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Executive Summary

Savills was engaged by Sustainability Victoria to identify key attributes and specific financial
performance benchmarks for mid-tier office buildings (MTOBS) with a view to better
understanding the factors affecting investment decision-making by the owners of these
buildings. The aim of this study has been to help inform government and industry decision-
making that will drive a greater uptake of green building upgrades in the mid-tier office
markets across the country.

The study focused on three key elements - analysis of the typical characteristics, the

investment performance and the environmental performance of MTOBs. The data for the

study was drawn from various government and industry sources, but predominantly from

Savills6 database of thousands of office buildin
long-term trend analysis of financial / investment performance.

Insufficient information was available to fully extend the study beyond the CBDs in Brisbane,
Sydney, Melbourne, Adelaide and Perth. The Melbourne suburban market was also
included, although not in all parts of the study. Additionally, some of the data (particularly
when broken down by locality, building grade and ownership type) limited the degree to
which meaningful analysis could be applied.

It is also important to note the timing aspect when comparing investment / financial
performance across the various office markets, as much depends on the starting and
finishing points of any review period. Office market cycles are asynchronous and, as such, a
recession in Melbourne may coincide with a boom in Perth at the beginning or the end of the
data series, which would subsequently skew the data being analysed.

The key points noted regarding the typical characteristics of MTOBs are they are generally
smaller and older than Premium / A Grade buildings, with the majority aged between 40 and
60 years old. Aside from institutional investors, a significant proportion of MTOBs is owned
by private and overseas investors, with strata-titled buildings also representing large parts of
the market, by number, area and capital value.

With respect to the investment performance component, the study found the variation

evident in many of the metrics across the Australian office markets is, in many ways,

reflective of the state of the local economies. The mining states of Western Australia and

Queensl and have office markets that have tracked
or busté cycles, and currently have subdued | eve
rates. Conversely, the non-mining centres of Melbourne and Sydney have lately seen a

dramatic lift in demand and a substantial decline in vacancy, while conditions in Adelaide

have been relatively stable for some time.

Key findings within this part of the study include:

1 the recent growth in rents in Sydney has come from a combination of increasing
demand and the withdrawal of office space, and as the buildings being withdrawn
were largely occupied, the displaced tenants have been forced to find new premises
in a market with falling vacancies.

1 Institutional owners tend to be at a financial advantage with respect to the magnitude
of incentives they can offer. This O6raising c
owners to match these incentive levels, although many are not in a position to do so.
As a result, fit-outs that are funded wholly by private owners may not stretch to
accommodate the same degree of ESD measures as those funded by institutional
owners.
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1 As market yields fall, the rent required to build a new building falls. For occupiers,
lower investment yields mean new buildings can be delivered to them for lower costs.
This also means the rents payable in lesser-quality buildings fall to below the cost of
a new building and mid-tier building rents also fall to be lower than those.

1 Over the past 25 years, a total of 4 million square metres of CBD office space has
been built, whilst 2.8 million square metres was withdrawn.

9 There has been a trend of secondary buildings emptying and prime buildings filling in
the decade since the GFC. Thi srbusinessesd t owar ds
seeking to lease office space over the past 5 years is due to their willingness to
occupy new premises that offer a broad range of benefits.

1 Although vacancy often moves in tandem in prime and secondary markets, rates are
generally always higher in secondary buildings. The cyclical nature of vacancy is
evident in the Brisbane and Perth CBDs, where rates for MTOBs that were tracking
well below 5% a decade or so ago are now close to 20%. In comparison, rents in
Sydney and Melbourne secondary buildings are around 5% to 7%.

A major focus within the investment performance study was the degree to which
refurbishment activity is occurring across the country. The analysis was limited to some
degree by a lack of available information as to the nature and magnitude of the recorded
refurbishment activity (i.e. whether mostly cosmetic works or major upgrades of the buildings
and key plant had been performed).

Despite this, the study found considerably higher proportions of refurbishment activity had
occurred in prime buildings than secondary grade assets, the latter having much higher
proportions of buildings that were last refurbished more than 20 years ago.

The Melbourne and Brishane CBD markets recorded the lowest proportion of un-refurbished
MTOBs in the study, with slightly higher levels recorded in Sydney and Perth. By
comparison, Adelaide had a considerably higher rate. Across the ownership types, strata-
owned MTOBS, along with occupier and developer-owned equivalents, generally recorded
the highest proportion of un-refurbished CBD buildings.

The extent to which the timing of refurbishment works in MTOBS is pinned to occupancy
drivers cannot be over-emphasised. Many owners find themselves in an intractable position
regarding when and how major works can be undertaken as painlessly as possible, which
often leads to items of mechanical plant remaining in operation well past their useful lifetime.

