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Amidst increasing volatility across capital markets, property investors
should not overlook the importance of income.

After over two-years of pandemic-induced uncertainty, property investors faced new

challenges in 2022 from elevated inflation and rising interest rates. ‘'Unprecedented’ emerged

as a catchphrase to define real estate markets through 2020 and 2021; for better or worse,

the term remains largely appropriate today.

Property investors are concerned about potential value declines
in their portfolios in the current environment of elevated
inflation and interest rates. From a theoretical perspective,
higher interest rates put upward pressure on capitalization (cap)
rates or income yields, driving property values lower. Historical
analysis however shows the relationship is varied at best—
interest rate movements are inherently more volatile than cap
rates making them an inadequate marker for property prices.
Higher interest rates may indicate capacity for changes in
property values, but little in the way of trajectory.

From GWLRA Research’s perspective, given property value is
typically derived by discounting future cashflows, it is the
interplay between changes in discount rates and changes in
income growth that drive asset value—not shifts in cap rates
independently.

To illustrate, Figure 1 provides a simplified valuation matrix
showing how property values change relative to shifts in
discount rates and cashflow. A 50, 75 or 100bps increase in
discount rates for example can have varying impacts on asset
pricing depending on how cashflow is valued. Higher interest
rates inevitably put upward pressure on cost of capital and
discount rates across all investment sectors (private real estate

included), but the degree to which higher discount rates
impact real estate prices varies depending on treatment of
current and expected income streams. Overall, assets with
income growth can insulate property values from changes
in discount rates (Figure 2 and 3).

Figure 1: Changes in asset prices vary depending on
intersection of income growth and discount rates

Capital Value
Change Based on

Average Annual Increase in
Cashflow (Years 1 and 2)
Changes to Income

Growth and
Discount Rates

0.00%

+5.00%

+7.50%

Discount -8.9% 2.2% +8.0%

Rate

Change -10.8% -0.3% +6.0%
-12.3% -1.6% +4.0%

Source: GWLRA Research. Based on Net Present Value of 10 Year Cashflow Model.
Assumes initial discount rate of 6.0% with 2.0% inflation.



https://www.gwlrealtyadvisors.com/research_report/yielding-perspective-cap-rates-discount-rates-and-relative-value-for-real-estate/

Figure 2 and 3: Income growth has historically insulated value changes and property returns
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Within this framework, time is another important consideration.
The relative pace of growth or decline in discount rates
alongside that of cashflows also has an impact on value.

For example, if discount rates increase at a more measured
pace, cashflow growth can provide a more substantive offset.
Conversely, if shifts in discount rates are more dramatic, sizable
increases in cashflow are required to limit the impact on asset
values. From a strategic perspective, property investors should
explore these sensitives between 1) expected and potential
cashflow growth across their portfolios, and 2) the relative
magnitude and pace of potential discount rate changes.

Bringing context to property income, the overall picture
today is relatively positive compared to prior cycles. After
volatility through the pandemic, property income growth
has rebounded and is trending well above historic averages.
Same store, year-over-year net operating income growth
for Canadian real estate at the end of 2022 for example was
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MSCI Canada Direct Property Index: Average Annualized
NOI Growth and Annualized Total Returns 2008-2011 -
Individual Markets and Property Sectors
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8.2%, well above 2021 levels (Figure 4). A recent Research Note
shows private real estate has been one of few investment
sectors to keep pace with inflation to date. Rebounding demand
from the pandemic, strong population growth and elevated
scarcity across most property sectors continue to drive strong
cashflow growth for real estate. While there is obviously variance
in performance across asset classes, purpose-built rental and
necessity-based retail, alongside distribution facilities appear
to have the most attractive demand fundamentals with limited
availability and undersupply.

It is also important to note value transparency is made

more difficult in this environment given lower levels of sales
transactions. The last six months has seen limited deals as
investors take a more measured approach with their capital
deployment (Figure 5). The duration of this ‘wait and see’ phase
will further weigh on the direction of property values alongside
shifts in valuation parameters.
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https://www.gwlrealtyadvisors.com/research_report/private-real-estate-proving-a-strong-hedge-to-inflation/

Figure 4: Annualized net operating income growth (y-o-y)
Source: MSCI Canada Direct Property Index
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Figure 5: Total quarterly property investment volume - Canada

Source: CoStar Research - denotes total sales volume of actual transactions. Includes allocated prices for portfolio properties. Standing assets only.
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Overall, 2023 is expected to be framed by contrasting forces income returns which have accounted for 65% of total returns
between interest rate uncertainty and the underlying strength but only 20% of volatility. Securing and diversifying income
of real estate market fundamentals. Stable income returns will ~ streams, as well as having tactical tilts to sectors with strong
likely anchor real estate performance near-term. income growth should be immediate focus areas for real

estate portfolios. Beyond sector allocation, assets with high
occupancy rates, embedded rent growth, and low operating/
energy intensity should also be prioritized.

Investors should ultimately remember that private real estate
is a'long-term’ asset class with returns driven by stable
income growth over time. Changes in asset values (capital
growth) have accounted for 35% of total property returns At GWLRA we will continue to monitor the topic of inflation and
long-term but 80% of overall volatility." This contrasts to interest rates and the impact on private real estate performance.

1 Source: MSCI Canada Direct Property Index - based on annualized returns of Standing Investments, all assets 2000-2022.
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This report is for general information purposes only and is not intended to provide any personalized financial, investment, real estate, legal, accountin , medical or other professional
advice. While the information contained in this report is believed to be reliable and accurate at the time of posting, GWL Realty Advisors Inc. and its affiliates ("GWLRA") does not guarantee,
represent or warrant that the information contained on this website is accurate, complete, reliable, verified, error-free or fit for any purpose. No endorsement or approval of any third party
or their statements, opinions, information, products, or services is expressed or implied by the contents of this report.

GWLRA expressly disclaims all representations, warranties or conditions, express or implied, statutory or otherwise, including, without limitation, the warranties and conditions
of merchantable quality and fitness for a particular purpose, non-infringement, compatibility, timeliness, security or accuracy. The user assumes full responsibility for

risk of loss of any nature whatsoever resulting from the use of this report. For more information concerning the terms and conditions of use of this report,

please refer to our website at https://www.gwlrealtyadvisors.com/general-disclaimer.
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