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REITs as a Potential Income Solution
Amid Persistent Inflation

Editor’s Note: Please see the glossary at the end for all terms highlighted in found in the
order that they appear.

This year, the volatile market environment is forcing investors to re-consider how to position their

portfolios as inflation continues to put its stamp on the economy. Real estate assets are popping up
Income on investors’ radars recently given the strength of these underlying markets and their ability to pass
through rising input costs to tenants. Real estate investment trusts (REITs) are one potential solution
for income investors that may be attractive in higher rate environments like the one we’re seeing
today. REITs traditionally offer above the S&P 500 yield because of the nature of the businesses and
cash flows received. Maybe even more importantly, REITs can also be a hedge against inflation, which
has turned into a major storyline in the economy today and one that investors are struggling to grapple
with. Similar to broad equities, certain REITs sectors offer more growth or value tilts than others, and
their performance has varied dramatically over the past few years.

In this piece, we explore why REITs should be evaluated today, and how investors can use either a
broad basket of REITs or certain segments of REITs for pursuing their income needs.

Key Takeaways

= REITs are generally backed by real assets, often with track records as inflation hedges in
terms of total returns and dividend growth.

=  Historically, REITs have offered an attractive dividend yield that was higher than broad
equities or fixed income. REITs can also offer a potential diversification benefit to a portfolio.

=  Mortgage REITs can provide additional yield potential and exposure to a different segment of
the real estate market through mortgages, as opposed to real assets.

REITs Income and Expense Structures

REITs earn income from rentals on property, but the nature of rental income can vary by specific
company/ property or REIT sub-sector, such as: length of contract, rental amount basis; fixed dollar
amount or percentage of sales component, and whether the contract includes a specific inflation
adjustment clause.

A short duration contract, such as hotels which set a nightly rate, allows prices to be adjusted very
quickly in response to market pricing or inflation. Conversely long-term lease agreements may contain
rental escalation clauses, where the rental amount is increased periodically with inflation and so
provide explicit inflation protection.

On the expense side of REITs contracts, rental agreements can range from various net leases to
gross leases. A gross lease essentially means the tenant pays one bill, and from this the building
owner pays the various operating costs (taxes, insurance, utilities, maintenance). In an inflationary
environment a gross lease may leave the building owner exposed to rising costs which could impact
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their margins. Interest costs are also a major expense for REITs, but with about 80% of REITs debt on
fixed rates, REITs are less immediately exposed to rising interest costs.*

REITs have grown in recent decades to become a major component of listed markets. U.S. listed
REITs have a market capitalization of over $1.6 trillion, and own assets worth over $2.5 trillion (as of
Q1 2022).2 The total commercial property market (listed and unlisted) has been estimated at $20
trillion, with approximately 9% of the market owned by listed REITs which is a large increase on the
1% ownership in the mid-1990’s.3

REITs Can Be a Hedge Against Inflation

Historically when U.S. inflation is high, REITs have tended to outperform global equities, while
underperforming in periods of low inflation as illustrated in the chart below. The US Federal Reserve
(Fed) targets an average inflation rate of around 2%, with sustained periods of inflation above or below
this likely to require Fed intervention.* Therefore, we have defined low inflation as periods when US
consumer price inflation is above 0% but below 2.5% and high inflation as periods when it is above
2.5%.

REITs PERFORMANCE IN LOW AND HIGH INFLATION PERIODS

Sources: Global X ETFs with information derived from: Federal Reserve Bank of St. Louis and Bloomberg, L.P. (n.d.).
[Inflation measured by annual CPI (Consumer Price Index) change; Low inflation periods measured as periods below
2.5% and above 0%, high inflation periods measured as periods above 2.5%; Return shown is the average for identified
periods; Monthly returns from February 28 2005 to July 312022. Asset classes represented by: REITs, FTSE EPRA
NAREIT Developed Index; Global Equities, MSCI ACWI Index.] [Data set]. Retrieved August 30, 2022 from Globhal X ETFs
Bloomberg terminal.
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Real estate can be a good inflation hedge due to the structure of rental contracts as discussed earlier.
In addition, the replacement cost of constructing a property can rise due to inflation in the cost of
materials and labour. This should result in the price of properties being supported by inflation.