The key indicator coming from this part of the study is that vacancy at a rate in the order of
10% drives fuller refurbishment activity, whereas vacancy rates of 20% or higher drive
comparatively little refurbishment. Understanding the timing of the market cycle, with respect
to when an owner is more likely to invest in significant building / services upgrades, is
therefore of paramount importance for governments contemplating the introduction of
intervention programs / incentives.

The findings of the environmental performance analysis confirmed very high proportions of
MTOBs did not have current NABERS Energy Ratings.

Key findings related to this part of the study include:
9 Brisbane and Perth had the lowest proportion of unrated B Grade and C Grade CBD

buildings at close to 65% of the buildings studied, with Melbourne recording the
highest rate at 90%.
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1 Brisbane had the highest proportion of buildings with ratings of 4 stars or higher,
being just over 15%. Comparable figures were less than 10% in the other 4 CBD
localities, with Melbourne recording the lowest figure at just under 5%.

9 The proportion of institutionally owned NABERS-rated B Grade and C Grade CBD
buildings was just under 60%, which is significantly higher than all other ownership
types, where the average take-up rate of NABERS ratings was between 0% and
32%. Institutional owners also had much higher-rated buildings than the other
ownership types, being on average 3.9 stars, compared to 2.9 stars and 2.7 stars for
private and overseas owned buildings.

A high-level investigation was undertaken that looked at the relationship between the
recorded NABERS Energy Ratings and corresponding values for building size, the years
since construction / refurbishment, capital value and the vacancy rate found. The study,
however, found there to be only a minor degree of correlation between these variables, with
vacancy showing the strongest relationship of those evaluated.

Building on the correlation investigation, a separate study was undertaken to provide a
deeper analysis of the impact of vacancy on the energy intensity (EI) of office buildings.
Buildings, both prime and secondary, which had successive NABERS Ratings between 2014
and 2016 were used to evaluate the proportional changes in rated area and energy
consumption from which trends in energy intensity were compared.

The findings of this part of the study included:

1 Brisbane and Perth CBDs buildings showed the greatest reductions in rated area
over the 3 years, with Sydney enjoying the lowest, which mirrors the vacancy profiles
noted earlier in the study.

9 Buildings in the Brisbane CBD had the least favourable proportions of rated
area/energy consumption changes.

1 Sydney CBD buildings showed the least variation in average El trend values across
A Grade and B Grade assets than others in the study. Corresponding values for
these buildings in Brisbane and Perth were much more diverse.

9 Overall, the El results for A Grade buildings were notably better than those for B
Grade buildings. Despite this, there was still a significant number of prime assets that
returned relatively poor El trend values that were not substantially different to those
for secondary buildings.

Despite MTOBSs often being considered, on average, relatively poor performers from an
energy efficiency perspective, this data suggests many of these buildings have the capacity
to perform at levels not overly different from those in higher-grade stock.

At the heart of this particular investigation lies the question as to how well office buildings are
able to adapt to changes (i.e. reductions) in occupancy levels.

Beyond the design of HVAC systems, and the related capacity to engineer flexible plant
operation, the degree to which these systems are configured, maintained, monitored and
adjusted is critical. In this regard, MTOBs may be at a comparative disadvantage due to
lower levels of FM resources. This functionality for occupancy- based HVAC operation, and
(more importantly) the degree to which it is currently being applied across the country, is
expected to have a sizeable bearing on energy consumption within office buildings.
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The last aspect of the study looked at various industry drivers influencing investment for
green building initiatives, including international benchmarking systems, green bonds,
wellness and energy cost / security concerns.

Government intervention programs were looked at through the lens of actual / expected
exposure and take-up rates by MTOB owners. Impending changes to the mandatory
disclosure provisions for office buildings is expected to have the greatest impact on MTOBs
in the coming years. Unfortunately, strata-titled buildings remain outside of these legislative
provisions, which (given the size and impact of this part of the MTOB sector) appears to be a
missed opportunity.

Despite this potential shortcoming, a clear benefit in reducing the mandatory disclosure
threshold value will be the considerable increase in energy efficiency data that could re-
shape the assessment of how well Australiabés off

The key recommendations coming from this study generally relate to the gathering of,
evaluation of and (where required) subsequent policy modification from additional key data.
These and other recommendations include:

9 Prioritise intervention programs to achieve higher levels of participation and related
energy efficiency in MTOBS, in particular, non-institutionally owned buildings (i.e.
strata and occupier).

1 Consider timing the roll-out of large-scale funding programs to when / where the
commercial office market cycle is most favourable to MTOB owners (e.g. using shifts
in vacancy trends to guide program launches).

