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Is the Music Still Playing for Listed 

Property? 
“...as long as the music is playing, you’ve got to get 

up and dance. We’re still dancing...”  

These now infamous words were uttered by 

Charles Prince, then CEO of Citigroup, in an inter-

view with the Financial Times on July 9, 2007.  

That same month, two of Bear Stearns’ structured 

debt funds were liquidated; two months later in 

September of 2007, Northern Rock was “bailed-

out” by the UK government after a run on the 

bank; and by the end of the year Citigroup would 

incur a combined writedown of almost $20 billion 

in assets, its share price declining 45% in the six 

months following the interview.  The music most 

certainly stopped in March of 2008 with the col-

lapse of Bear Stearns and the dance floor was 

cleared in the last two weeks of September, as 

Lehman Brothers filed for Chapter 11 bankruptcy, 

Merrill Lynch was acquired, Morgan Stanley and 

Goldman Sachs accessed emergency financing 

from the US Federal Reserve and Citigroup was 

effectively “nationalized” to prevent its insolvency 

thus, collectively, ushering in the largest financial 

meltdown in history.  

This begs the question: what did Charles Prince 

really know when he glibly proclaimed back in July 

of 2007 that his bank was still partying? Should 

not the CEO of the World’s largest bank have seen 

the warning signs, the impending writedowns? Or  

were his comments more sinister, a deliberate 

misrepresentation designed to mislead investors 

and artificially prop up a company that was over-

valued and failing? George Soros observed in the  

Inside Job (a documentary) that “Actually, the mu-

sic had stopped when he [Charles Prince] said 

that”, perhaps inferring that Prince knew of the 

approaching crisis. Well, if the music hadn’t 

stopped at that point, the lights had certainly been 

turned on. 

The domestic listed property sector’s 5-year long 

bull run ended in May last year after a 12% decline 

in the listed index  (A bear market is widely consid-

ered to be a 10% decline). Since then, the market 

has moved sideways with a downward bias (Figure 

1).  Equating the “tremor” in the domestic proper-

ty sector to the destruction of shareholder wealth 

that resulted from reorganization of many global 

financial institutions may be a longbow to draw; 

however, it is the optimistic soundings of local 

CEOs amidst a backdrop of deteriorating property 

and macro-economic fundamentals that merit 

consideration.  

Listed property is traditionally marketed as a de-

fensive investment, which, as the theory goes, 
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offers investors the benefit of stable income with 

the added benefit of capital appreciation and low 

volatility.  As such,  property stocks are bench-

marked against Government bonds (typically long-

er dated 10 year bonds  such as the r186) and over 

the past five years, declining bond yields (Figure 2) 

together  with stable underlying fundamentals 

(limited new supply, robust consumer spending, 

low interest rates etc.), have largely underpinned 

distributions and capital growth. As a result, listed 

property has been the strongest performing asset 

class over the last five years (average total return 

of 20.8% p.a.).  These have indeed been heady 

days for property fund executives with much back-

slapping and exultation about operating efficien-

cies and yield enhancing acquisitions. But amidst 

the hubris and tales of management prowess lurk 

ominous signs of an overvalued listed market. 

Firstly, underlying property fundamentals are de-

teriorating and have been for some time. While 

the listed funds vacancy levels have remained rela-

tively stable across asset classes at around 5%, it is 

the steady increase in accounts receivable over 

the past 12 months that is cause for concern and 

indicative of a diminishing capacity of tenants to 

settle their rentals on time. An analysis of balance 

sheets of the fourteen largest funds on the JSE 

reveals that, over the past 12 months, trade re-

ceivables (primarily rent and consumption recov-

erables) have increased  on a weighted absolute 

basis by 6% (see Listed Market Measures). In addi-

tion, anecdotal evidence suggests that tenants 

have increased negotiating leverage as leases ex-

pire, securing lower reversionary rentals and esca-

lations. 

