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US real estate investment trusts (REITs) were essentially flat in October, returning 0.03%1, and have been generally range bound for most of 2017
as the market has focused on higher-growth industries and concerns about a slowdown in the proverbial real estate “cycle”. While this lackluster performance has caused the REIT sector to substantially underperform broader equities by in excess of 1,000 basis points (bps) for the year, REITs have
still posted 5.9% year-to-date returns and are positioning to record a ninth straight year of positive total returns. In addition, over the last 15 years (in
order to pick up the full impact of the financial crisis for comparison), equity REITs have annualized returns of 10.98% as compared to 10.04% for
the S&P 500 Index and have also outperformed the S&P 500 Index over 20-, 30-, and 40-year time periods.
Most commercial real estate sectors are performing well, though after multiple years of recovery, property-level growth is slowing marginally. With
the third quarter earnings season effectively complete, 2017 expectations have held steady with approximately 80% of REITs meeting or beating third
quarter estimates and 57% raising 2017 guidance.1 However, while many companies have not issued 2018 guidance, of those that did, the majority
issued below current estimates and noted a more cautious stance on next year. To that end, the tough response to REITs during the earnings season
suggests that investors remain skittish as performance gaps are widening between both sectors and regions as slack demand, new supply, and/or margin
pressures are hitting some pockets of the real estate market. There has historically been a wide yearly performance gap between different sectors, but
2017 is proving to be excessive in this regard with distinct have and have-nots. On the “have” side, industrials, multifamily and diversified (namely
technology-related REITs) have been the leading sectors. The “have nots” are primarily retail REITs which are battling negative sentiment and select
erosion in some fundamentals due to underlying retail tenant health.
The results also suggest that we are in a mature phase of the cycle, (likely in the later stages of that phase). Most of the core sectors show slowing
underlying property net operating income (NOI) growth with estimates for 2017 in the mid-to-low 3% range. Looking forward to 2018, the overall
economic climate remains constructive to the real estate asset class with GDP and jobs growth bolstered by high consumer and business confidence
and some cooling in construction levels in recent months that will ease new supply deliveries.
Finally, even though legislators are still working through the initial Republican tax plan proposal, it seems to us that the real estate industry will not
be impacted negatively. To date, continuation of interest expense reductions, maintaining the 1031 exchange, and REIT dividends potentially taxed
at 25% are supportive to real estate. In addition, any change to home mortgage deductibility would be an added tailwind to single-family rental and
multifamily REITs.
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US Real Estate Market Returns by Property Type
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As of 31 October 2017
For illustrative purposes only. The performance quoted represents past performance. Past performance is not a reliable indicator of future results. This is not intended to
represent any strategy or product managed by Lazard. The indices are unmanaged and have no fees. One cannot invest directly in an index.
Source: FTSE, NAREIT, Standard and Poor’s
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REITs continue to struggle as broader equities have not had a down
month since Fall 2016, growth is favored over value (which is where
REITs are generally catalogued), and real estate appears to be in a late
mature phase of its cycle. Further, REIT trading behavior has been
very range bound throughout the year, with the stock prices essentially oscillating between +/- 4%. However, the aggregate numbers do
hide a wide discrepancy in sector performance with almost a 40-percentage point return difference between the best (industrials) and
worst (regional mall) sectors. REIT preferred securities have benefited
from the yield environment, gaining 7.4% this year.

As of 31 October 2017
For illustrative purposes only. The performance quoted represents past performance.
Past performance is not a reliable indicator of future results.
Source: Bloomberg

Real Estate Fundamentals
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Property-level NOI growth is moderating, but continues to trend
above inflation. A combination of solid economic growth and moderate levels of new construction can help NOI growth remain at a
rate above inflation. After increasing by 3.8% in the first quarter,
same-store NOI growth slowed in the second quarter with estimated
growth of approximately 3.3%, which should be sustained. However,
not all sectors are at the same point in the overall cycle. Businessorientated sectors are leading, the industrials sector is enjoying strong
growth, and the office sector is accelerating slightly. In contrast, earlier recovering sectors such as apartments are moderating.