Inflation is typically measured as consumer price inflation (CPI) and measures the annualized inflation
in price of a basket of goods in the U.S.. This basket of goods includes rent related components under
‘shelter’, which comprises 32.8% weight of the CPI.® Essentially property rental, particularly residential,
can be considered a good inflation hedge as it is a major component of what we term inflation. The
main rent component of shelter in CPI, owners equivalent rent, has averaged 2.6% per year over the
last 20 years, compared to 2.3% for US CPI. Residential REITs make up 15.5% of the global REITs
index.®
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RESIDENTIAL RENT HAS GROWN FASTER ON AVERAGE THAN CPI OVER THE LONG TERM
Sources: Glohal X ETFs with information derived from: Federal Reserve Bank of St. Louis. (n.d.). FRED economic data:
St. Louis Fed. Data as of June 30, 2022 and retrieved on August 16, 2022.
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Note: Rental growth is measured as annual change in Owner’s Equivalent Rent.

REITs Can Offer High Dividend Yields

REITs have tended to offer higher dividend yields than global equities, and grow their dividends faster
than inflation on average. For investors the ability for income to keep up with inflation is important for
considering spending power. The chart below shows REITs’ dividend growth has averaged 4.5% over
the last 10 years, beating the annual inflation average of 2.8% during this period.

REITs AND GLOBAL EQUITIES DIVIDENDS HAVE ON AVERAGE GROWN FASTER THAN
U.S. INFLATION

Sources: Global X ETFs with information derived from: Bloomberg, L.P. (n.d.). Average annuals are over the 10 years
from 2013 to 2022, as of 30 June each year.; Inflation is represented by US Consumer Price Inflation; Asset classes are
represented as follows: Equities, MSCI ACWI Index; REITs, FTSE EPRA NAREIT Developed Index; Data as of

June 30, 2022 [Data set]. Retrieved on August 30, 2022 from Global X Bloomberg terminal.
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REITs can be attractive dividend payers for these fundamental reasons:

=  The REIT structure requires high payout ratios: REITs are required to pay out a proportion of
earnings (excluding capital gains) each year to investors. In the U.S., for example, this is set at
90% of earnings. Conversely, other high cash flow companies without this requirement can
elect to fund growth opportunities or buy back shares in lieu of dividends. The REIT structure
itself is well suited to generating income for this reason.

= Real estate rental income tends to be relatively frequent and stable: Tenants tend to be
consistent payers of rent for listed REITs; delinquency data on commercial mortgage backed
securities (CMBS) may provide insight into the underlying default rates of REITs tenants,
assuming commercial mortgages and rent payment have similar delinquency rates, with one
CMBS delinquency index recording defaults at 2.05%, compared to 1.31% pre-pandemic.”

=  High historical margins: REITs tend to be quite high margin businesses, with an
of 41.4% for REITs comparing favourably to the MSCI ACWI 14.1%.8

The chart below shows that REITs historically have offered a yield pick-up over many other traditional
asset classes. Most recently, the spread between REITSs’ dividend yields and fixed income yields has
narrowed with interest rates rising. In our view, there is room for REITs to grow their earnings and
dividends given the higher inflation backdrop.

REITs HAVE HISTORICALLY OFFERED A YIELD ADVANTAGE OVER OTHER ASSET CLASS

Sources: Global X ETFs with information derived from: Bloomberg, L.P. Asset classes represented by: REITs, FTSE
EPRA NAREIT Developed Index; Global Equities, MSCI ACWI Index; Bonds, Bloomberg US Aggregate Bond Index;

10 Year Treasury, 10 Year Constant Maturity Treasury; Data as of July 29, 2022 [Data set]. Retrieved on July 29, 2022
from Global X Bloomberg terminal.

6.0%
5.0%
4.0%
3.0%
2.0%
1.0%
&° @0&@@\‘0 E \\\\\Q@b $§b®,§® \\@\@@\,@ ey N

= REITs MSCI ACWI

Corporate Bonds = 10 Year Treasury

Different REIT Segments Provide a Range of Exposures Across the Economy

Within REITs sub-sectors, there has been a high degree of variance in performance pre- and post-
COVID-19. The chart below shows how industrials, self-storage, and residentials outperformed
following the beginning of the COVID-19 outbreak due to shifts in consumer behaviour. More recently,
the lower-yielding sectors have underperformed as they tend to be the more expensive REITS and
have been impacted by rising rates in 2022 more than other sub sectors. As interest rates rise, this can
be negative for real estate values as commercial real estate is often valued using discounted cashflow
or (cap rate) measures, which incorporate a discount rate for valuation.
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INDUSTRIALS, SELF-STORAGE, AND RESIDENTIALS HAVE OUTPERFORMED SINCE
THE COVID OUTBREAK

