.
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Cost

You can invest in property trusts with as little as $1000, or
even less, though broking fees can make a small investment

uneconomical.

Gearing

After a slow start, most trusts have taken advantage of recent
years of low interest rates in Australia to gear themselves with
borrowed funds, in order to expand their portfolios.

High debt levels contributed to the failure of several trusts in
the early 1990s, with the result that by 1996 the average gearing
ratio (bank borrowings as a percentage of shareholders’ equity)
was only about 5 per cent. More recently, however, increased
borrowings mean that many funds have gearing ratios of around
35 per cent.

Clearly, debt management skills are now an important
consideration in the trust business, with borrowings enabling
managers to buy more and better properties, and to diversify. But
there is the concern that low interest rates may encourage trust
managers to borrow simply in order to achieve growth—and at
the same time boost their management fees —with the possibility
of acquiring properties of less than the highest quality. This is
at a time when there are complaints within the industry that
Australia has a shortage of quality major properties.

The ability to achieve returns higher than mortgage rates has been
a significant factor in the recent strong performance of property
trusts. But of course, should interest rates rise, it could turn out
to be a negative. As a result, much borrowing is hedged.
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A commentary in Property Journal in October 1998 put it simply:

Some believe that there will be increasing differentiation
between the managers who have appropriate [debt
management] skills and those who do not. This will
ultimately be reflected in the price of the trust units—and,
perhaps, the survival of some managers.

Information flow

Thereis ahuge amountof information available about the leading
trusts, and a lot about most of the others. As they are listed on
the stock exchange, each trust must issue a PDS and provide
an annual report. These are often extremely comprehensive.
Most of the trust companies have websites with more detail.
In addition, because property trusts are such a significant part
of the stock market, broking houses regularly prepare sector
analyses and reports for their clients.

Several independent information providers, such as Property
Investment Research, also offer regular analysis of the sector,
primarily for the benefit of financial planners, though anyone
can access their output.

Indeed, with an estimated fifty or so analysts covering the
sector—working for stockbrokers, fund managers and research
houses— there have been some suggestions that property trusts

are over-analysed.

Diversification

Though some trusts are formed to invest in just one or a few
buildings, most are invested across a number of properties. It
provides small investors access to a range of properties, and also
provides protection should problems arise with one property.
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This places them in contrast to property syndicates, which are
generally invested in just one property, or, occasionally, two
or three.

Disadvantages of property trusts

There are, of course, some disadvantages to property trusts.

Lack of control

As a small investor, you will have little say in the management of
the trust. Most investors, of course, desire no control whatsoever.
But it could be that the trust managers choose to buy a property
you consider undesirable, or to sell a property you believe they
should keep. Or they may take some other action you think
inappropriate. There’s not much you can do about it. It is a sad
fact—illustrated by some of Australia’s corporate collapses—
that the management of public companies is not always working
in the best interests of shareholders.

Volatility

Listed property trusts are less volatile than most equities, but
more volatile than an investment in direct property. This can
actually work in favour of the astute investor, who might be
able to buy a trust shortly before the share price accelerates.
But it can also make it possible to buy shortly before the price
goes into a long period of hibernation. This is a particular risk
for small investors, who too often buy shares that are receiving
publicity, and which may have reached their peaks.

Volatility adds to the risk, making property trusts more risky
(in theory) than a direct property investment. Nevertheless, the
high liquidity of property trusts means that it is possible to get
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out of the investment quickly if something goes wrong, which
is not usually the case with direct property.

Lack of a strong correlation to direct property

Investors buy property trusts in order to gain exposure to
commercial property, yet share prices of the trusts do not
necessarily move in line with property prices, as noted already
in chapter 2.

Property trusts are basically stock market investments, and are
highly influenced by market trends. When the authorities decide
to inject liquidity into the economy by cutting interest rates, it
can have an immediate and favourable impact on the market,
including the trusts, while taking much longer to filter through
to actual property values.

The trusts may also be bought by investors looking for a
safe haven when other stock market investments are looking
dangerous.

For all these reasons the correlation to property values is often
tenuous.

Investing in property trusts

Property Investment Research advises that potential investors
apply the following questions to any trust in which they are
considering investing:

O What is the quality of the underlying property assets?

0 What is the track record and capacity of the trust manager
to add value?
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0 How secure is the income stream (for example, what are
the lease terms and rent review details)?

O What returns can I expect from my LPT investment?
O What risks are involved in a particular LPT investment?
O Is my current research and advice independent?

O Does market sentiment favour this LPT’ price at the
moment?

O Is the sector currently in an uptrend, consolidating, or in a
downtrend?

It is easy to buy shares in a listed property trust. All you need is
an account with a stockbroker, and you simply place an order.
You will of course incur a stockbroking fee. Thus, it would not
normally be considered economical to place an order worth less
than, say, $1000. For example, if you were to buy only $500
worth of shares, you would need a return of 6 per cent just to
recoup a broking fee of $30.

You will receive a distribution generally twice or four times a
year. Increasingly, companies are sending an annual statement to
help you with tax planning, Some trusts operate a distribution
reinvestment plan, by which you can reinvest your distribution
in more units, usually at a small discount to the prevailing market
price, and without broking fees.

The trust manager takes a fee, which is normally expressed as
a percentage of the total assets. Typically it is around 0.5 per cent
of the assets. Some trusts may have a provision giving the
managers a performance fee, if shares in the trust perform to a
certain benchmark.
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As an example, General Property Trust announced in early 2003
a new fee structure. It cut the fee from 0.55 per cent of gross
assets to 0.4 per cent, but with the addition of a performance
fee equal to 5.0 per cent of the trust’s total return above the
S&P/ASX Property 200 Accumulation Index (capped at 0.55
per cent of gross assets).

Some trusts are part of a ‘stapled’ securities structure, whereby
investors own units in the trust and also shares in another
security. The latter security is typically a funds management
company, usually responsible for managing the trust and its
properties as well as for other development activities. The units
and the shares cannot be traded separately. Investing in trusts
with a stapled security attached generally involves higher risk,
but can also bring additional returns.

Monitoring property trusts

The Australian Stock Exchange classifies all listed companies into
sectors, based upon the Global Industry Classification Standard
(GICS) devised by Standard & Poor’s—who administer the
sector indices—with Morgan Stanley Capital International, the
world’s two major providers of equity index services. The GICS
is aimed at easing the investment research and management
process for financial professionals worldwide, and was developed
to facilitate sector analysis and investing on a global basis.

In other countries, property trusts are included within the
financials sector. However, it was felt that in Australia property
trusts are generally treated as a separate asset class to equity, and
with levels of gearing lower than elsewhere in the world. The
result is separate sectoral indices for property trusts. The index
used most is the S&P/ASX 200 Property Trust Index, which is
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formed from the twenty-two property trusts that are included
among the 200 largest listed companies.

The stockbroking firm UBS-Warburg Australia produces a
considerable amount of research material on the sector, and it
also compiles six of its own subsector indices, covering trust
leaders as well as diversified trusts, retail trusts, commercial
(office) trusts, industrial trusts and hotel trusts. Some other
broking houses also compile their own property trust indices.

In May 2005, Dow Jones Indexes and the Sydney Futures
Exchange announced plans to launch a new listed property
index that would rival the S&P/ASX 200 Property Trust Index.

Property trust futures

The Australian Stock Exchange has introduced the ASX Mini
200 Property Trusts futures contract. The underlying index
of this contract is the S&P/ASX 200 Property Trusts sector
index.

Summary

Listed property trusts are by far the most popular route into
commercial property for the smaller investor, and they have
become one of the major stock market sectors. Trusts offer
the opportunity to access some of Australia’s property icons
for a modest investment outlay. Other benefits include their
liquidity, professional management, high yields and taxation
advantages. But investors do need to understand that
their performance is often more related to stock exchange
movements than to actual property price trends.
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Summary (conta)

Another form of pooled property investment—public property
syndicates—has also recently been enjoying a boom in
investor popularity, and you will learn more about them in the
next chapter.
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24. A look at
public property syndicates

Public property syndicates are similar to listed property trusts in
many respects. Professional syndicate managers pool the money
of investors to buy commercial real estate, which they manage.
Rental income, minus costs, is distributed to investors, generally
on a quarterly or half-yearly basis.