Forecasted or estimated results do not represent a promise or guarantee of future results
and are subject to change.
Source: NAREIT 2017, S&P Global Market Intelligence

Underlying Property Values
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US property prices fell from recent peak levels, down 2.9% over the
last three months.2 Prices are still up 4.5% for the year, and 11%
above prior peak levels. Commercial real estate continues to benefit
from increased allocations across most investor categories globally,
which has led to significant amounts of “dry powder” for real estate
investments with over 60% of institutions under-invested relative to
target allocations.3 Near term, there is a lack of product for sale, both
on the individual and portfolio levels. On average, monthly sales
volumes are down 11% from 2016 primarily due to a large decline
in CBD office sales.
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Listed Real Estate Valuations
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The REIT market as represented is a basket of 53 large and investable REITs across all
sectors, as identified and selected by SNL Financial. The basket also includes companies that over time have gone private or merged in order to avoid survivor bias in the
historical data.

REIT valuations have been trending at slight discounts since Fall
2016. This is below the sector’s 2% –3% long-term average premium and its close-to-zero average premium since 2005. Property
sales suggest that prices continue to creep higher.4 The discount
to NAV in late 2007 preceded a downturn in property prices, but
in the three times (current time frame excluded) since then, when
REITs traded at a NAV discount, a property price correction did
not materialize. The combination of solid demand for US assets
from both foreign and domestic investors and a steadily growing
economy should support asset prices even with a moderate rise
in yields. However, the recent geopolitical instability could affect
inbound foreign capital.

Source: SNL Financial
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Corporate Baa bond yields have been generally flat for a few months
as economic and inflation growth expectations have moderated
from the initial election euphoria. Year to date, Baa bond yields
have fallen by approximately 40 bps. This has caused the spread
between REIT implied cap rates and the yield on Baa bonds to
widen by approximately 40 bps. The current spread of 190 bps is 90
bps higher than at the beginning of 2016.
Further rate hikes can jeopardize this cushion, but for now suggest
that relative value remains solid within the real estate space.

As of 31 October 2017
The REIT market as represented is a basket of 53 large and investable REITs across all
sectors, as identified and selected by SNL Financial. The basket also includes companies that over time have gone private or merged in order to avoid survivor bias in the
historical data.
Source: SNL Financial

Price-to-Funds from Operations (P/FFO)

As of 31 October 2017

REIT P/FFO valuations have moderated as earnings have been
growing faster than price appreciation and are now trading at its
long-term average of 16.5x P/FFO multiple. Third quarter earnings
have been slightly better than expected, due partially to earnings
guidance feeling overly conservative. REIT earnings remain very
stable and have grown in the mid-to-single digits annually. With
dividend payout ratios still low, this earnings growth should translate into comparable dividend growth. REIT 5% –7% earnings
growth expectations in 2017 and 2018 are not that different than
the 6% third quarter S&P 500 earnings growth, but is below the
10% growth expectations for 2018.

The REIT market as represented is a basket of 53 large and investable REITs across all
sectors, as identified and selected by SNL Financial. The basket also includes companies that over time have gone private or merged in order to avoid survivor bias in the
historical data.

Note: P/FFO is the standard REIT equivalent of the price-toearnings (P/E) ratio.
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Notes
1 Source: S&P Global Intelligence
2 Source: CoStar Commercial Real Estate Investment Grade Index
3 Source: Hodes Weill 2017 Institutional Real Estate Allocations Monitor
4 Source: CoStar US Composite Index

