FINANCIAL LEVERAGE IN REAL ESTATE – FRIEND OR FOE?
MARCH 2015
When used prudently, financial leverage can
enhance investment returns when investing
in non-residential real estate. However,
when leverage is deployed excessively or
structured inappropriately, the investment
results can be catastrophic.
Many articles have been written on
excessive leverage in the system leading up
to the GFC and the resultant fall-out for both
borrowers and lenders when the music
stopped and real estate asset prices
tumbled. However, it is important some six
years later, that as Australia’s interest rates
head lower and competition amongst
lenders intensifies, we don’t forget the
impact that aggressive leverage levels and
poor capital management strategies can
have on investment returns.
Before discussing where we are today, it is
worth highlighting how sensitive investment
returns are to rising and falling real estate
prices at various leverage (gearing) levels.

1.

leverage magnifies the creation or loss
of value; and

A 25% rise in the value of the asset
shows that an investor’s equity return with
30% leverage increases by 35.7%, 50% at
50% leverage and 71.4% for an investor
leveraged at 65%.

2.

the volatility of an investor’s equity rises
as leverage increases.

The bottom rows in the table show the
symmetry in equity values from a fall in the
value of the asset. A 25% decline in value,
(not unrealistic – capital values fell by 36%
in the 1991/1992 downturn and by 15% post
the GFC1) results in the leverage level
increasing to 1.67 times at 30% leverage,
3.0 times at 50% and 7.5 times at 65% while
the value of an investor’s equity declines by
35.7%, 50% and 71.4% respectively.

There is no single leverage ratio that is
universally appropriate. Firstly, it depends
on the risk tolerance of each investor.

For an investor to lose all of their equity
using 30% leverage, the asset’s value would
need to decline by 70%. An investor using
65% leverage will see all of their equity
wiped out if asset value declined by 35%.

The table below shows the impact of
leverage using 30%, 50% and 65% gearing
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on a real estate asset that has been
acquired for $1 million.

This simple example highlights two
important principles of leverage:

WHAT LEVEL OF LEVERAGE SHOULD
BE USED IN REAL ESTATE?

Once the decision to use leverage is made,
an investor needs to consider a range of
factors at the asset level and in structuring
their debt.
Asset level factors include:


the point in the cycle that the leverage
is being used - what is the likelihood of
the asset’s price increasing or
decreasing in the coming years;



location – how deep is the market if
you want to exit, what are the supply
and demand fundamentals?;



quality of the tenant covenants – what
is the likelihood of tenant default?;

Price
Change

Asset
Value

Equity
Value
($)

30%
Leverage
Change
in Equity
Value (%)

25%

1,250,000

950,000

35.7

1.32

750,000

50.0

1.67

600,000

71.4

2.08
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2.18
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1,100,000

800,000
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1.83

450,000

28.6

2.44

5%
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750,000

7.1

1.40

550,000
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2.63
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Change
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Equity
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65%
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Change
in Equity
Value (%)
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(times)

0

1,000,000

700,000

0.0

1.43
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0.0
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0.0

2.86
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lease expiry profile – are there any
vacancies or upcoming lease
expiries?;



quality of an asset’s income streams –
can the cashflow from the asset
adequately cover the debt costs, what
are the lease structures and rent
review mechanisms in the leases?;



investment hold period – is the asset
being held for short-term trading or
long-term investment?

In structuring and managing the debt,
factors to consider include:


cost of debt - the higher the leverage,
typically the higher the cost of the debt
that the lender requires to compensate
for the increased leverage risk;



debt covenants – the maximum loan to
value ratio and minimum interest cover
ratios that the lender will require;



type of debt – interest only or principal
and interest?;



source of debt – traditional bank
lending or capital markets medium
term notes, CMBS etc?;



capital stack – is the debt just senior
“first ranking” or has the capital stack
been layered to allow a combination of
senior and mezzanine debt);



duration of the debt - short or longterm debt?;



hedging profile - how much of the debt
is at fixed or variable interest rates?