Sources: Global X ETFs with information derived from: Bloomberg, L.P. Performance is cumulative return from
December 31, 2019; REIT sub sectors are represented by: Overall, FTSE EPRA NAREIT Developed Index; Office,

FTSE EPRA NAREIT Developed Office Index; Healthcare, FTSE EPRA NAREIT Developed Healthcare Index; Residential,
FTSE EPRA NAREIT Developed Residential Index; Industrial, FTSE EPRA NAREIT Developed Industrial Index; Self
Storage, FTSE EPRA NAREIT Developed Self Storage Index; Retail, FTSE EPRA NAREIT Developed Retail Index;

Data as of June 30, 2022 [Data set]. Retrieved on July 29, 2022 from Global X Bloomberg terminal.
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The cap rate is used in real estate as a valuation or expected return metric. We can use cap rates to
view the relative valuations of REITs by sector, country, or over time. The below chart shows the
overall REITs historic cap rate, and we can see that as REITs have fallen in value in 2022 they have
returned to their longer term average.

OVERALL REIT CAP RATES HAVE RETURNED TO THEIR LONG TERM AVERAGE
Sources: Global X ETFs with information derived from: Bloomberg, L.P. REITs measured by FTSE EPRA NAREIT
Developed Index; Data as of June 30, 2022 [Data set]. Retrieved July 29, 2022 from Global X Bloomberg terminal.
Forward looking metrics are not indicative of future results.
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Cap rates reflect both income and market price, and some sectors like retail and office have seen
income fall due to structural trends such as e-commerce increasing share over in-store commerce, as
well as impacts from COVID-19 and the subsequent changes in consumer behaviour.

SELF STORAGE AND RETAIL OPERATING INCOMES HAVE DIVERGED

Sources: Global X ETFs with information derived from: Bloomberg, L.P. Operating income shown as percentage growth
from December 31, 2012, measured on a quarterly basis. Self Storage is measured by FTSE EPRA NAREIT Developed
Self Storage Index; Retail is measured by FTSE EPRA NAREIT Developed Retail Index; Data as of June 30, 2022

[Data set]. Retrieved on July 29, 2022 from Global X Bloomberg terminal.
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Investors should therefore consider income prospects of REIT sub sectors, as well as the valuation
implied by cap rates. The table below compares cap rates at the sub sector level compared to their
long term average. The divergence in REITs sector performance also illustrates that, while
diversification does not ensure a profit or guarantee against a loss, it is importance to consider
investing in a diversified portfolio of REITs.

REIT SUB SECTORS CAP RATES VS LONG TERM AVERAGE

Sources: Global X ETFs with information derived from: Bloomberg, L.P. (n.d.}. [Long Term Average measured as the
average of quarterly cap rates from December 31, 2012 to June 30, 2022] [Data set]. Retrieved on July 29, 2022 from
Global X Bloomberg terminal.

REIT Sub Sector 30 June 2022 Cap Rate Long Term Average Cap Rate

Retail 3.2% 41%
Self Storage 3.2% 3.3%
Industrial 3.4% 2.9%
Office 3.4% 4.2%
Residential 4.9% 5.2%
Diversified 6.5% 6.8%
Hotel/ Lodgings 0.0% 2.6%
Healthcare 1.8% 2.8%

In addition to sub sector diversification, REIT investors can also seek geographic diversification to seek
potential higher yields and differing exposures. Developed REIT markets outside the U.S. are located
across Japan, the UK, Hong Kong, Australia and others. The REITs in these markets have more of a
bias towards the diversified and office sub sectors than the U.S. The chart below compares the historic
dividend yields of the US and international REITs, we can see that over the last 12 months
international REITs have offered a higher dividend yield than the U.S.
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U.S. REITs DIVIDEND YIELDS ARE NOW LOWER THAN DEVELOPED MARKET PEERS
Sources: Global X ETFs with information derived from: FTSE Russell. Data represented by the FTSE EPRA Nareit
Developed ex US Index and FTSE EPRA Nareit United States index, August 31, 2012 to July 29, 2022] [Data set].
Retrieved on July 29, 2022.
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Mortgage REITs Can Be a Diversifying Yield Enhancer

Mortgage REITs (MREITs) are different from equity REITs in that they don’t own underlying property,
but instead originate, own, and trade mortgage securities, and in doing so provide liquidity to the
mortgage industry. The between MREITs and equity REITs is 0.84 over the last 5 years
and 0.78 over the last 10 years.® This relatively high correlation is driven by demand for mortgages
tending to track low interest rates, which also tends to be a positive for equity REITS.