Important Information
Published on 16 November 2017.
This document reflects the views of Lazard Asset Management LLC or its affiliates (“Lazard”) based upon information believed to be reliable as of 31 October 2017. There is no guarantee
that any forecast or opinion will be realized. This document is provided by Lazard Asset Management LLC or its affiliates (“Lazard”) for informational purposes only. Nothing herein constitutes
investment advice or a recommendation relating to any security, commodity, derivative, investment management service or investment product. Investments in securities, derivatives and commodities involve risk, will fluctuate in price, and may result in losses. Certain assets held in Lazard’s investment portfolios, in particular alternative investment portfolios, can involve high degrees
of risk and volatility when compared to other assets. Similarly, certain assets held in Lazard’s investment portfolios may trade in less liquid or efficient markets, which can affect investment performance. Past performance does not guarantee future results. The views expressed herein are subject to change, and may differ from the views of other Lazard investment professionals.
This document is intended only for persons residing in jurisdictions where its distribution or availability is consistent with local laws and Lazard’s local regulatory authorizations.
Please visit www.lazardassetmanagement.com/globaldisclosure for the specific Lazard entities that have issued this document and the scope of their authorized activities.
The performance of investments in real estate and real estate related securities may be determined to a great extent by the current status of the real estate industry in general, or by other factors (such as interest rates and the availability of loan capital) that may affect the real estate industry, even if other industries would not be so affected. The risks related to investments in realty
companies include, but are not limited to: adverse changes in general economic and local market conditions; adverse developments in employment; changes in supply or demand for similar or
competing properties; unfavorable changes in applicable taxes, governmental regulations, and interest rates; operating or development expenses; and lack of available financing. An investment
in REITs may be affected or lost due in part to the fluctuation with the value of the underlying properties of the investment. An investment in REITs may be affected or lost if the REIT fails to comply with applicable laws and regulations, including tax regulations, specifically, the failure to qualify as a REIT under the Internal Revenue Code of 1986, as amended.
Equity securities will fluctuate in price; the value of your investment will thus fluctuate, and this may result in a loss. Securities in certain non-domestic countries may be less liquid, more volatile,
and less subject to governmental supervision than in one’s home market. The values of these securities may be affected by changes in currency rates, application of a country’s specific tax laws,
changes in government administration, and economic and monetary policy. Small- and mid-capitalization stocks may be subject to higher degrees of risk, their earnings may be less predictable,
their prices more volatile, and their liquidity less than that of large-capitalization or more established companies’ securities. Emerging markets securities carry special risks, such as less developed or less efficient trading markets, a lack of company information, and differing auditing and legal standards. The securities markets of emerging markets countries can be extremely volatile;
performance can also be influenced by political, social, and economic factors affecting companies in emerging markets countries.
FTSE International Limited (“FTSE”) © FTSE 2017. “FTSE®” is a trade mark of the London Stock Exchange Group companies and is used by FTSE International Limited under licence. All rights
in the FTSE indices and/or FTSE ratings vest in FTSE and/or its licensors. Neither FTSE nor its licensors accept any liability for any errors or omissions in the FTSE indices and/or FTSE ratings or
underlying data. No further distribution of FTSE Data is permitted without FTSE’s express written consent.
Fixed income and preferred securities are subject to credit risk, interest rate risk, and call and reinvestment risk. The strategy’s investments in lower-rated, higher-yielding securities are subject
to greater credit risk than its higher-rated investments. Junk bonds tend to be more volatile, less liquid, and are considered speculative, and a strategy may not be able to sell certain securities at
the time and price it would like.
Non-domestic securities carry special risks, such as exposure to currency fluctuations, less developed or less efficient trading markets, political instability, a lack of company information, differing
auditing and legal standards, and, potentially, less liquidity. The strategy may invest in a smaller number of issuers than other, more diversified, investment portfolios, and therefore the strategy’s
net asset value may be more vulnerable to changes in the market value of a single issuer or group of issuers and may be relatively more susceptible to adverse effects from any single corporate,
industry, economic, market, political, or regulatory occurrence.
Derivatives transactions may cause a strategy to experience losses greater than if the strategy had not engaged in such transactions. Investments in derivatives are subject to many of the risks of, and
can be highly sensitive to changes in the value of, the related security or index. As such, a small commitment to derivatives could potentially have a relatively large impact on a strategy’s performance.
Wells Fargo Hybrid and Preferred Securities and “WHPS” are service marks of Wells Fargo & Company. Wells Fargo & Company does not guarantee the accuracy or completeness of the Wells
Fargo Hybrid and Preferred Securities REIT Index and shall have no liability for any errors, omissions, or interruptions to publication. Wells Fargo & Company does not sponsor or advise any product or service that references WHPS, nor does Wells Fargo & Company represent that any use of WHPS by any person is appropriate, suitable, or fit for the uses to which it is put.