WHERE ARE WE TODAY?
Real estate asset prices are rising.
According to the PCA/IPD Property Index,
industrial assets generated a capital return
of 4.4% in the year to December 2014
followed by retail at 3.8% and office at
2.8%2. We expect a similar story to unfold
this year. Investors are continuing to chase
real estate assets and bid up prices, driven
by the high yield relative to cash (in the case
of domestic investors) and the high yield
relative to other global real estate markets
and the falling Australian dollar (in the case
of international investors).
At the same time, competition amongst
lenders to deploy capital is increasing and
lending margins are contracting. By way of
example, in December 2012 Folkestone
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Total returns including income for the same period were Industrial
13.0%, retail 10.7% and office 10.0%.
Assuming the debt was not hedged

secured a margin of 215 bps plus the BBSY
rate on a brand new suburban office
building with a 10 year lease to a major
global tenant. Fast forward just over 2
years, and the margin would now be circa
130bps – an 85 bps decline. Over the same
period, the BBSY rate has fallen from 310
bps to 235bps – a decline of 75bps. The
result, the all-in-cost of debt3 has fallen from
5.26% to 3.65%.
In such an environment, the risk is investors
(obviously with the support of their lenders)
start to push leverage levels higher. Firstly,
because the cost of debt is cheaper and
secondly, in an environment where yield is
king and asset yields are falling as prices
rise, higher leverage reduces the amount of
equity required and therefore increases the
potential return on equity.
The gearing level of the A-REIT sector is
currently around 31%, up from 28% a few
years ago but well below the high 30%’s
recorded in the lead up to the GFC. Whilst
leverage levels have ticked up, most of the
A-REIT’s appear to have learnt their lesson
and have stated they will not gear up to preGFC levels. They have also put in place
more prudent capital management
strategies around interest rate hedging and
diversifying their source and duration of
debt.
Likewise, most managers who offer unlisted
real estate funds/syndicates are also acting
more prudently. Gearing in these funds now
ranges between 40% and 50% with
reasonable headroom given a typical 60%
to 65% loan to value ratio covenant.
However, in recent months, a few managers
have started to take leverage levels back
towards 65%, leaving little or no headroom.
Leveraging up in a market when asset
prices are rising and debt costs are low, as
the table on page 1 shows, can generate
supersized returns. However, the risk in
those funds running leverage above 50% is
significantly heightened when the cost of
debt goes up and/or the real estate cycle
turns and prices fall as it inevitably will at
some point down the track.
Given the power of leverage to magnify
investment returns, both positive and
negative, whether investing in listed AREITs, unlisted funds or buying real estate
directly, investors need to understand that
prudent use of leverage, with appropriate
capital management strategies can be an
effective financial instrument. However, as
Warren Buffet said “when you combine
leverage and ignorance, you get some
pretty interesting results”.

Folkestone Limited
ABN 21 004 715 226

Sydney Office
Level 10, 60 Carrington Street
Sydney NSW 2000

Melbourne Office
Level 12, 15 William Street
Melbourne VIC 3000

e: office@folkestone.com.au
www.folkestone.com.au

t: +61 2 8667 2800
f: +61 2 8667 2880

t: +61 3 8601 2092
f: +61 3 9200 2282

ABOUT FOLKESTONE
Folkestone (ASX:FLK) is an ASX listed
real estate funds manager and developer
providing real estate wealth solutions.
Folkestone’s funds management platform,
with more than $870 million under
management, offers listed and unlisted
real estate funds to private clients and
select institutional investors, while its on
balance sheet activities focus on valueadd and opportunistic (development) real
estate investments.
CONTACT US
Adrian Harrington
Head of Funds Management
e: aharrington@folkestone.com.au
t: + 61 2 8667 2882
Lula Liossi
Investor Relations Manager, Funds
e: lliossi@folkestone.com.au
t: + 61 3 8601 2668
Michael Baker
Head of Distribution
e: mbaker@folkestone.com.au
t: + 61 2 8667 2888
Harry Horwitz-Rourke
Business Development Manager
e: hhorwitz@folkestone.com.au
t: + 61 2 8667 2830
www.folkestone.com.au

Disclaimer
This paper has been published for information purposes
only. The information contained in this paper is of a
general nature only and does not constitute financial
product advice. This presentation has been prepared
without taking account of any person's objectives,
financial situation or needs. Because of that, each
person should, before acting on this presentation,
consider its appropriateness, having regard to their own
objectives, financial situation and needs. You should
consult a professional investment adviser before making
any decision regarding a financial product.
In preparing this presentation the author has relied upon
and assumed, without independent verification, the
accuracy and completeness of all information available
from public sources or which has otherwise been
reviewed in preparation of the paper. The information
contained in this paper is current as at the date of this
paper and is subject to change without notice. Past
performance is not an indicator of future performance.
Neither Folkestone Limited, nor any of their associates,
related entities or directors, give any warranty as to the
accuracy, reliability or completeness of the information
contained in this paper. Except insofar as liability under
any statute cannot be excluded, Folkestone Limited and
its associates, related entities, directors, employees and
consultants do not accept any liability for any loss or
damage (whether direct, indirect, consequential or
otherwise) arising from the use of this paper.