But there are some important differences with property trusts.
The syndicates are usually formed for a fixed period— typically
around five to ten years—to buy a fixed property (or number
of properties).

A characteristic public syndicate has a size of $20 million to $30
million. At the end of the term of the syndicate, the property is
sold, and investors receive any capital gains. In some cases, the
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syndicates are rolled over into a new syndicate, to help investors
avoid capital gains tax.

As the syndicates are not listed on the stock exchange, it is
difficult—if not impossible—for investors to trade property
syndicate holdings, or to know the precise current value of their
investment.

The public syndicates are of course similar to private syndicates,
discussed in chapter 20. However, there are differences (which
are summarised in the table on page 161).

Public property syndicates enjoyed exceptional expansion in
recent years, with heightened investor interest being matched
by a range of new investment opportunities, including the entry
to this market of some major financial institutions. In mid-
1998, less than $1 billion was invested in public syndicates. By
mid-2003, the figure was around $9 billion, although growth is
believed to have slowed considerably since then, and in early
2005 was probably about $10 billion.

Industry research indicates that the average syndicate investor
is ten years older than the average listed property trust investor,
that the average investment is around $35 000 and that some 30
to 40 per cent of funds come from DIY superannuation funds.

Advantages of public property syndicates

High returns

Skilled property syndicate managers choose their properties
carefully, and some are able to offer yields of 8.5 to 10.0 per
cent, a little higher than the average for property trusts. This
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yield is, of course, not guaranteed. Much depends on the ability
of the manager to find the right tenants for the duration of the
investment. But when it goes right, the returns can be impressive,
with a healthy capital gain also possible at the termination of the
syndicate.

However, be sure to exercise caution. It doesn’t always go right.
Some public syndicates have been unable to realise their rosy
forecasts. For example, when the supermarket chain Franklins
closed down, it hurt several syndicates. There has also been a
clear decline in yields being offered, with managers of some
recent syndicates struggling to be able to offer much more than
8.0 to 8.5 per cent, compared to the 9 or 10 per cent regularly
being offered when the syndicate concept was still novel.

Taxation advantages

Property syndicates offer taxation advantages—notably
depreciation allowances — that are similar to those of property
trusts. Indeed, in the early years of a syndicate, when depreciation
allowances may be at their highest, it is sometimes possible for
most distributions to be effectively free of tax.

Gearing

Property syndicates are generally more highly geared than
property trusts, with gearing ratios (debt as a percentage of
assets) around 50 to 65 per cent. In an environment of low
interest rates this clearly gives them the potential for higher
returns. This is one of the reasons they have been outperforming
listed property trusts, and one of the factors that has attracted
many new investors to them.
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Valuations

The value of the investment is tied directly to property prices.
Property syndicates—unlike listed property trusts—are not
subject to the volatility of the stock market. For investors
seeking to diversify a portfolio with property, a syndicate is far
more reflective of actual property values than listed trusts are.

Disadvantages of public property syndicates

Cost

Property syndicates generally have minimum investment
amounts, typically $5000 to $10000. Though this is, of course,
substantially less than buying your own property, it is a lot more
than is needed to invest in a listed property trust.

Fixed term

Investors are generally locked into the investment for the life
of the syndicate, with few means of getting out. If everything
goes smoothly, this is not a problem. But if problems develop
with the syndicate, or your investment objectives change, or you
urgently need money, your options are limited.

A fixed term also means that the end of the life of the
syndicate—when the property is to be sold, and the proceeds
distributed to investors—could coincide with a property
downturn. This could mean little capital gain or, even, a capital
loss.

On the other hand, the property might be sold with a handsome
capital gain, landing you with an unwanted tax liability. Or it
could be that the syndicate has been yielding 10 or 11 per cent,
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but that you are unable to find a new syndicate for your money
yielding much more than about 8.5 per cent.

For all these reasons, some syndicates contain provisions giving
the manager the power to wind it up early, or to delay the sale
of the property. Some syndicates also have provisions that allow
them to be rolled over for a new term.

The Bendigo Stock Exchange facilitates trading in a small range
of property syndicates, but volumes are tiny. The new Australia
Pacific Exchange also intends to maintain a board for trading
property syndicates.

Debt levels

The high gearing level of syndicates has been cited as one of
their attractions, because it can help generate higher returns.
Although borrowings will often be locked in at fixed rates, this
may not always be the case. It is necessary for investors to check
whether the syndicate would suffer if interest rates were to rise
substantially.

Lack of diversification

Most syndicates are invested in one or two properties only. If
problems develop—for example, an anchor tenant decides
not to renew a lease at a shopping centre that is owned by the
syndicate—the impact can be huge. And because they are
usually formed to invest in a specified asset, they cannot move
into new properties, even where these might boost returns.

High fees

Apart from normal acquisition and property management costs,
establishment fees—which include marketing costs—-can
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be as much as 4 to 5 per cent of your investment. An annual
management fee is also charged, typically 0.4 to 0.6 per cent of
the value of the property, and the managers might also take a
percentage of the property’s income. In addition, there is often
an exit fee, which can be 2 to 4 per cent of the final value of
the property, and might be linked to the performance of the
investment.

Scarcity of information

Some investors complain that listed property trusts are over-
analysed. Not so with property syndicates. Occasional articles
appear in the financial and business media, but otherwise most
of the analysis of syndicates comes from specialist firms, and is
not easily accessible by smaller private investors. For this reason,
much investment in public property syndicates is done through
financial advisers.

Size

Some investors find comfort in the size and impersonal nature
of the public property syndicates. Yet for others this is a source
of frustration. Investors in a public syndicate—as in a listed
property trust— have very little say in the management of the

property.

By contrast, the much smaller, private syndicates (which are
covered in chapter 20) sometimes provide members with the
opportunity to work actively with an experienced property
manager throughout the entire cycle of selecting, acquiring,
managing and then marketing a particular property. Not only
can this give you a strong sense of satisfaction and a true feeling
of ownership, it is also the ideal way to educate yourself about
the workings of the commercial property market.
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The property syndicate companies

There are now dozens of companies involved in the public
property syndication business, although some have only minimal
amounts—Iless than $50 million—under management.

Leading syndicators include:

o Centro MCS, formed in 2003 with Centro Properties
Group’s acquisition of MCS Property, has over $2.6 billion
worth of property—mainly shopping centres—in around
thirty syndicates. Previously, MCS Property had held the
number one rank in this business, thanks to a steady release
of new shopping centre syndicates. Centro also manages
listed property trusts, and thanks to the MCS acquisition it
has become Australia’s second largest manager of shopping
centres, after Westfield Trust. It has launched a seties of
syndicates of overseas property assets.

O Macquarie Direct Property is part of Macquarie Bank and
manages a dozen syndicates invested in commercial, retail
and industrial property in New South Wales, worth more
than $700 million.

0O Australian Unity, formerly a friendly society, but now
a diversified financial services group, manages a dozen
syndicates —mainly shopping centres—worth more than
$400 million.

0O Investa Property Group is one of Australia’s largest
specialist commercial property managers. It is steadily
building a large portfolio of syndicated property,
specialising in office assets, along with some industrial
properties, and has more than $200 million worth under
management.
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Investing in a property syndicate

The key point about an investment in a public property syndicate

is that you are buying into a single asset (or occasionally two or

several). Thus it is crucial that you trust the syndicate promoter’s

ability to, firstly, choose a property with good income and the

potential for capital gain, and, secondly, manage that property

well for the life of the investment.

Other points to consider are as follows:

Q

Check if independent research about the syndicate is
available. Firms such as Property Investment Research and
Lonsdale Securities prepare reports on many individual
syndicates. Financial advisers often have access to these.