1 Similarly, consider collating and evaluating the type / extent of retrofit actions being
undertaken on MTOBS, as is currently performed every two years by City of
Melbourne via the 1,200 Buildings Melbourne Retrofit Surveys. Such information on a
national level would help to assess current efforts and guide government incentive
programs to reduce energy, water and emissions.

1 Implement a national review system, in which relevant past and present government
incentive programs are analysed to determine the degree of success or failure
achieved according to a set of uniform metrics (e.g. cost per tonne of abatement).
Key findi ngsl eaaardn edd e sfsromm t hese reviews shoul
across all government jurisdictions to enhance existing programs and maximise the
introduction of new programs.

1 Conduct a national survey of MTOB owners to obtain specific information about their
investment strategy and the factors affecting their decision-making with respect to
6green buildingd upgrades.

1 Conduct a discreet and targeted survey of mechanical services contractors to
ascertain current functionality for occupancy-based HVAC operation, and the degree
to which it is currently being applied nationally.

1 Undertake follow-up studies over the next few years to update and expand the
energy intensity investigations conducted in this report.
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1. Background

The commerci al buil ding sector i @eerdouseigasni fi cant
emissions and represents a significant portion of the low-cost abatement and energy
efficiency opportunities for Australia (ClimateWorks, 2013).

There have been several studies that have highlighted such opportunities for the broad built
environment. Studies into the response rate and drivers of sub-sectors have been limited
and geographically isolated. What has been observed, however, is that while the commercial
building sector has made considerable advancements in carbon abatement, the majority of
this progress to date is attributed to the prime office market (i.e. Premium Grade & A Grade
buildings).

Sustainability in the mid-tier office market (i.e. B Grade, C Grade & D Grade buildings) has

been a growing focus for industry and government for quite some time. In 2012,
Sustainability Victoria published O6The-teMext Wave
of fice market. The Gr een Bidtelofficebuwldingforumic2015 of Aus
led to the development of a pathway to improving energy efficiency in this sector.

Similarly, government incentive programs for commercial buildings have shifted focus to the

mid-tier market, including Sustainability Vi ct ori ads Energy Efficient Of
in 2013 and the NSW Office of Environment and He
2016.

While there has been some work undertaken that identifies the characteristics of the mid-tier
office market, there is a general lack of understanding regarding the nature of mid-tier assets
financial performance and investment decision making.

Sustainability Victoria has engaged Savills to undertake a study to identify key attributes and
specific financial performance benchmarks for mid-tier office buildings with a view to better
understanding the factors affecting investment decision-making by these building owners.
This information will potentially be used to help inform government and industry decision-
making to drive a greater uptake of green building upgrades in the mid-tier office markets
across the country.

2. Scope
The following works were incorporated within the research project:
1 an overview of the typical characteristics of the Australian mid-tier office market;

1 adetailed investigation of the mid-tier office market financial performance indicators,
including short-term and long-term metrics;

T a brief comparison of financi al perfor mance
Graded6 andassetd; Gr adeod

9 identification of any key qualitative factors influencing mid-tier office market financial
performance; and

1 an evaluation of (if it exists) correlation between energy efficiency / building
sustainability against financial performance indicators for mid-tier offices.

Page | 8 Mid-Tier Offices Investment Performance Study Fustainability vonm
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3. Approach

The study incorporates three key elements from which the findings section of the report is
structured upon, namely analysis of the typical characteristics, the investment performance
and the environmental performance of mid-tier office buildings (MTOBS).

The first of these sections | ooked at the number
average ages and si zes, wibnarted andthdairbvengréhipe singl e o
profiles.

Long-term (e.g. 25 year) performance analysis was conducted on a range of investment
indicators, including: face / effective rents; financial incentives; market yields; capital values;
additions / withdrawals / absorption of stock; vacancy rates; and refurbishment activity.
Comparisons between the related performance of MTOBs and Premium Grade / A Grade
buildings were also covered in this section.

The environmental performance section focussed on the recent (i.e. 2016) uptake / results of
NABERS Energy Ratings across the various building grades and the correlation of these
results in MTOBs with key variables, such as the size of the buildings, when they were
constructed / last refurbished, their capital value and their vacancy rate (as of December
2016).

Trend analyses were also conducted into the movementsofbui | di ngsé rated area
determine the potential impact of vacancy on energy consumption, which were measured as

a percentage change in the energy intensity (i.e. MJ/m2). This particular investigation was

aimed at providing an indicationastotheext ent t o which a buil dingds |
ventilation and air conditioning (HVAC) systems perform as occupancy levels change.

Throughout the report constant reference is made to the various building grades (i.e.