EQUITY AND MORTGAGE REITs CORRELATION ROSE FOLLOWING INTEREST RATES
FALL TO NEAR ZERO LEVELS

Sources: Global X ETFs with information derived from: Bloomberg, L.P. (n.d.). Asset classes represented by:

Equity REITs, FTSE EPRA NAREIT Developed Index; Mortgage REITs, FTSE NAREIT Mortgage REITs Index. Correlation
based on monthly returns over a rolling 36 month period [Data set]. Data as of and retrieved on July 29, 2022 from
Global X Bloomberg terminal.
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However, MREITs are also influenced by different variables than typical equity REITs. MREITs borrow
money at short-term rates and invest in mortgage-backed securities (MBS) which pay a return typically
linked to long-term interest rates, with the most common U.S. mortgage length fixed for 30 years.™
Importantly, for MREITSs this borrowing creates a leverage effect which can boost returns when they
are positive, or potentially result in losses, and is the driver behind MREITs offering such high dividend
yields. While still leveraged, the leverage ratio of MREITs has fallen materially from around 11.0x prior
to the Global Financial Crisis (GFC), to around 3.8x today.!*

MREITs DEBT TO EQUITY RATIOS HAVE FALLEN DRAMATICALLY SINCE THE GFC
Sources: Global X ETFs with information derived from: Bloomberg, L.P. MREITs represented by FTSE NAREIT
Mortgage REITs Index] [Data set]. Data as of and retrieved on July 29, 2022 from Global X Bloomberg terminal.
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Interest rate volatility, as experienced in 2022, can impact MREITs’ performance. For example, the 2-
year U.S. Treasury began 2022 at 0.78%, rising to 3.45% in mid June. The spread between 2 year and
10 year yields has ranged from +89bps to -48bps in 2022.12 Another headwind for MREITs this year is
that the yield curve has inverted with short-term rates rising more than long-term rates. The chart
below shows the steepness of the yield curve compared to rolling 12-month MREITs performance.

MREITs PERFORMANCE AND YIELD CURVE STEEPNESS

Sources: Global X ETFs with information derived from: Bloomberg, L.P. MREITs represented by FTSE NAREIT
Mortgage REITs Index; 2s10s Spread is measured as the yield on the 10 Year Treasury Note less the yield on the
2 Year Treasury Note [Data set]. Data as of and retrieved on July 29, 2022 from Global X Bloomberg terminal.
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Mortgage REITs can offer attractive high yield potential due to their leveraged nature. The chart below
shows that MREITs have offered yields of close to or above 10% for much of the past 7 years,
materially higher than equity REITs.

MREITs HAVE HISTORICALLY OFFERED A YIELD PREMIUM OVER EQUITY REITs

Sources: Global X ETFs with information derived from: Bloomberg, L.P. MREITs represented by FTSE NAREIT Mortgage
REITs Index; Equity REITs represented by FTSE EPRA NAREIT Developed Index [Data set]. Data as of and retrieved
July 29, 2022 from Global X Bloomberg terminal.
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Conclusion

Equity REITs have outperformed broad equities year to date, with equity REITs down 6.0% and
mortgage REITs down 13.1% compared to a decline of 13.1% for global equities.1® The general
decline in risk assets has occurred as investors have looked to reduce risk exposures and sold
equities- particularly those which may be more sensitive to rising interest rates, with the

index falling by 20.7% over the year to date.* We are positive on the outlook for REITs given their now
attractive yields and yield pick-up relative to traditional fixed income and equity. Particularly relevant in
the current macroeconomic environment is that REITs have a track record of outperforming broad
equities when inflation is strong and increasing dividends at a faster rate than inflation on average.
Also, we view MREITs as an attractive REIT portfolio diversifier and potential yield enhancer.

In this macroeconomic environment of high inflation, we view REITs’ regular income streams that tend

to rise with inflation and high dividend payouts may help investors find higher and more stable income
compared to other market segments.
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