Are the fees in line with industry norms? Or are they
excessively high, and could therefore have an impact on
your own returns? Or unexpectedly low, which might even
suggest an inexperienced manager?

If you are placing the investment in your superannuation
fund, check that the syndicate is structured appropriately.

Make sure you carefully read what the PDS has to say
about likely income, capital appreciation and taxation
benefits. What are the assumptions used for these
forecasts? Do these assumptions accord with reality?

Is the property as well-maintained as the PDS says? Is it
housed with quality tenants? What unexpected costs might
arise?

Look at the level and manner of gearing. What might
happen if interest rates were to rise?
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Summary

Public property syndicates enjoyed for some years an enormous
boom in popularity, as investors came to appreciate their
attractions. Like listed property trusts, they are professionally
managed, but often offer higher returns. And unlike the listed
trusts—whose prices can fluctuate quite substantially, in
line with stock market trends—valuations tend to conform
directly with property values. However, they are rather illiquid
investments, and are usually invested in just one property
only.

In chapter 25, the final chapter of this book, we shall examine
a range of other property investments, including property
securities funds and mortgage funds.
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25. More property
Investment opportunites

Property securities funds

Property securities funds are unit trusts (managed funds) that
invest in a basket of listed property trusts (see chapter 23 for
more on listed property trusts), and also, increasingly, in unlisted
trusts and even directly in property assets, both domestically and
abroad. Investors buy via a PDS. The funds have shown strong
growth, along with the expansion of the listed property trust
industry.

Property securities funds have proven attractive to conservative
investors wishing to include property trusts in their long-term
portfolios— perhaps as part of a self-managed superannuation
fund—but who do not know much about the sector.
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By far the largest fund is the APN Property for Income Fund,
which in early 2005 managed assets of more than $1.3 billion.
It was followed by Deutsche Paladin Property Securities, with
assets of more than $600 million.

Advantages of property securities funds

Many investors wishing to add a listed property component to
their portfolios really have no idea where to start. The funds
are especially suited to them. In theory, skilled fund managers
choose a selection of trusts offering the best potential, and
invest only in those. They will also, to a certain extent, time the
market, reducing and increasing exposure to different areas of
the market. Most private investors do not have the knowledge or
experience (or desire) to do this.

Disadvantages of property securities funds

Investors will effectively be paying double fees—to both
the property trust management and to the securities fund
management. And the evidence suggests that many funds—
despite the high salaries paid to so many fund management
teams — struggle to beat the listed property trust averages.

In addition, there is not a lot of information available about
these funds, other than from the fund managers themselves and
a limited number of research houses. Most investors will likely
buy into the funds via a financial adviser.

However, it is another issue that could make property securities
funds a dubious proposition. Recent years have seen a wave
of consolidation within the listed property trust sector. The
number of trusts has been falling, while their average size has
been increasing. The resultis that an investment in, say, Westfield
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Group and General Property Trust means that your money is
invested across a huge spread of quality property that includes
some of Australia’s leading office towers and shopping centres,
along with industrial estates, business parks and hotels, as well
as overseas property. If you believe the management of these
businesses is competent, then there seems little point in paying
extra fees to invest in a property securities fund, just for the sake
of diversity.

Indeed, such is the concentration in early 2005 within property
trusts that buying units in just Westfield Group means that you
are invested in more than one third of the sector (by market
capitalisation).

Unlisted property trusts

Most mainstream property trusts are now publicly listed.
Those that remain unlisted are generally wholesale funds,
for institutional investors. However, some are open to retail
investors, though due to liquidity concerns these often maintain
large cash holdings and may also have part of their investment
in listed property trusts. Thus, they are actually very similar to
property securities funds. Several others are in niche areas of the
market, such as the Australian Unity Healthcare Property Trust,
the James Fielding Tourist Park Fund and SAITeysMcMahon’s
Childcare Property Fund.

Mortgage trusts

Mortgage trusts are funds which invest in commercial or
residential property mortgages. They offer regular returns that
have a high gearing to interest rates. Investments are made
through a PDS. By far the largest of the funds is Howard
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Mortgage Trust, which in early 2005 managed around $2 billion
in assets. It was followed by Colonial First State Income, with
around $1.5 billion.

Some funds invest mainly in mortgages with fixed interest
rates, which makes them attractive in an environment of falling
rates (and unattractive when rates rise). Others invest mainly
in mortgages with variable rates. Several aim to boost returns
by investing in development projects, second mortgages and
mezzanine finance.

In early 2005, most funds were providing yields of around 5 to
6 per cent (which will obviously change over time).

Advantages of mortgage trusts

Most investors are attracted to mortgage funds for their security,
with returns underwritten by property holdings. They have low
volatility, and their yields are comparable to cash-management
trusts or fixed-term deposits.

Disadvantages of mortgage trusts

Liquidity can be an issue with mortgage trusts. It may not be
possible to get back your investment quickly, should you so
require. Many funds now have substantial cash holdings, in order
to meet redemptions, but they may still require that investors wait
for a certain period—as long as two months —before receiving
their money back. In addition, do not forget that the underlying
assets of the funds are mortgages, so they offer income, but no
capital growth.

The security offered by mortgage funds means that in an era
of low interest rates they have achieved great popularity, with
a great inflow of investor funds in recent years. However, this
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has had the strange effect of putting pressure on yields, for the
simple reason that fund managers have been running out of
mortgage opportunities, and are forced to keep more funds than
they would wish in cash.

Recent years of low interest rates and a strong economy have
generally made mortgage funds a secure investment. But it must
not be forgotten that should interest rates rise, and the economy
slow, the funds could be hit by defaults.

Mezzanine finance

Mezzanine finance is a term used to describe the intermediate
level of funding for property development—between equity
and debt, and with characteristics of each—and is an emerging
and growing opportunity for Australian investors.

As an example, a property developer might have available, say, 10
or 20 per cent of the funds needed for a new project. This is the
developer’s own equity in the scheme. A bank will be prepared
to lend typically 60 to 70 per cent of the finance needed. Thus,
mezzanine financing is needed to provide the remaining 10 to
30 per cent.

In essence, it is a loan from private investors at a higher rate of
interest than the bank charges, and sometimes with a second
mortgage over the property.

The advantage for developers is that they are able to borrow
substantially more than the 60 per cent to 70 per cent that
the banks are normally comfortable lending at preferential
interest rates.

Investors receive higher returns than on many other investments:
yields of 10 to 20 per cent are possible, and even higher for
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more speculative ventures. Often there is provision for investors
to share in any capital gains from the project. Investment terms
are typically one to three years.

Mezzanine finance, a relatively new business in Australia for
smaller investors, is arranged by specialist managers with
expertise in property. Until recently it was the preserve of high-
worth individuals, with a minimum investment of $500000
sometimes required. However, some specialist financial planners
and property consultants are starting to put together schemes
in which smaller investors —those with $5000 or mote—can
place funds.

There are risks. The main one is, of course, a failure of the
project, in which case the providers of mezzanine finance have
to wait until all bank borrowings are repaid before becoming
entitled to any return. It is also crucial to check the credentials
of the promoters of a mezzanine finance project, to ensure they
have experience and ability. Be clear, too, about the nature of the
scheme. Ensure that your money is for a specific project, with a

specific, secured return.

Mezzanine finance is an illiquid investment. Investors cannot
usually withdraw their money until the end of the term of
the project.

The Australian Securities & Investments Commission carties
information on the risks of mezzanine finance at its website
(<www.fido.asic.gov.au>—type ‘mezzanine’ in the search box
at the top of the site). It includes this advice:

Mezzanine investing usually operates outside the strict

financial services laws that protect you when you invest in
superannuation, managed funds or shares.
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It involves putting your money into projects and ventures
financed outside the mainstream financial markets. It's
legal, but the law assumes you know the ropes and can
fully look after yourself ...

Mezzanine investing may really suit only experienced
investors who know the property scene, understand the
project seeking money and know and ftrust the people
involved. Every deal will be different. You need skKill, care
and patience to find the right ones.