Premium, A, B, C and D Grade buildings). These classifications are based on the Property

Council of Australiaés (PCA) A Guide to Office B
parameters for floor-plate size, the quality of building finishes, infrastructure (including

HVAC, controls, lighting, lifts) and the degree of access and building services.

The data sources used in the study included Savills internal research databases, along with
external sources such as Cityscope and PCA. Data used in the environmental performance
section were supplied by the Commercial Building Disclosure (CBD) Team and NABERS.
Although Green Star is used extensively throughout the Australian property industry, the
uptake of its rating tool for existing buildings (i.e. Green Star Performance) is relatively new.
In this regard, the take-up rate of Green Star across non-institutionally owned MTOBsS is
guite low in comparison to NABERS and, as such, this rating tool was not used in the study.

The key localities covered in the study were the capital cities of Brisbane, Sydney,
Melbourne, Adelaide and Perth. The Melbourne metropolitan suburbs were also included as
an indicator of suburban markets across the country. Due to insufficient data, however, this
inclusion was mainly limited to the typical characteristics section and all but the vacancy and
refurbishment parts of the investment performance section. Similarly, there was not sufficient
data to enable inclusion of Canberra, Hobart, Darwin or other localities within the study.

There are parts of the study where a lack of data is noted, either by volume or granularity.
This is particularly so where the data is broken down by locality, building grade and/or
ownership profile. In this regard, the degree to which meaningful analysis can be undertaken
is somewhat limited.
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4. Findings
4.1 Typical Characteristics

The following sections detail the characteristics of mid-tier office buildings across the
nominated localities. These characteristics relate to the number and location of buildings,
typical building sizes, when they were built, the different types of tenant groups and the
various ownership profiles.

4.1.1 Numbers & Distribution

The datasets used in this part of the report cover the five CBD office markets of Brisbane,
Sydney, Melbourne, Adelaide and Perth, as well as the suburban office market of Melbourne.
In total, 1,435 buildings are captured in the study, with these numbers comprising:

1 630 B Grade buildings
9 518 C Grade buildings
1 287 D Grade buildings

Austrahan Office

Mid-tier Buildings by PCA Grade
T00

Ba0

00

400

200

200

100

Grade B Grade C Grade D

Source: Savills Research

Figure 1 Numbers of Australian mid-tier office buildings by PCA Grade (six markets surveyed)

Within the geographical spread of the above markets there are additional buildings used for
office purposes that are not represented in the study. These include education facilities,

government facilities, suburban offices (other than those captured in the Melbourne market)
and single offices located above retail spaces that are generally seen in strip retail locations.
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Australian Office
Mid-Tier Buildings by PCA Grades per Locality

250
200
150

100
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0 o o I .

Adelaide CED Perth CBD Brsbane CBD Sydney CBED  Melbourne  Melbourne
CBD Suburbs

Grade B Grade C aGrade D
Source: Savills Research

Figure 2 Numbers of mid-tier office buildings by PCA Grade per locality
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4.1.2 Size

Australian Office
B Grade Buildings Average Size by Locality (sq m)
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Source: Savills Research

Australian Office
C Grade Buildings Average Size by Locality (sq m)
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Source: Savills Research

Australan Office
D Grade Bulldings Average Size by Locality (sqm)
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Vel Subwurts

Source Savils Research

Mid-tier buildings are, as a
general rule, smaller
buildings than Premium and
A Grade office towers. This
is especially so in non-CBD
or suburban contexts where
occupiers are generally
smaller and height limits are
often in place.

Across the 6 markets
analysed, the average size
of a B Grade building is just
over 6,500 sgm, with C
Grade buildings around
3,500 sgm and typical D
grade buildings being just
under 2,200 sgm.

As evident in Figure 3Figure 3,
4 and 5 most mid-tier
buildings in the Brisbane
CBD are, on average, larger
than elsewhere in the
country.

Figure 3, 4 and 5 Average size of mid-tier office buildings by PCA Grade per locality
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4.1.3 Age

The majority of mid-tier office stock in Australia is between 40 to 60 years old, with the
average building age being 48 years of age (i.e. constructed in 1969).

40 years is generally regarded as a full life-cycle for a commercial building, at which point

there are opportuniti es -purpasingmbagthanfluenciegfsupplyo i s hmen't
within and beyond the commercial office market in that particular locality. 40 years is

especially relevant with respect to tax benefits, as after this time depreciation benefits of

2.5% per annum are no longer able to be claimed by owners.

