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From a day-to-day perspective, real estate investment trust (REIT) stock prices would suggest very turbulent times for the real estate industry, with
heated debate around the future of the sector. For example REITs have been either up or down by more than one percentage point on eighty-eight
trading days through the end of October, with ten of those in October alone. However, REITs outperformed broader equities in October even though
the sector declined 2.8%, and are down marginally for the year, at -1.3% (which isn’t exactly suggesting gloom and doom). In fact, as we have discussed in past reports, the fundamentals for real estate across multiple metrics remain quite solid.
The just completed third quarter REIT earnings season should be viewed as better than expected, in our view, with broad guidance raises in multiple
sectors including residential, industrials, and self-storage. The results support the general stability of US real estate across sectors and add weight to
expectations that growth will continue into 2019. Certainly there are always some areas of concern, and it is likely we will remain in the mature phase
of the cycle, but even some sectors where there had been increasing concern (retail shopping centers and self-storage) look to have stabilized heading into 2019. For the third quarter earnings season, 87% of companies met or beat estimates (same percent as second quarter earnings) while 83%
raised or maintained 2018 guidance.1 This builds on trends earlier in the year as real estate continues to be propelled by strong GDP growth and both
consumer and business confidence numbers. As such, and when combined with slightly rising inflation (which is good for real estate rents), real estate
demand is impacted positively. In addition, the notion that net asset valuations are an important valuation metric for REITs continues to be proven
through both M&A activity and increased share buybacks across many sectors. Over time, this should help to support a valuation “floor” for many
companies and at least for now, highlights the extent of the theoretical valuation disconnect across real estate.
The sector is still battling the trifecta of potentially higher rates, an aging real estate cycle, and the market’s focus on growth over value (though this
last leg of the trifecta is showing signs of weakening). This has kept REITs perennially chasing broader equity returns with the sector underperforming
broader equities by 25% since the end of 2016 and slightly in excess of 4% year to date. Based on this trifecta, REIT mutual funds have experienced
outflows through the year, which now stand in excess of $19 billion in fund outflows year to date and could reach $22 billion when Japan-based funds’
over distribution of dividends is included (this is on top of the approximate $16 billion in outflows in 2017).2
We believe the strong relative performance in October should serve as a reminder of the support an allocation to REITs can provide a portfolio over
time, especially when market conditions change. In a volatile world, we believe that durability of cash flows and in turn, dividends, should become
valued. Past may not be prologue, but looking back to another time of uncertainty, the end of 2000 through 2006 was among the best relative and
absolute performance periods for REITs. During this time, REITs returned 200 percentage points more than the S&P 500 Index. As we have referenced
before, “real estate cannot be lost or stolen, nor can it be carried away” (as stated by Franklin D. Roosevelt). That is, to rephrase less elegantly, real estate
has a durability and a link to local economics (and not to mention a contractual aspect to its cash flows … leases) which does insulate it from shorterterm swings thereby making real estate cash flows less exposed to the global environment. Hopefully more value will be ascribed to that ballast role.
Based on increasing real estate allocations by institutional investors, this value is seen by investors, just not yet transferred to the listed real estate markets.
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While US REIT absolute returns were weak in October (-2.8%),
the sector outperformed the S&P 500 by approximately 400 basis
points (bps). Combined with strong performance in the second
quarter, REITs have narrowed the underperformance gap, but
the sector’s -1.3% year-to-date return is lagging S&P 500 returns
by 430 bps in 2018. The recent strong relative performance was
due to a reversal of the market’s earlier “risk-off” perspective and a
shift toward value, but as we have witnessed for some time, REIT
fortunes remain tied to movements in the 10-year Treasury yield.
The market seems to be discounting REIT growth as investors
contemplate an end of a decade-long real estate “up cycle.” Lastly,
the aggregate numbers still hide a wide discrepancy in sector performance with an approximate 25 percentage point return difference
between the best (Regional Malls) and worst (Diversified) sectors
over the last 12 months.
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Indicative of a sector multiple years into its cycle, property-level
NOI growth has moderated (from 4.9% in Q1 2016 to 2.6% in Q1
2018), though it continues to trend above inflation. The combination of good GDP growth and generally moderate levels of new
construction are constructive to future NOI growth, and if the
improvement in growth from Q1 to Q2 is any indication, the sector
has hit an NOI growth base in the mid-to-high 2% range as the
residential and retail sectors witness a mild acceleration in growth
rates.
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US commercial real estate prices are up 5.1% through the first ten
months of 2018, after having been generally flat for the second
half of 2017 (data lags by one month).3 This puts property pricing
about 19% above prior peak levels and almost 100% up since the
recession lows of late 2009. Importantly, the price gains have been
recorded across all core property sectors with transaction volume
also increasing. Commercial real estate continues to benefit from
increased allocations across most investor categories globally, and
this has translated into still-significant amounts of “dry powder” for
real estate investment with institutions increasing target allocations
to real estate by 30 bps to 10.4% in 2018. Based on current
valuations, 60% of institutions are underinvested to their targets by
an average of 200 bps.4
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Listed Real Estate Valuations
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REITs are back to trading at double-digit discounts to underlying
NAV at -10%, and continues the sector’s longest continual valuation below NAV since the financial crisis. This is substantially below
the sector’s long-term historical 2%–3% long-term average premium. However, with the discounts to NAV since October 2016,
the sector’s shorter-term average since 2007 has now been pulled
down to par with NAV. While private real estate prices may fall
prospectively, the evidence from property sales 5 suggests that prices
remain strong across most sectors. The steadily growing economy,
still lower rate of new construction, and solid demand for US real
estate should support asset prices even if rates rise modestly.

Source: SNL Financial
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After bouncing higher by approximately 70 bps through the first
four months of 2018, Corporate Baa bond yields remained in a
narrow range for a few months until starting an upward march
in September. Yields have now increased by 100 bps for the year.
With REIT prices generally range bound during the back half of
2018, the spread between bond yields and REIT implied cap rates
narrowed by approximately 40–50 bps to 150 bps from the end of
2017. This level is approximately 30 bps narrower than the average
spread since 2009. Further rate hikes can jeopardize this cushion,
but for now suggests that relative value is likely fair, but certainly no
longer “cheap” as a bond proxy.

Source: SNL Financial.
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REIT P/FFO valuations are now a full multiple turn below the
long-term average of 16.5x P/FFO. With the third quarter 2018
earnings season just concluding, the results can be viewed as good
for many of sectors (multifamily, office, industrials, retail), but
with only a few pockets of weakening same-store growth heading
into 2019 (health care). Overall, the vast majority of REITs have
either met or beat analyst estimates, but few companies have issued
2019 expectations. The results continue to demonstrate that REIT
earnings are very stable, and are growing in the mid-single digits
annually. In addition, REIT earnings are more “local economy
dependent” rather than “global economy dependent” given REITs’
lower earnings volatility compared to other sectors. With dividend
payout ratios still low, this earnings growth should translate into
comparable dividend growth. Through September, 78 US real estate
companies have announced dividend increases. 6
Note: P/FFO is the standard REIT equivalent of the price-toearnings (P/E) ratio.
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Notes
1 Source: Bank of America Merrill Lynch
2 Source: Citi Investment Research
3 Source: CoStar’s Commercial Real Estate Investment Grade Index
4 Source: 2018 Institutional Real Estate Allocations Monitor
5 Based on the CoStar US Composite Index
6 Source: S&P Global Intelligence
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