Infrastructure investments

As noted in chapter 3, recent years have witnessed the
privatisation of many public assets, such as power plants, airports
and railroads, and the placing into private hands of some major
new infrastructure projects, notably highways. This has led to
many new opportunities for private investors.

Many of the investments are available in the form of
infrastructure trusts, sometimes with stapled securities attached,
so that investors can benefit from both the development and
ongoing operations of the project.

With stable and fairly predictable revenues, like property trusts,
these investments are particularly suited for conservative
investors, and those looking for income more than capital gain.

The best-known listed infrastructure investments are:

0O Australian Infrastructure Fund —invests in a wide sweep
of properties, including airports, ports, toll roads, railway
assets and utilities. It provides the most diversified
exposure of all the investments.
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0 Hills Motorway Group— built and manages the M2
motorway in Sydney.

O Macquarie Airports—invests in airports around the world.

O Macquarie Communications Infrastructure Group—a
new company formed to invest primarily in broadcast
infrastructure properties within OECD countries.

O Macquarie Infrastructure Group—a major investor in
toll roads in Australia, Europe and the US. It also has an
electric power station investment.

O Prime Infrastructure Group—a new group that owns
Queensland’s Dalrymple Bay coal terminal and also has
power station holdings.

0 Transurban Group—runs Melbourne’s CityLink toll road,
and also has interests in many other road projects around
the world.

Advantages of infrastructure investments

As noted in chapter 3, infrastructure companies provide essential
services, and generally are allowed by the government to operate
in a monopoly or highly protected business environment. Thus,
they tend to be stable investments, with fairly predictable
revenues and growth, much in line with trends in the economy.

In fact, they are similar to property trusts in that they often
provide investors with a steady stream of dividends, along with
relatively low levels of risk. In addition, these companies can
even offer the potential for some capital gain, as they diversify
into new projects with new growth opportunities.
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Disadvantages of infrastructure investments

The huge costs of a project mean that infrastructure companies
typically have very high debts. During the construction phase
they have little income, so may be unable to pay out anything to
their shareholders. And during the initial period of operations,
heavy debt repayments might limit dividends. Also, due to their
heavy borrowings, the companies can be vulnerable to interest
rate rises.

Summary

Investors wanting exposure to commercial property have
many options, in addition to the purchase of direct property
or of units in a listed property trust. In this chapter we have
covered:

property securities funds
unlisted property trusts
mortgage trusts

mezzanine finance

o & 0D =

infrastructure investments.
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Appendix A: Commercial
Property Investment
Performance Index

Since 1985, the Property Council of Australia has utilised
various data research companies to compile an index of returns
from commercial property, based on income and capital gain. In
December 2004, the index was based on 471 properties valued at
$45 billion. These figures show annual return— that is, income
and capital gain, minus expenses—as a percentage of the value

of the property.
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Table 1: Commercial Property Investment Performance Index

Year Office Retail Industrial

ending (%) (%) (%)

Dec 85 17.0 17.0 135
June 86 16.6 14.2 14.6
Dec 86 18.2 14.8 16.6
June 87 20.5 18.7 15.9
Dec 87 26.5 24.6 18.9
June 88 35.2 25.6 23.4
Dec 88 34.2 28.4 23.8
June 89 25.3 24.7 21.3
Dec 89 16.0 15.3 18.4
June 90 10.5 14.1 10.5
Dec 90 0.2 12.8 -0.7
June 91 -10.6 9.2 6.4
Dec 91 -13.9 6.9 -10.0
June 92 -135 9.0 —6.1
Dec 92 -12.4 11.0 2.9
June 93 -11.3 11.9 0.5
Dec 93 —6.6 12.4 2.8
June 94 55 14.2 12.3
Dec 94 11.6 13.8 16.4
June 95 9.7 10.8 15.4
Dec 95 7.0 9.3 14.6
June 96 6.7 8.7 14.2
Dec 96 7.2 8.1 13.1
June 97 8.4 8.4 15.1
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Year Office Retail Industrial
ending (%) (%) (%)
Dec 97 10.8 8.7 16.0
June 98 10.5 9.7 15.0
Dec 98 9.9 9.9 14.9
June 99 8.9 111 14.7
Dec 99 8.5 10.6 13.5
June 00 10.0 115 12.2
Dec 00 11.0 12.3 12.7
June 01 11.0 10.9 13.0
Dec 01 10.0 10.2 12.5
June 02 8.4 10.4 12.2
Dec 02 78 10.8 12.5
June 03 7.0 14.6 13.7
Dec 03 6.9 17.0 15.1
June 04 7.4 13.9 13.0

Source: Investment Property Databank Pty Ltd

225



Appendix B:
Your resource centre

This book is intended to serve as a comprehensive introduction
to commercial property investment. We believe that it can set
you well on the path to success.

But continuing your education is crucial, if you are truly to
become a successful investor. The property market is always
changing. Something that could be an excellent investment one
year might several years later no longer be such a good buy.

Unfortunately, in stark comparison to the stock market or
residential property investment, there is a lack of data on
commercial property.
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Many professionals and advisers do not want to divulge the
information thatinvestors — particulatly beginners — truly need.
They seem to consider it ‘secret agents’ business’, which they feel
ought not to be disclosed to the general public, or atleast not free
of charge. The result is that their publicity material and websites
are little more than glossy corporate brochures—sometimes
more fluff than substance.

Nevertheless, there are some organisations and companies giving
out generous amounts of comprehensive and regularly updated
information, particularly on the internet. The wise investor will
bookmark these sites and return to them regularly.

One caution: you’ll find the internet to be an ever changing
banquet. Excellent new sites will certainly emerge. Others—once
excellent—may become obsolete, frozen in cyberspace with
misleading and out-of-date information.

Three websites you should visit often

The following three websites are particularly generous in both
the quantity and quality of information that they offer.

Property Council of Australia <www.propertyoz.com.au>

This authoritative commercial property website contains a large
amount of data. The main attraction for investors will be the
large collection of reports covering such topics as movements in
the office market and commercial property rental trends in the
major cities. Also useful is the ‘Soapbox’ section, with extensive
commentary on the commercial property market, and there is
also a news service.
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The ‘Brain snax’ section is a database of hundreds of articles
on the commercial property market, from myriad sources, both

domestic and overseas.

The Council publishes the monthly Property Australia journal,
and many of its articles are placed on the site.

Other resources include the bookshop, information about
commercial property training courses, a huge number of media
releases, a property search function and numerous links. You
can also find links to excerpts from the excellent handbook Build
Your Wealth, an introduction to the principles of commercial
property investment.

Property Investment Research <www.pir.com.au>

Property Investment Research (PIR) is one of Australia’s
leading independent research firms in the field of commercial
property. Its published material is expensive (though sometimes
discounted for individual investors), and is aimed particularly at
finance and property professionals.

However, its website contains some useful introductory material,
particularly for those looking to buy into managed investments.
For example, the Products and Services section of the site
includes such items as a guide to investing in property trusts, a
list of frequently asked questions on the trusts and an extensive
glossary.

There is also a collection of investment guidelines for various
categories of property, aimed at professionals but very useful
for any investor. In addition, the site presents many news
items, occasional commentaries and full details of PIR’s many
publications.
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Gardner+Lang <www.gal.com.au> and No Guns ... No Horses <http://
his-best.biz>

Co-author Chris Lang is responsible for both of these compre-
hensive and well-organised websites.

The Gardner+Lang site offers, free of charge to all visitors, a
complete training course in commercial property fundamentals,
along with monthly eBulletins that provide further instruction,
plus up-to-date market trends and opportunities.

An extensive archive section will provide you with answers
to numerous investor queries. Other highlights include: an
interactive property rating matrix (as discussed in chapter 13),
a wide-ranging section on property syndication and case studies
of successful property investments.