Australian Office
Mid-tier Buildings by Construction Age (No & sq m)

400 2,000,000
150 1,800,000
1,600,000
00
1,400,000
230 1,200,000
200 1,000,000
150 H00,000
600,000
100
400,000
0 200,000
0 0
o s &® 25 o8 o a® T
& @ & @ &
& o
MLA Mumber

Source; Savills Research

Figure 6 Year of construction of Australian mid-tier office buildings by number and area

The oldest MTOBs are, as expected, D Grade buildings, with the median age of these
buildings being between 13 and 57 years older than the corresponding B Grade buildings in
the same locality. In comparison, there is considerably less variation in age across the PCA
grades in the Melbourne suburbs.

Brisbane Sydney  Melbourne Adelaide Perth Melbourne | Averages
CBD Suburbs

B Grade
C Grade
D Grade

Averages

Table 1 Median year of construction of mid-tier office buildings by PCA Grade per locality
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As can be seen in the locality graphs below, the median age of buildings in the Sydney and
Melbourne CBDs is notably older than those in the other markets surveyed, followed by
corresponding Adelaide MTOBs. The Brisbane and Perth CBD office markets are relatively

newer, being mostly built in the 197006s and
- o Brisbane Office ) Sydney Office
CBD Mid-tier Buildings by Construction Age (No & sqm) CBD Mid-tier Buildings by Construction Age (No & sqm)
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Figure 7, 8, 9, 10, 11, 12 Median age of mid-tier office buildings by number and area per locality
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4.1.4 Tenant Type

An analysis of the available data shows more than 70% of MTOBs nationally are multi-
tenanted, with this figure being closer to 80% when comparing the amount of office space
that is multi-tenanted. The proportion of multi-tenanted B Grade and C Grade buildings is
reasonably similar (on average being 73%), whereas a slightly lower percentage (i.e. 63%)
of D Grade buildings contain multiple tenants.

Australian Office Australian Office
Mid-Tier Buildings by Tenant Profile (numbers) Mid-Tier Buildings by Tenant Profile (sq m)
500 4,000,000
= 3,500,000
400
3,000,000
350
300 2,500,000
250 2,000,000
20 1,500,000
150
1,000,000
100
, o - —
o 0 —
Multi-Tenanted Single-Tenanted Multi-Tenanted Single-Tenanted
’ Grade B = Grade C mGrade D Grade B »Grade C mGrade D
Source: Savills Research Source; Savills Research

Figure 13 Tenant profiles of Australian mid-tier office buildings by PCA Grade (number and area)

In the CBD office markets, between 70% and 90% of office buildings contain multiple
tenants. The highest proportions appear to be in the Sydney, Melbourne and Brisbane CBD
markets (83%, 82% and 82% respectively), with correspondingly lower values evident in
Adelaide and Perth MTOBSs (at 68% and 74% respectively). In the Melbourne suburban
market the balance is closer to 50/50, which is mostly due to the buildings in the suburbs
being relatively smaller and more suited to single occupancy.

Brisbane CBD Office Sydney CED Office
Mid-tier Buildings by Tenant Profile (numbers) Mid-tier Buildings by Tenant Profile (numbars)
80 160
140
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mE Grade C Grade D Grade
Source: Savills Research DI DI e R T Source: Savills Research

Figure 14 Numbers of mid-tier office buildings by tenant Figure 15 Numbers of mid-tier office buildings by tenant
type and PCA Brisbane CBD type and PCA Sydney CBD

Victoria
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The types of tenants occupying Australi ad:cs
to medium-sized organisations employing anywhere between a few and a few hundred

staff. Some regions attract certain types of businesses, such as in Perth, where there tends
to be a greater concentration of mining-sector tenants than in other parts of the country.
Similarly, there are generally more financial-sector tenants found in Sydney and Melbourne
CBD buildings, although these patterns are generally more pronounced in prime rather than
secondary grade buildings.

Parth CBD Office Melbourne Suburbs Office
Mid-tier Buildings by Tenant Profile (numbers) Mid-tier Buildings by Tenant Profile (numbers)
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Source: Saviil Research Source: Savilis Research "5 Gmds =G Gade B Gradla
Melbourne CBD Office Adelaide CBD Office
Mid-tier Buildings by Tenant Profile (numbers) Mid-tier Buildings by Tenant Profile (numbers)
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Source: Savills Research S P S Source: Savills Research D S e

Figure 16, 17, 18, and 19 Numbers of mid-tier office buildings by tenant type and PCA Grade per locality

In buildings with large numbers of tenants occupying small areas, the process of effective
tenant communication and engagement can be quite arduous for some MTOB owners. For
tenants that are relatively time-poor and less cognisant of the benefits associated with
energy efficiency the challenges for these owners are duly compounded.

