THINK BEFORE INVESTING IN REAL ESTATE

Investment Thesis
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India is one of the emerging economies in the world having a distinct global competitive advantage in terms of cost and quality. This country offers a huge amount of investment opportunities in order to derive returns. One such sector is Real Estate. With property boom spreading everywhere, real estate in India is touching new heights. The key factor behind the sudden rise of the Indian Real Estate sector stocks is the favorable policies of the Indian Government, but we suggest you not to invest in it. One can look at the economic scenario of Japan in order to understand this statement. Property prices in Japan have drastically reduced by 75% during the last decade. The urban land price in Japan’s six largest cities dropped by 7.8% (9.2% in real terms) in H1 2009 from the previous year, as reported by Japan Real Estate Institute (JREI). Reason behind this being the frequency and intensity of natural disasters like earthquake, etc., global financial crisis, tough banking policies which make it difficult for buyers and developers to acquire loans. India is no more unaffected by such factors. There is an overall slowdown in demand of property across India. Property prices and rentals are declining which have resulted into the reduction of market capitalization of many listed players in this sector like DLF and Unitech.

Sector Analysis

Indian Real Estate Sector has seen an unprecedented boom during last few years because of the expansion of industrial sector at the rate of 10.8% in 2006-07 and the liberalization policies of government. The Government has allowed FDI in the real sector since 2002 which is a further step in this direction. Many large players like Emaar MGF, Keppel Land, DSP Merril Lynch, Barclays bank and many more have invested a huge sum of money with the objective of developing pan-India projects. But these projects required them to invest an ample amount of money without any surety of returns because of the large number of projects already started which would definitely finish before the completion of the former. 
Economic slowdown of FY 2009 severely affected the Indian real estate sector. Consequently, developers were forced to reduce prices by around 30-40%. Investors which are willing to move out at that time had to wait for the correction in the prices. This has led to the loss of interest on the amount invested for that period. Increase in interest rates have kicked out the small and mid sized firms out of this sector because it involves huge amount of investment in terms of land and construction cost. Also the rising prices of iron, steel, cement and other building materials have put many constraints in completion of the projects on time. So, real estate players would continue to face liquidity constraints in near future and only those players who have got substantial revenues from past deals and projects could expect to sustain. But this scenario may become worse if the properties are not sold off at the right time. 
One most important reason of our recommendation is that of the beta value of the stock which compares the sensitivity of the stock’s price movement with the index. Higher the Beta, higher will be the volatility in the stock price, and hence riskier the investment. The Beta of the market is taken as 1. As compared to it, Beta of one of the listed player in this sector, Unitech, is around 1.8, which means this stock is 1.8 times volatile than the index. This has led to a fall in the value of stocks by 0.33% to 1.37%. High beta realty stocks fell on profit taking. Stocks in this sector have seen significant corrections in the past. Hindustan Constructions, Orbit Corporation has gone down over 25% in the month of March-April this year. Compared to it, Sensex had declined about 8% in that period.

A Comparative Beta Analysis of the India’s top Real Estate Companies is as follows:

	S.No.
	Company
	Beta
	As on Sept. 03, 2009

	
	
	
	Market Price
	P/E Ratio

	1.
	JP Associates
	1.706
	215.2
	30.06

	2.
	India Bulls Real Estate
	1.686
	246.6
	-

	3.
	HDIL
	1.621
	292.8
	16.33

	4.
	Unitech
	1.586
	103.25
	42.49

	5.
	DLF
	1.476
	412.85
	73.99

	6.
	Orbit Corporation
	1.433
	178.3
	37.86

	7.
	Hindustan Constructions
	1.293
	105.2
	28.28


(Source: ShareMasterIndia.com)

In real estate, stock prices could be deemed to be the derivative, deriving its value from the underlying i.e. property. Another reason of ours not to recommend this sector for investment purpose is that most investors believe in a myth that, “Property will always go up in Value”.  Following this preposition, people think that the property prices are going to rise anyhow and they invest in it without searching for the alternate opportunity in the market. According to "Real Estate Investing for Dummies", investing in real estate is not as simple as writing a check and waiting for the property's value to increase. One has to research properly regarding the ownership, title and documentation of the property, so as to prevent him from entering into a fraud deal or fake transaction. Expecting the prices to rise in future is more like speculating rather than investing. And speculation bears a 50-50 probability for profit and loss. So one should avoid taking such risks in order to be on safe side.

With regards to all the points discussed above, we recommend you to avoid investing in Real Estate Sector, because, although it might be providing good returns, but it’s neither stable because of high beta value nor will it last longer being the saturation point is coming up in this sector.