Other useful websites

Propertyreview.com.au <www.propertyreview.com.au> is a very
useful site with regular news items on developments in the com-
mercial property scene, and links to other sites. An affiliated
site, Commercial Property Listings <www.commercialproperty
listings.com.au>, is a regular round-up of commercial property
sales results.

Property managers SAITeys McMahon <www.saiteysmcmahon.
com> have created an excellent website with a considerable
amount of educational material, including a section on investing
basics, and a glossary.

The Australian Direct Property Investment Association <www.
adpia.com.au> website contains a lot of data on the performance
of commercial property investment.
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Australian PropertyWeb <www.propertyweb.com.au> is mainly
a comprehensive listing of commercial and residential properties
for sale and lease. However, it also maintains an extensive
series of commercial real estate links, as well as some articles
and commentaries on trends in the commercial property

environment.

Commercialrealestate.com.au <www.commercialrealestate.com.
au> and Property Look <www.propertylook.com.au> are other
large listing portals, with useful collections of links.

The Commercial Price Guide <www.commercialpriceguide.
com.au> from Australian Property Monitors is an online service
that provides details of prices paid for commercial property in

selected areas.

ANZ Banking publishes, twice a year, a twelve-page Property
Outlook, covering commercial and residential property. It is
available, along with other economic commentaries, at the bank’s

website <www.anz.com.au>.

Accounting and management consulting giant Ernst and Young
operates a Real Estate Advisory Services team with occasional
research publications available <www.ey.com.au>.

BIS Shrapnel is one of Australia’s leading economic forecasters.
It issues regular reports on commercial property, and though
these are for subscribers only, summaries of many of them are
available at its website <www.bis.com.au>.

Real estate companies

Most companies involved in real estate now maintain their own
websites. As already noted, these are often little more than the
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equivalent of glossy corporate brochures (and sometimes not
even that), with little actual substance. But some are reasonably
generous in publishing on their sites research reports, articles and
newsletters. We have found useful material at the following:

0 CB Richard Ellis <www.cbrichardellis.com.au>

O Charter Keck Cramer <www.charterkc.com.au>

a Colliers International <www.colliers.com/australia/)
O Fitzroys <www.fitzroys.com.au>

0 Herron Todd White <www.htw.com.au>

0 Knight Frank <www.knightfrank.com.au>

0O Jones Lang LaSalle <www.joneslanglasalle.com.au>
O McGees <www.mcgees.com.au>

0  Quartile Property Network <www.quartile.com.au>.

Public property syndicates

Most property companies offering syndicates have websites,
often with data about new investments and reports for earlier
offerings. For those new to this field, it can be worthwhile
reading the syndicate PDSs that are sometimes on these sites.
Some sites also offer introductory articles on syndicates.

McMahon Clarke Legal <www.mcmahonclarke.com> is a firm
of solicitors which publishes an occasional e-newsletter Syndicate
News. This is available from the website, along with papers on
the subject that have been prepared for various conferences.
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Partner Greg McMahon has written the book, Ewverything You
Need to Know about Property Syndication, and this can be ordered
via the website. Lonsdale Securities also has on its website some
information on property syndicates <www.lonsec.com.au>.

Syndicate managers include the following:
O Abacus Property Group <www.abacusproperty.com.au>

0 Austgrowth Property Syndicates <www.austgrowth.
com.au>

0O  Australian Unity <www.australianunity.com.au>
O Becton Investment Management <www.bim.com.au>
0 Centro MCS <www.centro.com.au>

O Challenger Property Group <www.challengergroup.

com.au>
0 Cromwell Corporation <www.cromwell.com.au>
0 DB RREEF <www.dbrreef.com)
0 Domaine Property Funds <www.domaineproperty.com>
0 Elderslie Group <www.efc.com.au>
O Investa Property Group <www.nvesta.com.au>

O Macquarie Direct Property <www.macquarie.com.au/

au/property/direct/>
O Westpoint Corporation <www.westpoint.com.au>

Q WRF Securities <www.wrfsecurities.com.au>.
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Listed property trusts

You'll find a huge amount of research is published regularly
on the listed property trusts sector of the stock market, and
most stockbrokers have reports available. Magazines like Shares
and Personal Investor, along with the finance sections of many
newspapers, also often feature articles on this topic.

The Australian Stock Exchange website <www.asx.com.au>
carries an extensive amount of introductory data in its ‘Listed
managed investments’ section, as well as performance tables,
charts, media articles and a collection of links, including ones to
the websites of most of the trusts.

The business and accountancy consulting firm BDO prepares
an annual listed property trust survey, which is available for
downloading from its website <www.bdo.com.au>.

The websites of listed property trust managers often include
extensive details of properties held by the trusts, along with unit
prices, annual reports and stock exchange announcements.

Major funds management and property securities groups include:
O Abacus Property Group <www.abacusproperty.com.au>

0 ALE Property Group <www.alegroup.com.au>

0o AMP <www.amp.com.au>

0 APN Funds Management <www.apngroup.com.au>

O  Aspen Group <www.aspengroup.com.au>

O Babcock and Brown Japan Property Trust <www.
bbjapanpropertytrust.com>
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Bunnings Warehouse Property Trust <www.
bunningspropertytrust.com.au>

Centro Properties Group <www.centro.com.au>
Colonial First State <www.colonialfirststate.com.au>

DB RREEF <www.dbrreef.com>

Galileo Funds Management <www.galileofunds.com.au>
Gandel Retail Management <www.gandel.com.au>
General Property Trust <www.gpt.com.au>

Grand Hotel Group <www.ghg.net.au>

Guardian Funds Management <www.guardianfunds.
com.au>

ING Real Estate <www.ingrealestate.com.au>
Investa Property Group <www.investa.com.au>
Ipoh <www.ipoh.com.au>

Lend Lease Corporation <www.lendlease.com.au>
MacarthurCook <www.macarthurcook.com.au>

Macquarie Goodman Group <www.macquariegoodman.
com.au>

Macquarie Property Trusts <www.macquarie.com.au/au/
business/property_trusts/overview.htm>

Mirvac Group <www.mirvac.com.au>

Multiplex Capital <www.multiplexcapital.biz>
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Pelorus Property Investments <www.pelorus-pipes.
com.au>

Principal Financial Group <www.ptincipalglobal.com/
australia/>

Rabinov Diversified Property Trust <www.rdpt.com.au>
Record Investments <www.recordinv.com.au>

Rubicon Asset Management <www.rubiconasset.com.au>
Stockland Trust Group <www.stockland.com.au>
Thakral Holdings Group <www.thakral.com.au>

Trinity Consolidated Group <www.trinityfunds.com.au>
Tyndall <www.tyndall.com.au>

Valad Property Group <www.valad.com.au>

Village Life <www.villagelife.com.au>

Westfield Group <www.westfield.com.au>

Westpac Banking <www.westpac.com.au>.

Banks

The banks were among the earliest Australian companies to

embrace the potential of the internet, and today many of them

maintain huge, sprawling websites with enormous amounts of

information. For the commercial property investor this might

include economic reports and even commentaries on the

property market, details of property financing schemes and

information on property-related managed trusts.
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The main bank sites are:

Q

Q

Q

Q

InfoChoice <www.infochoice.com.au> and Cannex <www.
cannex.com.au> are websites with a lot of comparative

Adelaide Bank <www.adelaidebank.com.au>
ANZ <www.anz.com.au>

Bank of Queensland <www.boq.com.au>

Bank of Western Australia <www.bankwest.com.au>
Bendigo Bank <www.bendigobank.com.au>
Citibank <www.citibank.com.au>

Commonwealth Bank <www.commbank.com.au>
Macquarie Bank <www.macquarie.com.au>
National Australia Bank <www.national.com.au>
St George Bank <www.stgeorge.com.au>
Suncorp-Metway <www.suncorp.com.au>

Westpac Banking <www.westpac.com.au>.

information on banking products.

Investor websites

Most investor websites are mainly concerned with the stock
market, and to a lesser extent with residential property
investments. However, you can sometimes find useful articles
on commercial property. One of these, Money Manager <www.
moneymanager.com.au™> is part of the Fairfax media group,
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and reproduces selected investor articles from the group’s
newspapers and magazines.