Buildings with a single tenant are generally less likely to have vacant space than multi-
tenanted buildings, but they can be more exposed to vacancy-related financial losses upon
lease expiry. From an energy-efficiency viewpoint, there may be issues with buildings that
change from having been historically a single-tenanted building to a multi-tenanted building.
Although changes to sub-metering provisions are undertaken as part of these changes,
there may be a lack of flexibility of the HVAC system to accommodate new tenants with
differing energy needs or, as importantly, to isolate specific floors that become vacant.
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4.1.5 Ownership Type

As noted in previous reports (Green Building Council of Australia, 2015; Sustainability
Victoria, 2016), the ownership of mid-tier office buildings is different to that of Premium and
A Grade buildings, with a lower level of institutional ownership and higher levels of strata and
private investor ownership in the mid-tier office market.

The type wownersdfferyihsefér asinvestment timeframes, active or passive
management, investment purpose, gearing/debt/leverage, tax status and sensitivity to
market movements.

Notwithstanding some degree of shared characteristics within each ownership type, it is
quite difficult to ascribe behaviours and intentions according to ownership type in a blanket
sense. Some owners may have just purchased an asset or it could have been owned for
decades. Some may have purchased for passive, regular income, whilst others are more
opportunistic and are looking to improve the property and sell it. Still others may view the
property as a future redevelopment opportunity and will run the existing premises down
before conversion. For others, the property provides a domicile for their business or (as is
the case with some overseas investors) a safe haven for any one of the above strategies.

Australian Office Australian Office
Mid-Tier Buildings by Ownership Profile (numbers) Mid-Tier Buildings by Ownership Profile (sq m)
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Figure 20 and 21 Ownership profiles of Australian mid-tier office buildings (number and area)

Australian Office
CBD Mid-tier Buildings Owner Type by Value (%)
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Figure 22 Ownership profile of Australian mid-tier office buildings (value)
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Characteristics of MTOB Owners

Institutional investors

O Superannuation funds, insurance companies-vi ewed as Ocar et abelalfof 6
shareholders/unit-holders.

O Structure tends to be Trusts or Funds, and is generally influenced via tax outcomes

O Ample reserves of capital and access to finance. Some are listed on the Australian Stock
Exchange

O Longer term focus on total financial return (combination of income return plus capital growth)

O May choose to self-manage certain-sized assets, but tend to appoint external resources (e.qg.
managing agents, facility managers, sustainability consultants) to manage their assets/
portfolios

O Have a strong focus on corporate social responsibility and are particularly knowledgeable with
regard to matters concerning sustainability

0 Examples include Cbus Property, Charter Hall, Stockland, GPT, Growthpoint

Private Investors

O

Ownership structure tends to be family trust or self-managed super funds of high net- worth
individuals or syndicates

Access to finance could be limited by other liabilities and credit ratings

Limited FM/sustainability staff presence on site to manage assets

Short to medium term focus usually driven by capital growth compared to the income returns
Examples include The Juilliard Group, Altis Property Partners

I o i |

Owner Occupiers

0 Landlords who own the asset and also are the major occupiers of the building. These can
include large corporations, governments, banks and insurance companies

0 Long term focus on the holding the asset with preference for purpose-built facilities

O Over the longer term, capital expenditure can sometimes lag, as property is primarily used for
occupation rather than an investment vehicle

O Tend to appoint professional staff such as managing agents, FM/sustainability personnel to
manage large assets

O Examples include Federal Police, Telstra, ANZ, Exxon Mobil

Overseas Investors

O Foreign entities - private, government or institutional investors who have raised the capital
offshore (outside Australia) to purchase the asset in Australia.

O Investment is sensitive to foreign exchange rate and interest rates in the country of origin

0 Investors seeki ng Atatss{i.e geopoldidald ecananficestaldiligy)ceinvests
capital, with a focus also on solid financial returns

0 Tend to appoint professional staff such as managing agents, FM/sustainability personnel to
manage large assets/ portfolios

O Preference for prime grade existing buildings and fund through new developments

O Examples include Black Rock, Blackstone, JP Morgan, GIC and Small cap funds from Asia

Developers

O Investment usually has a short-term focus aligning with the project completion and sale of the
completed asset to investors (institutions/overseas/private)

O Generally, are involved from site acquisition to the construction and commissioning stage of
the building

O Capital can be financed by financial institutions and shareholders

O All development cycles are driven by market forces (demand and supply, interest rates and
economy)

0  Professional staff such as managing agents, FM/sustainability personnel is generally

Victoria o
Government
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appointed by the investor purchasing the asset on a long-medium term holding term
0 New developments are usually of prime grade quality
0 Examples include Lend Lease, Mirvac, Walker Corporation

Strata Investors

Strata investors include SMSF, small business enterprises and individuals

Body corporate is legally required to oversee the management of these buildings
Focus on affordability for maintenance and capital expenditure

Usually older buildings of secondary grade quality

I o i |

As can be seen in the locality graphs (below), Adelaide has the highest number of privately-
owned MTOBSs in the country. At more than 530,000 sgm, this proportion of 68% privately-
owned buildings is the largest segment of MTOBs in the country. In the absence of large
numbers of office towers housing major national / international businesses (which feature
more in other States), much of the comparably smaller and more affordable office stock has
been readily-acquired by higher numbers of private individuals, families and syndicates than
elsewhere in the country.