Secondly, while distribution growth on a weighted 

basis averaged 6.5% for the prior 12 months, 

slightly above the rate of general inflation and in 

line with the long run return characteristics of 

property investment, it is the composition of this 

growth which is cause for concern (Figure 3): Net 

property income increased by only 2.3% while 

investment, finance and other income (such as 

forex gains) increased by 10.6%, and which, to-

gether with lower finance costs accounted for two

-thirds of the increase in distributable income. 

Worryingly, the listed funds are increasingly rely-

ing on non-property-related and in some instances 

non-recurring sources of growth, such as forex 

gains, for much of the growth in distributable in-

come. Furthermore, several funds are looking to 

foreign jurisdictions for investment in an effort to 

drive growth. Several risks manifest in oversees 

markets that are largely controlled domestically, 

including non-institutionalised local knowledge, 

varying regulations, local networks, liquidity, cur-

rency and political risks, all of which increase the 
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cost and risk of operating offshore. Given these 

risks, the expected rate of return from foreign 

investments should  be greater and while foreign 

jurisdictions may offer higher returns the net 

effective return to investors is likely to be at best 

neutral (higher distributions offset by lower share 

price).  

Thirdly, and perhaps most unsettling, is the decou-

pling of listed property yields from underlying 

transaction yields (capitalization rates) (Figure 4). 

Transaction yields in the 1st quarter of 2013, ac-

cording to the Rode Report, averaged approxi-

mately 10% across all asset classes while the 

weighted average dividend yield of the 14 largest 

listed funds was 6.5% (currently 6.9%). The 

spread, which was  68  basis points in 2008,  wid-

ened five-fold over the following five years to 340 

basis points (currently 310 bps) and wider still, at 

400 basis points (see Granite’s Adjusted NOI Yield 

in Market Indicators) after taking account of the 

accretive affects of leverage. Even accounting for 

the liquidity premium (typically 100—150 basis 

points), the spread is too wide and indicative of an 

overvalued listed market. A key problem lies in the 

almost 1:1 correlation between the listed property 

yields and the long bond against which it is bench-

marked. Herein lies the quintessential issue con-

fronting investors: rather than gaining exposure to 

property returns, investors in listed property funds 

are actually investing in a Government bond 

proxy. While they benefit from the yield compres-

sion as bond yields decline, the reverse can and 

will have severe repercussions, particularly as the 

dual effect of global quantitative tightening and 

local political uncertainties shift the bias increas-

ingly toward higher local government bond yields. 
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For example, a reversion of bond and property 

yields to their respective long term averages of 

circa 8.25%, would result in a further 20% decline 

in the market capitalization of the listed property 

sector. Given the widening  current account defi-

cit, labour unrest, unemployment’s social burden, 

poor productivity and currency volatility, the pro-

spect of local bonds and hence property widening 

to these levels is a distinct possibility within the 

next 12—18 months. Some listed property funds 

have reacted to this phenomenon by investing 

offshore in an attempt to position their firms as 

“rand hedges”. Unfortunately, as discussed earlier, 

the premium gained from the hedge is more than 

offset  by the discount afforded for operating out-

side of well-established and well-known markets. 

In the current environment, listed property offers 

little value, with a significant bias toward capital 

erosion and limited distribution growth in the 

short to intermediate term. Investors should exer-

cise caution when considering listed property in-

vestment options and consult with their advisers 

on the appropriate alternatives for obtaining prop-

erty exposure.  

 

 

 

  

Listed Market Measures 
IFRS/GAAP financial reporting requirements, while universal, provide limited financial information for 

investors to easily evaluate the operating performance of listed property companies and to draw com-

parisons between the opportunity of purchasing real estate assets privately (unlisted market)  or 

through a conduit such as Real Estate Investment Trusts (REITs).  