Exchanges

The Australian Stock Exchange <www.asx.com.au> contains a
huge amountof information relating to stock marketinvestments,
including, as already noted, listed property trusts.

The Bendigo Stock Exchange <www.bsx.com.au> provides a
modest amount of trading data on a small number of property
trusts and syndicates. The new Australia Pacific Exchange
<www.apx.com.au> expects to offer information on property
syndicate investments.

Professional organisations

The websites of professional bodies are sometimes useful
sources of statistical data and other information. The Property
Council of Australia has already been cited for maintaining one
of the best commercial property websites.

The Real Estate Institute of Australia website <www.reiaustralia.
com.au>, though concerned primarily with residential property,
has a useful section on the costs involved in real estate purchases,
and a comprehensive collection of links.

A couple of others are:
0O Australian Property Institute <www.propertyinstitute.com.au>

a0 Shopping Centre Council of Australia <www.scaa.org.au>.
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Australian Securities & Investments Commission

The Australian Securities & Investments Commission’s very
comprehensive website <www.asic.gov.au> is particularly
concerned with educating investors on potential scams. For
example, it advises investors in real estate to:

O Be wary of pressure selling techniques.

Q Make sure their decisions fit into their overall investment
strategy.

0 Understand the risks involved.

0 Decide whether they need professional advice.

O Decide whether to invest directly or indirectly.

0 Do their homework.

O Learn about borrowing money to invest.

0 Consider the tax and social security implications.

The website contains many advisory papers, covering topics
such as investing in real estate, investment seminars, high-return
mortgage lending schemes, mezzanine investing and much more.

Other government websites

Some government websites offer information of direct (or
indirect) relevance to property investors. The best starting point
is the Australian Government Information web portal <www.
nla.gov.au/0z/gov/>, which is run by the National Library
of Australia, and which maintains links to federal and state
government organisations.
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The official federal government entry portal to all its websites is
<www.fed.gov.au>. Several other useful sites are:

O Australian Bureau of Statistics <www.abs.gov.au>
O Australian Taxation Office <www.ato.gov.au>

0 Commonwealth Treasury <www.treasury.gov.au>>.

Publications

The Australian Financial Review carries regular coverage of
commercial property developments. Most of its website <afr.com>
is for subscribers only, but some bits are for any visitor.

The Australian <www.theaustralian.com.au> is less comprehen-
sive than The Australian Financial Review, though its ‘Prime space’
commercial property supplement, in the paper each Thursday,
provides excellent features on the sector.

Property Australia is a monthly journal published by the Property
Council of Australia. Details, and selected articles, are at the
council’s website <www.propertyoz.com.au>.

The Australian Property Investor journal, covers mainly residential
property, though also has some articles on the commercial
property sector. Information about the magazine is available at
its website <www.apimagazine.com.au>.

The Australian Property Journal is published quarterly by the
Australian Property Institute. Its articles are aimed mainly at
those in profession, but are sometimes of interest to the investor.
Details are at the institute’s website <www.propertyinstitute.
com.au~>.
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Your Mortgage magazine carries, as the name implies, extensive
data on bank lending. Its website <www.yourmortgage.com.au>
includes a large collection of links to mortgage providers and
related institutions.

Personal  Investor <www.personalinvestor.com.au> and BRW
<www.brw.com.au> magazines both publish articles on
commercial property investment, and these are at the websites
for subscribets.

Money magazine also publishes some articles on property, and
maintains a file of these at its website <money.ninemsn.com.au>.

Two locally published books by the prolific Nick Renton,
Understanding Investment Property and Learn More about Property, both
contain information on commercial property investing. Another
local book, Australias Top Property Trusts, is a comprehensive
guide to that particular investment vehicle.
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your way to Success

Here are twenty-six ‘little gems’ which might help you in your
negotiations.

Agendas

If you are a novice negotiator, you might automatically assume
that the items listed on your agenda would be identical to those
on the other person’s agenda. A fact that might come as a
surprise to you is that in all Gardner+Lang’s negotiations since
1970, we’ve never found our clients’ agendas to be the same as
the other parties’. There may have been one or two similar items
on both lists, but their order of priority was always different.

The secret is, try to establish what is on their agenda, and in
what order. You can often simply do this before the negotiation
process ‘formally’ begins—just through observation, or by
asking questions, and then listening carefully.
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Bold statements

If you ever make a bold statement, always be prepared to back
it up (or act upon it). Otherwise, you will leave yourself with
nowhere to go.

Competition

Whenever you can, try to create the illusion of having options.
This way, your proposition will suddenly appear a lot more
attractive. The power of competition is what increases the value
of whatever you’re offering.

Deadlines

Most deadlines are artificial and, therefore, flexible. You will soon
discover that stated deadlines tend to be set through some form
of negotiation in the first place. Therefore, youll generally find
that, as deadlines loom closer, people become more negotiable.

Expertise

Perception often becomes reality—even though it's not
necessarily the truth. By carefully establishing your credentials
and experience during the very early stages of a negotiation,
you can often cause the other side to allow many of your later
statements go unchallenged.

Facade

Have you ever been kept waiting for meetings, or been treated in
an offhand manner, during a negotiation? There are people who
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will display a scant regard for timetables, or even for doing the
deal, as a clever ploy to convince you that they really don’t care.

Greed

Don’t get ‘bent out of shape’ when sellers are wanting too much.
If they insist on naming the price, you just focus upon naming
the terms. You will often end up with the better deal.

Halt

More often than not, you will find the deal improves whenever
you are prepared to walk away from the table.

Investment

When you learn about ‘method’ and ‘ultimatums’ later in this
appendix, you’ll appreciate just how important the power of
investment really is. The more time, energy and money you can
cause someone to invest, the more likely they are to modify their
position as the negotiation process draws to a close.

Jackpot

Whenever a deal looks too good to be true, it probably is.
Never allow yourself to become mesmerised by the people, the
surroundings, or the price. Just stick to the fundamentals.

Knowledge

If you possess superior knowledge about any particular
transaction, you tend to hold a competitive edge throughout
the negotiating process. This includes your knowledge of the
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market, the locality, the property, the other party and his or her
specific needs. However, unless you have the time to collate all
that knowledge for yourself, you may be far better off retaining
someone who can—someone wholl act exclusively on

your behalf.

Legitimacy

It is difficult to argue against the power of the printed word.
Think about it: signs tend to govern your life, every day. Do you
actually challenge them? Probably not. However, that doesn’t
mean you can’t start to from now on.

If you’re selling, you can use that to your advantage— because
very few people will challenge the standard wording on a printed
contract. Just place it before them, and simply wait for them to
make the next move. The only reason they may appear to be
‘reading’ it is to justify the commitment they’re about to make.

Method

You have basically two choices as to which style you’ll adopt
during the negotiation process—an open (collaborative) style,
or a closed (combative) style, and they are not necessarily
mutually exclusive. If you start by being open and friendly, you
will generally be able to build up an early trust. On the other
hand, if you find the other party is closed and aggressive, you
can quickly change your style.

However, if you start off aggressively, then you may find it
hard to adopt a friendly, open approach later without losing a
great deal of credibility. Try to position yourself as a firm, but
reasonable, negotiator.
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Numbers

Somehow, round numbers tend to come across as being
negotiable. On the other hand, ‘odd’ numbers always appear
much firmer. They appear to convey the impression that
you have spent a considerable amount of time and effort
formulating them.

Objections

Human nature being what it is, people need to say, ‘No!” But
this is more often merely a response—not actually taking a
position—when they do so. Mostly, they are simply conveying,
“You haven’t given me enough information yet for me to reach
the decision you’re asking me to make.’

Persistence

Sometimes, when all else fails, persistence is the only thing that
will win through for you. You’ll be surprised how many people
will throw up countless objections, simply to see if you’ve got
what it takes. Napoleon Hill summed it up well when he said,
‘Effort only fully releases its reward after a person refuses to quit.’