Adelaide CBD Office Perth CBD Office
Mid-tier Buildings by Ownership Type (%) Mid-tier Buildings by Ownership Type (%)

Occupier, 11%
Private

68% Overseas, 15%

Private, 36%

OC;:D:” ' Developer, 9%
%
Overseas
2%
® Developer Strata, 17%
4%

Strata
® |nstitution 11% ® Institution, 13%
Source: Savills Research 6% Source: Savills Research

Figure 23 and 24 Locality graphs for Adelaide and Perth showing ownership type

In comparison, Sydney CBD has the lowest number of MTOBs owned by private investors
with 33%, which accounts for just less than one-quarter of all buildings by floor area. The
corresponding proportions in the other four localities are, on average, 40% and 32% by
number and floor area respectively and generally represent the majority of ownership type
accordingly in these localities.

Brisbane CBD Office Sydney CBD Office
Mid-tier Buildings by Ownership Type (%) Mid-tier Buildings by Ownership Type (%)

Overseas, 10%
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u |nstitution, 29% QOverseas, 14%
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Strata, 30%

Source: Savills Research S Source: Savills Research

Figure 25 and 26 Locality Graphs for Brisbane and Sydney showing ownership type
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Of the 5 CBD Markets, Melbourne and Adelaide have, by far, the lowest number of
institutionally-owned MTOBSs at 4% and 6% respectively. The corresponding proportions
increase to approximately 10% for associated floor area in both of these localities, although
they are significantly lower than the 30% / 40% of institutionally-owned MTOBs/floor space
respectively in the Brisbane CBD. Although only 11% by number, almost one-quarter of floor
space (i.e. 485,000 sgm) in Sydney MTOBSs is owned by institutional investors. In
comparison, 13% of MTOBs and 18% of related floor space in Perth is institutionally-owned.

Melbourne CBD Office Melbourne Suburbs Office
Mid-tier Buildings by Ownership Type (%) Mid-tier Buildings by Ownership Type (%)

Occupier, 10% Occupier, 19%
Overseas, 2%

Overseas, 18% = Developer, 3%
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— ® Developer, 1%

Private, 41%
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Source: Savills Research Institution, 4% Source: Savills Research nstiution, <%

Figure 27 and 28 Locality graphs for Melbourne CBD and Suburbs showing ownership type

Owner-occupiers generally account for about 10% of the 5 CBD MTOB markets by number
and floor space. In the Melbourne suburbs the figure is between 20%-25%.

In terms of overseas investors, the Melbourne CBD market has (at 18%) more than ten
times the number of MTOBs owned by this group than in the corresponding Adelaide
market, and almost 20% more than in Sydney. The amount of floor space owned by
overseas investors in the Melbourne CBD is more than 400,000 sgm, which represents
almost 30% of all MTOB floor space in this market.

The proportion of MTOBs associated with developers is comparatively low, with less than
5% of all buildings and floor space owned by this group. The highest proportions in the
country are in Perth, with the lowest being in Brisbane and Melbourne.

Strata-titled buildings account for approximately 30% of the Sydney CBD MTOB market and
represent almost one-quarter (i.e. 475,000 sgm) of all related floor space. In comparison, the
corresponding proportions in the Brisbane and Adelaide CBDs, along with the Melbourne
suburbs are generally between 5% and 10%. Slightly higher values of 16% and 20% are
evident with the Perth and Melbourne CBD markets for buildings and floor space that are
strata-owned.

The comparably high proportion of strata-titled office buildings in Sydney is likely to be
influenced by the take-up of this form of property ownership in the residential market, which
began there in the 1960s / 1970s before gradually being adopted elsewhere around the
country.

It is worth noting here Sydneyds strata mar ket h
the last 15 years, with a significant amount of new supply added between 2004 and 2009.