Listed property offers investors liquidity and diversification benefits over yield producing direct/

unlisted property. However, it has the disadvantage of being highly correlated to bond prices, which 

may result in the listed companies trading at a premium (as is currently the case) or discount to the 

diversified and liquidity–adjusted value of their underlying assets. To quantify the value opportunities 

inherent in listed or unlisted property, we need to peel back the accounting shroud and compare ap-

ples-to-apples, that is, the underlying performance of the real estate assets on a pure “property” basis. 

To this end, Granite Capital, has adopted a series of measures, some already used in other markets, 

that will be published in each quarterly newsletter and are aimed at providing investors with greater 

insight into the performance of listed REITs in comparison to their unlisted counterparts.  

These measures, detailed below, should be added to the tools that investors use in their investment 

decision process.  

(All data have been sourced from interim and annual company reports of the listed companies included 

in the Market Measures. Where comprehensive interim data has been provided, year on year compari-

sons have been calculated by annualizing interim results. Where interim data cannot be reliably calcu-

lated, year-on-year comparisons have been calculated using the most current annual reports) 
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Listed Market Measures 

Funds From Operation  (FFO) :  the actual cash generated from operations on a continuing basis or 

(net operating income) + (investment income)- (finance costs) - (administrative/corporate costs) +- 

(changes in debtors/creditors). Comparing changes in FFO year on year on a per share basis provides 

insight into the cash generating performance of the company. 

Adjusted NOI Yield: NOI controlled for the administrative and regulatory costs of managing the listed 

entity. Listed property provides liquidity and diversification benefits however, these benefits come at an 

administrative and regulatory cost which erodes shareholder returns. It is this measure that best com-

pares the income generating capacity of listed versus unlisted property. Figures below are in R000’s 
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Listed Market Measures 

Trade Debtors Ratio (i.e. Tenant Arrears): Broadly defined as (tenant rentals in arrears) + 

(impairments) / (NOI). This measure further supplements the vacancy factor to provide a more in-

sightful view into the sustainability of future rental streams. 

Corporate Expense Ratios: The cost of managing a listed property comprises both property and cor-

porate management costs. Aggregating these costs and dividing by gross income provides a useful 

insight into the efficiency of corporate management teams. 
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The information furnished in this newsletter (the “Newsletter”), which information may include opinions, estimates, indicative rates, terms, 

price quotations and projections, reflects the existing judgment of the author(s) and the prevailing market conditions as at the date of this 

report, which judgment and conditions are subject to change without notice, modification or amendment. This report does not necessarily 

reflect the opinion of Granite Capital Pty Ltd. (“Granite”). The information herein has been obtained from various sources, the accuracy and/

or completeness of which Granite does not guarantee and for which Granite accepts no liability.  

Any prices or levels contained herein are preliminary and indicative only and do not represent bids or offers. These indications are provided 

solely for your information and consideration. The information contained in this publication may include results of analyses from a quantita-

tive model which represent potential future events that may or may not be realized, and is not a complete analysis of every material fact 

representing any product. Any estimates included herein constitute Granite’s judgment as of the date hereof and are subject to change 

without any notice. Granite and/or its affiliates may make a market in these instruments for our customers and for our own account. Accord-

ingly, Granite may have a position in any such instrument at any time.  

Granite recommends that independent tax, accounting, legal and financial advice be sought should any party seek to place any reliance on 

the information contained herein. This report is intended for use by professional and business investors only. It may not be considered as 

advice, recommendation or an offer to enter into or conclude any transactions. This report has been prepared for general dissemination and 

information purposes only and may not be construed as an offer to buy or sell or a solicitation of an offer to buy or sell any financial instru-

ments or to participate in any particular trading strategy in any jurisdiction. Any additional information relative to any financial instruments 

and/or financial products reviewed in this report is available upon request.  

All rights reserved. Any unauthorised use or disclosure of this report is prohibited. This report may not be reproduced without the prior writ-

ten consent of Granite. The information contained in this note is intended solely for the recipient and may not be distributed by the recipient.  

All trademarks, service marks and logos used in this report are trademarks or service marks or registered trademarks or service marks of 

Granite or its affiliates  
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