Questions

Learn to ask questions, even when you think you might know
the answers. Whenever you're prepared to ask for help, you start
to establish a climate of trust. And if you’re asking the questions
you’ll tend to control the negotiation. Sometimes you can even
answer a question, by asking a further question of your own
in response simply to regain the initiative. If you don’t like the
response, just reply, “Tell me why are you saying that?’
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You achieve two things by doing this: firstly, you buy yourself
some ‘thinking time’, and secondly, you force the other party to
better justify his or her stated position.

Reactions

Whenever you make an emotional outburst, you tend to give up
some control, so it’s best to avoid reacting in an angry or overly
aggressive fashion.

Silence

“Top talkers’ (as opposed to top salespeople) will generally feel
awkward, after even the slightest pause. More often than not, they
will start to improve on their stated position for you. Whenever
you ask a ‘closing question’ simply pause, and just wait patiently
for the other party to speak—even if it takes him or her several
minutes to do so. At times, the silence will be deafening, But
this single tactic could bring you more success than anything
else—and you’ll soon learn to appreciate the joy of silence!

Once you have reached agreement, always make sure you change
the subject and move on to the documentation, straightaway,
before they start having any second thoughts.

Timing
Sometimes you will fail—not because your proposition was bad
of your execution poot, but simply because your timing wasn’t

right. Don’t abandon your idea; be prepared to reintroduce it
again at a later (more appropriate) time.
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Ultimatums

You can only really expect an ultimatum to work if you have
allowed the other party to invest a considerable amount of time,
energy and money into the negotiation. Therefore, ultimatums
tend to work best at the end, not the beginning, of the negotiation
process. It’s always best to offer a choice. That way the other
parties will view your position as being, “‘Which alternative do
you prefer?’ rather than, “Take it, or leave it!’

Venturesome

You can often try changing tactics in order to identify a weakness.
Then listen very carefully to what is actually being said. Even be
prepared to enter into ‘minor skirmishes’ as you attempt to gain
concessions.

Weakness

In any negotiation, appearing to know everything is quickest
way to get the other party offside. It’s better for you to appear
slightly naive, rather than overly knowledgeable. In fact, it can
sometimes be to your advantage to say, ‘I’'m not sure that I
quite understand.” Or, ‘Could you please explain that to me
once more?’

Nothing disarms the other party’s logic and arguments more
easily than having to deal with someone who asks such simple
questions. It renders their attempts at persuading you virtually
worthless.

X

In years gone by, when you asked some people to sign adocument,
they often did so by handwriting an X onto the page. However,
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here’s a quick word of advice: never, ever ask the other side to
‘sign’ anything! You see, most people have been told, ‘Don’t sign
any documents, before you consult your lawyer.” Even knowing
that, you’ll find the very same people seem quite prepared to
okay it, confirm it, acknowledge it, and (even) approve it.

Yet, they probably started the negotiation process with the
intention of signing nothing! Isn’t it interesting what you can
achieve, simply through your choice of words?

Yardstick

By acting in a straightforward, responsible manner throughout
the negotiation process (particularly when it comes to promises),
you can increase the other party’s trust in you. It’s important that
you are seen as being consistent during each negotiation. But
don’t allow yourself to become predictable from one negotiation
to another.

Lest

Don’t take yourself too seriously! You should treat negotiating
as a game—albeit, a very serious game. It’s important to care
about outcomes, but not to the point of obsession. After all, as
soon as you simply ‘must have’ something, it will end up costing
you far too much.
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Over the following pages is a table from the Australian Stock
Exchange website which shows the size, dividend yield and
share price performance (as of 31 March 2005) of all the stocks
that it classifies as listed property trusts. If you wish to know
more about LPTs, visit <www.asx.com.au/PropertyTrusts> or
listed managed investments (LMIs) generally, visit <www.asx.
com.au/LMI>.

(© Australian Stock Exchange Limited ABN 98 008 624 691
(ASX) 2002. All rights reserved. This material is reproduced
with the permission of ASX. This material should not be
reproduced, stored in a retrieval system or transmitted in any
form whether in whole or in part without the prior written
permission of ASX.)
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Helping you understand property jargon

Agent: the person or firm appointed in writing by you to
act on your behalf with third parties, and thereby receive a

commission.

Agents in conjunction: you (as a vendor or landlord) may
appoint more than one agent, or an appointed agent may act
with another agent who introduces a purchaser or tenant to your

property.

Air rights: rights concerning the building upon, or occupancy
of, the vertical space above the specified site.

Allotment: a small site for home building, sometimes called a
block.
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Amortisation: regular repayments are made over an agreed time
to recover your capital investment.

Anchor tenant: the big-name tenant in a shopping complex,
often a major supermarket or department store, which attracts
other tenants and customers.

Apartment: originally, the American word for a flat, but in
Australia it might also be a suite or just a room which is not
necessarily self-contained.

Appreciation: an increase in property values triggered by
inflation, improvements or increased demand.

Arcade: a covered walkway, usually with shops along both
sides.

Arrears: debts, usually rents, which have not been paid on
time.

Assessment: the rates or taxes apportioned to a particular
property.
Assets: the sum of a person’s real and personal property,

including equities.

Assignment: the transfer of a property, a lease, rights or an
interest and sometimes a liability from one party to another.

Average: the term is ‘subject to average’ and it is used by insurers
when responding to a claim on property which has been covered
for less than its full value.

Body corporate: the legal administrative group of owners
of offices, home units, flats, town houses, etc. for common

property.
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Bona fide: genuine, honest, in good faith.

Bridging finance: a temporary loan to bridge the time gap
between paying for one property and receiving payment for a
previous property.

Building line: the uniform distance, usually from a road, behind
which buildings must be erected.

Building regulations: laws laying down standards in materials
and construction methods which you must observe to maintain
health, safety and certain design minimums in any building or
alteration.

Buying commission: the money you pay to an agent for helping
you acquire a specific type of building;

Capital gain: the profitable difference between your buying
price and selling price, now subject to capital gains tax.

Capital improved value: the amount of money a property
might reasonably be expected to realise if sold at the time of a
municipal valuation.

Cash flow: the surplus income, usually charted monthly,
flowing into a property investment or business after servicing
and operating costs have been deducted.

Caveat emptor: let the buyer beware.

Central business district (CBD): the designated downtown
business area for a major city.

Certificate of title: the paper that records property ownership.
One copy is lodged at the Titles Office and the other with the
proprietor. When the property is sold, the Titles Office annotates
both copies.
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Client: a person who engages an agent or valuer, and who is
obliged to pay that agent or valuer a commission or fees.

Commercial property: premises used for business purposes
(such as, office buildings, shops, warehouses and hotels).

Compensation: the money paid to a property owner when all
or part of the property is compulsorily acquired by a statutory
authority. It takes into account such things as market value, the
effect on the balance of the property and loss of income.

Compound interest: the combination of interest paid on the
principal and on interest accrued.

Condominium: an American term starting to come into
Australian usage covering ownership of a flat or unit and the
owner’s interest in parts of the property used by other owners.

Consideration: the price.

Consolidation of title: when several parcels of land are put
together, a new certificate of title is issued to replace all the
earlier certificates.

Construction costs: the sum of labour and material costs,
plus contractors’ overheads and profits in the erection or
improvement of a property.

Corridor development: planning schemes calling for ‘finger
development’ of urban dwellings with rural land in between.

Counterpart: an identical copy of an original document.

Covenant: an agreement between landlord and tenant, or vendor
and purchaser, covering specific things which will be done or
cannot be done to a property.
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Cover note: immediate insurance cover, often issued by an
insurance broker on the insurance company’s behalf, for a
property which has just been bought.

Date of settlement: the day, under the terms of the contract,
when a vendor is obliged to hand over a property to the
purchaser.

eferred income: future income as from a lease which include
Deferred income: future i fr I hich included
periodic rent increases.