The majority of the supply added during this period was classified as secondary grade stock

by the PCA in accordance with the criteria defined in the guide to determining building

grades in circulation at the time. These criteria included floor plates greater than 600 square

metres for A Grade and greater than 1,000 square metres for Premium Grade. The strata

office market typically operates within smaller parameters to cater for smaller tenancies and,

as such, the proportionof strata-t i t | ed bui l di ngs within Sydneyébs |
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4.2 Investment Performance Analysis

The datasets used in this part of the report cover the same number of MTOBSs as those
included in the previous section, as well as Premium Grade and A Grade office buildings in
the CBD localities. There are also A+ Grade office buildings included from the suburban
office market of Melbourne. In total, 2,273 buildings are captured in the study, with these
numbers comprising:

38 Premium Grade buildings

138 A+ Grade buildings (Melbourne suburbs)
662 A Grade buildings

630 B Grade buildings

518 C Grade buildings

287 D Grade buildings

= =4 =4 =4 -4

The extent to which any particular building captures optimal financial performance data is
determined by the approach taken by the owners regarding financial monitoring / reporting.
Such data is predominantly a function of the terms of the leases in place, the expiry, the
structures around rent reviews, fixed escalations and the terms and conditions of market
reviews. Suffice to say, there are not many buildings that perfectly capture market
movements on a consistent basis.

In comparing investment / financial performance across the various office markets it is
important to understand the timing aspect, as much depends on the starting and finishing
points of any review period. Office market cycles are asynchronous and, as such, a
recession in Melbourne may coincide with a boom in Perth at the beginning or the end of the
data series which would subsequently skew the data being analysed.

This variation across the Australian office markets is particularly apparent at present and in
many ways, reflects the state of the local economies. The mining states of West Australia
and Queensland currently have office markets with subdued levels of demand and recently
delivered supply, which has seen the vacancy rate rise dramatically. Conversely, the non-
mining centres of Melbourne and Sydney have seen a dramatic lift in demand and a
substantial decline in vacancy.

In the years 2002 to 2009, a substantial mining investment boom was driven by high
commodity prices and substantial demand for iron ore and coal from China. Interest rates
were substantially higher than they may otherwise have been to keep a lid on inflation and
kept Melbourne and Sydney somewhat subdued.

A slowdown in demand from China, a reversal of commodity prices and the end of the
mining investment boom (coupled with the GFC) saw interest rates fall to historic lows and a
pickup in demand in Melbourne and Sydney. During the same time, there was a substantial
reversal in fortunes in Brisbane and Perth. Whilst Brisbane has stabilised in more recent
times, Perth continues to be challenged, although more office supply is in the pipeline.
Melbourne is meeting the demand with a measured supply response, whereas Sydney
remains challenged on the supply front.

An added difficulty in both Melbourne and Sydney is the continual withdrawal of office space
and development sites (both in CBD and non-CBD office markets) for conversion to
residential or compulsory acquisition for public works.
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4.2.1 Face Rents

Face rents are those paid by the occupier to the landlord before the value of incentives are
taken into account.

From Figure 29 - Figure 31, we can ascertain the rental growth profile for MTOBs generally
performs in a similar profile to higher grade buildings over the long term. The magnitude of
growth varies across the respective markets, although the trend remains reasonably similar.
The notable exception is when a capital city is underdoing boom or bust scenario, as was
the case in 2007 / 2008 for Brisbane and Perth and is currently occurring in Sydney.

Figure 29 Average 25-year net face rents in Australian Premium Grade Office Buildings

Figure 30 Average 25-year net face rents in Australian A Grade Office Buildings
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http://www.sydneybetterbuildings.com.au/
http://www.environment.sa.gov.au/Science/Science_research/climate-change/climate-change-initiatives-in-south-australia
http://www.environment.sa.gov.au/Science/Science_research/climate-change/climate-change-initiatives-in-south-australia
http://www.environment.nsw.gov.au/business/upgrade-agreements.htm
http://www.sustainablemelbournefund.com.au/services/environmental-upgrade-agreements/
http://www.calculatingcool.com.au/
http://www.melbourne.vic.gov.au/1200buildings
http://www.cityswitch.net.au/
http://www.cbd.gov.au/
http://www.environment.act.gov.au/energy/smarter-use-of-energy/energy_efficiency_improvement_scheme_eeis
http://www.environment.act.gov.au/energy/smarter-use-of-energy/energy_efficiency_improvement_scheme_eeis
http://www.energex.com.au/home/control-your-energy/positive-payback-program/positive-
http://www.ess.nsw.gov.au/How_the_scheme_works/Overview_of_the_scheme/For_businesses
http://www.gbca.org.au/greenstar/
http://www.nabers.gov.au/
http://www.environment.nsw.gov.au/business/
http://www.sa.gov.au/topics/energy-and-environment/using-saving-energy/retailer-energy-efficiency
http://www.sa.gov.au/topics/energy-and-environment/using-saving-energy/retailer-energy-efficiency
http://www.sustainability.vic.gov.au/business
http://www.veet.vic.gov.au/Public/Public.aspx?id=Home
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