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THE PROPERTY

An emerging fad among companies is to separate property assets from operat-
ing businesses. Does this make sense for shareholders? What are the guide-
posts which investors should apply in deciding whether restructuring in this way
adds to the value of the company?

Foster’s Group has been the most notable recent example of a company which has de-

cided to raise capital by selling property assets.

Its Australian Leisure and Hospitality

arm, the largest operator of pubs in Australia, is going to be sold. As a part of the re-

structuring associated with the sale,

the land on which the pubs are sited is to be

placed in a separate trust and the operating business without the land is to be sold in

an initial public offering.

Mayne is another company which ha

s been reported to be considering a similar struc-

ture through which it can separate its hospitals from the land on which they sit. Qantas
is also reportedly undertaking a similar review.

This goes beyond the sale of assets which are superfluous to a

company's needs. In these cases, h

erty is an intrinsic part of the overall business from the van-
tage point of both customers and suppliers in the case of ho-

tels, hospitals or airports.

The land cannot simply be sold. Special agreements have to be

put in place by way of long-term lea
that the land is accessible and the
ated without disruption.

The table illustrates the impact of

XYZ Limited operates a business which generates earnings be-
fore interest and tax of $100 million.

Example of Operating Business
with Property

“....the restructur-
ing transactions be-

aving access to the prop-

ing contemplated

have little strategic
se agreements to ensure | 2a/ne. They shonld
businesses can be oper- | be viewed simply as

alternative ways of

the typical restructuring. mz)‘z'ﬂg ﬁmds. »

Because it is ungeared,
it has a net profit after tax of $70 million. As a
listed company it has a market value of $1,050
million implying a market multiple of 15 times
earnings.

The land upon which its business operates has
been valued at $700 million. If it sells the land
and enters into a long term lease agreement its
profitability is reduced. In this example, the rental
is equivalent to 6% of the value of the property.
Assuming that the company can obtain 4% from
putting the funds released on short term deposit,
this would imply a net profit of $60.2 million and,
at the same market multiple, a market capitalisa-
tion of $903 million.

If this alone were the outcome it would not be a
sensible course to follow. However, the growth
rate might be enhanced by the transaction. Let’s
say that in its original form the underlying growth
in EBIT and net profit was 10% a year. Since that

(Continued on page 3)
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THE WEEKLY CHART SPOT
The S&P 500 and US Manufacturing Conditions
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The Institute of Supply Managers (ISM) index of US manufacturing conditions has now
put in two consecutive monthly readings above 50 (shown as a positive number on the
chart) implying commencement of an expansion in manufacturing activity after signaling
a contraction in activity for seven of the past twelve months.
The significant historical connection between the ISM index and the performance of the
stock market also implies some basis for expecting at least more stable equity market
conditions and, with further manufacturing sector expansion, some scope for values to
appreciate further.
UK Leading Indicator Recent European Economic signals
8 The following selection of economic indicators provide a short-
term view of the European regjon.
. e The Reuters purchasing managers index showed manufac-
g turing output and new orders holding steady during August
g although employment contracted for the twenty-seventh
g 4 consecutive month. While the overall index of manufactu r-
E- ing activity improved slightly, the index had registered a
2 17-month low as recently as June indicating continuing
& weakness in the manufacturing sector.
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The July service-sector purchasing managers index report
showed headline service activity recovering to a seven-
month high indicating stagnation rather than contracting
activity.

Germany’s IFO Business Climate Index made its fourth
consecutive monthly improvement. The improvement, due
to perceptions of better current conditions as well as a
more optimistic outlook, foreshadows a modest pickup in
economic activity toward the end of 2003.

The Center for European Economic Research (EWE) indica-
tor of economic sentiment for Germany increased mar k-
edly in August, signaling a modest economic recovery in
about six months' time.

Inflation in the euro zone in July was 1.9%, down from
2.0% in June. Core inflation fell to 1.6%, down from 1.8%.
Excess capacity and a strong euro are dampening infla-
tionary pressures.

Industrial production in the euro zone slipped by 0.1% in
June.
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(Continued from page 1)

growth depended on the operation of the
business and had nothing to do with the
value of the property, the original $10 mil-
lion increment in EBIT can still be ex-
pected. Now that translates into an
11.7% net profit growth rate. In theory,
the p/e rating accorded the company
should be higher than 15. It would have
to be 17.5, however, for the value of the
equity to approximate what it had been
prior to the transaction.

Since many factors can affect the p/e rat-
ing accorded a company, there would be
some risk that the higher rating will fail to
eventuate. Shareholders would be disad-
vantaged as the value of the equity would
be lower after the transaction than it had
been before.