Depreciation: drop in a property’s value due to passage of time,
deterioration, or changes to neighbouring properties. ‘Book
depreciation’ is the amount you can claim for tax purposes for

the replacement of an asset.

Developer: a person who buys property and, by improving
it (through, for instance, subdivision or construction), lifts its
value.

Direct costs: site costs (purchase price plus legal expenses plus
commission), plus improvement cost (plans and permits plus
professional fees plus construction).

District business centre: the heart of a substantial shopping
centre in a suburb.

Easement: the contractual right of one person to use a portion
of another person’s land, usually as a drive for access or as a
run-off for water.

Economic life: the potential number of years a property could
be profitable.

Effective rate: the real rate of return or repayment, as opposed
to the nominal rate.
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Environmental impact study: an expert’s assessment of
the long-term environmental effects of a particular land-use
scheme.

Equity: the percentage of a property an owner holds after
outstanding loans have been deducted from the market value.

Essential services: statutorily monitored services within a
property—including airconditioning, fire services, elevators
and electrical equipment—which will attract significant fines
for you, as the owner, for noncompliance.

Facade: the front face of a building.

Foreclosure: the legal action to possess a property, which a
mortgagee takes when a mortgagor defaults on payments.

Freehold: a property which is owned outright and for unlimited
duration.

General law title: such a title pre-dates the Torrens title system
under which ownership is government-recorded by certificates
of title; it is based on a comprehensive history of ownership.

Head room: the distance from floor to ceiling,

Heavy industry: a zoning term covering noisy, smelly or
otherwise unattractive industries.

Hectare: the metric measurement of land area equal to 10000
square metres, or 2.47 acres.

Height density: another zoning regulation limiting the height
of buildings in a particular area.
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High-rise: a building over three or four storeys, usually requiring
a elevator. It is an indefinite term. Office high-rises generally
comprise over thirty storeys.

Home units: individually owned homes in a development of two
or more homes, usually owner-occupied rather than rented.

Industrial park: a considerable development over a large
area, tailored to the requirements (such as water, roads or
landscaping) — of industry.

Insurable interest: as soon as you sign a contract to buy a
property, you have an insurable interest and are wise to cover it.

Interest-only loan: the borrower is obliged to pay interest over
the term of the loan but not to amortise the principal, repaying
itin a lump sum at the end.

Interim development order: enables a planning authority
to control development of an area before the final scheme is
gazetted.

Investment return: the rate per month (or year) of return on
an investment, produced by rental and/or resale.

Irrevocable: that which cannot be undone.

Joint venture: where two or more people or companies combine
to carry out a project or enterprise.

Landlord: the owner of a property for leasing.

Land usage: the purpose for which land is utilised, determined
by zoning regulations (for example, residential or industrial).

Lease: the formal arrangement by which one party has use of
another’s property in return for rent.
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Lease with option to purchase: a lease embodying the right
of the lessee to buy the property at an agreed price within an
agreed time.

Lessor: the party who grants a lease.

Leverage: putting a low amount of capital into a property
and borrowing the balance to achieve the best return on your
capital.

Maintenance: the expenditure required to keep a property in
an efficient operating condition.

Managing agent: a real estate agent authorised by you to
manage your property.

Market price: the actualy price paid for a property; ‘market
value’ is only an estimate.

Mezzanine: an intermediary floor, usually between the ground
and first floors.

Mezzanine finance: a high-yielding investment in property
development, filling the gap between bank lending and the
developer’s own equity, and sometimes with a second mortgage
over the property.

Mortgage: a document pledging a property as security for the
repayment of the money you borrow on the property.

Mortgagee: the lender on the mortgage.

Mortgagee in possession: the mortgagee gets a court order
to take possession of the property, usually after a mortgagor
defaults.

Mortgage fund: a managed fund that invests in mortgages.
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Mortgagor: the borrower.

Net lease: where your lessee is responsible for all building
outgoings on top of the agreed rent.

Notice to quit: enables, under strict conditions, a landlord or
tenant to terminate a tenancy without the agreement of the
other.

Option: in selling, the right (secured by a payment) to purchase
a property at an agreed price on or before an agreed date. In
leases, it is the right to renew at a mutually agreed rent.

Outgoings: all expenses on a property.

Own-your-own flats: the expanding practice of people buying,
rather than renting, flats and units. Usually the owner gets a
separate title and undertakes to pay a proper proportion of
running costs for the whole building,

Parking ratio: the ratio of parking places to office area or
number of flats—a very important consideration these days.

Passed in: the term for when a property fails at auction to reach
the vendor’s reserve price. (The highest bidder has the right to
meet the reserve price or try to negotiate an acceptable price.)

Peppercorn rent: historically, a rent of one peppercorn a year;
in fact, a method by which a landlord can let a property for
virtually nothing, but retain all ownership rights.

Plot ratio: the ratio of building area to site area.

Property management: a real estate agent manages properties
for landlords, ensuring the property complies with legislation
and regulations at all times, and is also responsible for selecting
tenants, collecting rents, arranging maintenance and so on.
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Property securities fund: a managed fund which owns units in
a variety of listed property trusts, and sometimes also in other
property assets.

Property syndicate: a group that is formed, under a legal
structure, to invest in a property asset for a specific term. Large
public syndicates are run by property management companies.

Property trust: a managed investment in property. Most trusts
are listed on the Australian Stock Exchange.

Property wealth: the difference between the market value of
your properties and the amount of money you owe on them.

Public liability: the insurance taken by companies and private
individuals to protect themselves against claims made by
members of the public who might be injured in some way on

the property.

Quantity surveyor: a professional who calculates the materials
required for a construction, and also helps you to compile your
depreciation schedule.

Rateable value: the estimated value of a property on which
rates are assessed.

Real property: the ownership of physical real estate land and
buildings.

Redevelopment: the updating of urban property, usually by
demolition and rebuilding.

Regional shopping centre: drive-in developments which
comprise department stores, supermarkets and specialty shops,
and which are replacing the ribbons of shops along both sides
of busy streets.
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Reserve price: the lowest price at which a vendor is prepared to
sell a property at auction.

Restrictive covenant: land is sold with, perhaps, the covenant
that only one home can be built upon it or that the home must
be built at a specified cost or height.

Rezoning: a planning term in which the local authority can
alter a planning scheme to allow, say, commercial rather than
residential building.

Sale and lease back: an investor buys a property and leases it
back to the seller—a practice which is on the increase.

Site value: the amount an unencumbered piece of land, less
any improvements, is likely to realise at the time of a municipal
valuation; the land component of a developed property.

Speculator: a punter who buys property in the expectation of
selling it later for a higher price.

Strata title: the title for a segment of a property, a flat, unit or
office in which there are several owners. (Nowadays, a separate
Torrens title is issued.)

Subdivision: the division of a piece of property into building
lots; inevitably this requires several official approvals.

Sublease: a property which is already leased is leased again, but
not for a longer period than the unexpired part of the original
lease.

Survey: the accurate measurement and description of a piece of
land, usually showing structures and contours.
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Syndicate: a group of investors (individuals or corporations)
who get together to invest in a financial project requiring more
capital than each one has individually.

Tenancy at will: the tenancy can be closed at will by either
landlord or tenant.

Title deeds: the documents proving ownership or property.

Torrens title: named after Sir Robert Torrens of South
Australia who put the scheme of registering property titles with
governments into effect; it is now used in many parts of the
world. Eatlier there were General Law or Common Law titles.

Unimproved capital value: the value of a piece of
unencumbered land without improvements.

Unregistered mortgage: not registered on the title of the
property.

Urban renewal: redevelopment, usually in the more dilapidated
sections of cities.

Vendor terms contract: when a property is paid for over
time—usually a deposit first, and then regular payments of the
balance, plus interest, over several years.

Without prejudice: these words, used during a negotiation,
mean that any suggestion or plan put forward cannot be used as
evidence later if the negotiations fall down.

Yield: the money you derive by way of income or profit from a

property deal.

Zoning: the method by which councils or planning authorities
control property use (for example, residential or industrial).
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