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What was the catalyst for the sell-off in U.S. property
stocks YTD?

• The recent interest rate related “taper
tantrum” sell-off in U.S. REITs may
present a buying opportunity for longterm investors

Since January, U.S. property stocks corrected by -13.4%. The
primary catalyst for this poor performance was concern that
the U.S. Federal Reserve would begin to raise interest rates
later this year. This rattled both equity and debt markets
as the U.S. 10-year Treasury yield ultimately climbed by 71
basis points from January to the end of June.

• Real estate fundamentals are
strengthening and REITs’ valuations are
attractive

How have real estate stocks historically performed during
periods of rising interest rates?

• U.S. REITs have historically delivered
a 26% return, on average, over the
12-month period following stock price
corrections related to rising interest rate
concerns

Based on our analysis, there have been seven periods during
which REITs have corrected by approximately 10% or more
due solely to a material interest rate movement and not a
change in real estate fundamentals or a change in access to
capital.
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Past performance is no guarantee of future results.
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In each of these periods, REIT total returns underperformed
equity market returns short-term but, thereafter, delivered
subsequent periods of strong absolute returns, and
generally outperformed the broader equity market. Over
the next 12 months following an interest rate driven
correction, the U.S. REIT Market had an average return of
26%, roughly 11% greater than the broader equity market
return. These conclusions are based on the U.S. REIT and
S&P equity indices data shown in Exhibit 1.
We believe the impact of rising interest rates on property
stocks has largely played out, thus creating a buying
opportunity that has historically been advantageous
to investors following short-term corrections, as the
economy is improving and real estate fundamentals are
strengthening.
What market conditions would be positive for REITs?
Increasing interest rates are often a sign of an improving
economic environment. Commercial real estate is
generally a direct beneficiary of economic growth since
improving economic conditions ultimately translate to rising
occupancy levels, rental rates, net operating income, and
potentially capital values. In an environment where interest
rates are increasing as a result of improving economic
vitality, listed REIT fundamentals may improve as a result
of an increase in demand for commercial real estate. This
would particularly be true within a framework of muted new
construction supply, which in the U.S. and globally generally
holds true at present. These dynamics would potentially
lead to rising revenues, earnings, dividends and net asset
values.
More broadly, a steepening yield curve typically reflects an
improvement in economic conditions which later generally
translates to increased demand for commercial real estate

and rising real estate cash flows.
What type of environment are REITs in today?
While further changes in interest rates will, as always,
depend on future economic data and central bank actions,
we believe it is likely that rates will move higher over time in
tandem with improving economic conditions. This is being
reflected in a steepening yield curve.
Market volatility and related investor worries have arguably
set up a “buying opportunity,” since we believe that real
estate values will remain static if not increase further, given
continued high investor demand and the low interest rate
environment we expect to live in over the next few years.
We expect cap rates to continue to remain low by historical
standards despite the recent upward shift in interest rates.
Demand for real estate remains high, given the desire
for yield and the significant capital seeking commercial
real estate from sources including institutional investors,
sovereign wealth funds, private equity and listed property.
Additionally, lower cap rates in a historical context are
completely rational given the lower trajectory of the yield
curve and related benign inflationary pressures. Following
the recent sell-off, we estimate that U.S. listed property
companies trade at valuations which are at an 8% discount
to our estimates of the private market value of the real
estate they own versus a long-term average of a 2%
premium, an attractive value proposition versus estimated
private market value.
U.S. REITs’ performance for the month of July (through July
16th) has generated a strong 5.4% return as interest rate
jitters have abated and solid fundamentals and attractive
valuations are again rewarding investors who have begun
capitalizing on the “taper tantrum” correction.
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