A second influence on the decision to pro-
ceed might be the return which can be
generated on the funds which are freed.
In this case, as long as the deposit rate is
lower than the rental charge, sharehold-
ers are disadvantaged. If the $700 mil-
lion released from the sale of the property
assets could be invested for a return
higher than 6%, the net profit would be
enhanced and the value of the equity im-
proved.

Whether a shareholder is better off with
one of these transactions, therefore, will

Europe: Still Weak contd

(Continued from page 4)

depend on whether the company has ac-
cess to investment opportunities with suffi-
ciently high returns. For there to be a
benefit, the funds must be re-invested.

Consequently, a further risk which must be
encountered is the new business invest-
ment risk. Most likely the risk profile of a
new investment will be higher than the risk
profile of the business prior to the transac-
tion so that a suitably higher return needs
to be achieved to compensate.

If the company does have investment op-
portunities, an alternative is to borrow the
funds. Whether it chooses this course
rather then selling the land assets will de-
pend on the cost of the funds to which it
has access.

If it can borrow at less than 6%, it would
make sense for it to do so as its net profit
and market value should be higher by fol-
lowing that course rather than by selling its
property assets and funding investment in
that way.

In other words, the restructuring transac-
tions being contemplated have little strate-
gic value. They should be viewed simply
as alternative ways of raising funds.
Whether the transactions are worthwhile
will depend simply on whether that is the
cheapest source of funds or whether the
company is able to invest funds sourced
more cheaply from elsewhere.

whole. In each case, the indicator is

German Leading Indicator
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shown in terms of its six month
rate of change which, based on
the OECD’s analysis, provides
the clearest signal of a turning
point.

Looked at positively, most of
the composite indicators are
showing an upward trajectory
implying that more buoyant con-
ditions are ahead. However,
from a more negative viewpoint,
the turn has not been particu-
larly strong implying that the

European regional growth would have a
meaningful effect on global conditions in-
cluding a beneficial impact on the Austra-
lian outlook.

The series of charts shows movements in
leading indicators for the principal Euro-
pean economies and for the region as a

conditions in the coming nine
months or so are unlikely to mean a signifi-
cant difference in activity rates. Moreover,
where a turn in momentum is more evi-
dent, such as in the UK, the cycle is still in
its early stages and will have to mature
somewhat before a meaningful accelera-
tion in activity which might help to reduce
unemployment gets underway.

“Whether a shareholder
zs better off with one of
these transactions,
therefore, will depend
on whether the company
has access to investment
opportunities with
sufficiently high returns.
For there to be a
benefit, the funds ninst
be re-invested.”
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EUROPE: STILL WEAK

Growth prospects within the European
region economies are continuing to
disappoint.

The picture painted by the leading eco-
nomic indicators compiled and published
by the OECD is of a Europe showing little

mies about nine months ahead of a turn-
ing point.

Each composite indicator comprises a set
of five to ten key short-term indicators
known to foreshadow future trends in eco-
nomic activity for each country.

The so-called European econ-

'Euro-15' Leading Indicator

Six Month Rate of Change
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omy approximates the size of
the US economy. According to
the international Monetary
Fund, the 15 European econo-
mies within the European un-
ion account for some 19.7% of
global GDP compared with the
23.1% attributable to the USA
and Canada. Measured by
population size, Europe is actu-
ally bigger accounting for 6.2%
of global population compared
with 5.2% in the USA and Can-

1997 2001

sign of growth improvement in the coming
year. The Euro region economies grew by
a meagre 0.6% over the year to

ada.

However, despite its size, the optimism
associated with political convergence in

the June quarter after showing
no growth in the June quarter
itself.

The OECD compiles composite
leading indicators for 23 mem-
ber countries and for selected
country groupings such as the
15 member Euro zone. Each
leading indicator is designed to
provide early signals of peaks +
and troughs between expan-
sions and slowdowns of eco-
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In practice, the indicators sig-
nal changes in the direction of the econo-

Europe and the enlargement of the eco-
nomic union’s membership, it

United Kingdom

14.4% 5"’:" Netherlands
7.4% i

France
15.3%

Italy
17.7%

Germany
26.5%

0.1%

Country Weightings For Euro Leading Index

Luxembourg

has failed to match the US in
terms of its flexibility to changed
conditions and remains relatively
segiam closed to foreign trade, agricul-
0% ture being one obvious example.
A The world still looks to the USA,
therefore, to be the primary
driver of a global growth accel-
eration (especially in the appar-
ent absence of a robust recovery
in Japan).

Sweden
22%

Portugal
21%
Finland
1.4%
Denmark
13%
Ireland
13%

Greece That said, an acceleration in

0.9%

(Continued on page 3)

“....most of the
composite indicators are
showing an upward
trajectory implying that
more buoyant conditions
are ahead. However,
[from a more negative
viewpoint, the turn has
not been particularly
strong implying that the
conditions in the coming
nine months or so are
unlikely to mean a
significant difference in

activity rates.”
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