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In a Research Note published at the start of this year, we concluded that private real estate has historically
proven a strong hedge to rising inflation. Generally, when inflation is elevated, private real estate has
provided both strong total returns and rising property cashflows—albeit with variation across asset cases.

Data through the balance of 2022 has demonstrated private real estate has been one of few market sectors to keep pace
real estate’s inflation hedging capabilities this cycle. with inflation to date (Figure 1).

As of Q3 2022, private real estate has generated an annualized  As most investors appreciate, there is an implicit relationship
return of 7.5% according to the MSCI Canada Direct Property between private real estate and broader economic conditions—that
Index. After modest declines of -4.0% through the early phases s, a strong economy typically equals strong real estate demand and
of the Pandemic, returns for direct real estate have rebounded  vice versa. Figure 2 shows this dynamic well. The overlay of

back to historical levels, averaging 8.2% the last 12 months. economic growth (GDP), inflation (CPI) and private real estate
Relative to comparable public market assets such as Real returns shows the close co-movement of these metrics historically,
Estate Investment Trusts (REITs) and Fixed Income, private particularly in recent years through the Pandemic (2020-2022).

Figure 1. Annualized Returns, Q3 2022 - Select Private and Public Market Indexes
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Figure 2. Canadian Inflation, Economic Growth and Private Real Estate Returns
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https://www.gwlrealtyadvisors.com/research_report/on-the-rise-a-closer-look-at-inflation-and-canadian-real-estate-implications/

As for property cashflows, analysis also shows that income
growth has kept pace with inflation. Breaking historic inflation
into two distinct periods, first when it is on an accelerating
trend and second when it is decelerating, property net
operating income (NOI) growth is notably higher when inflation

is on an upward trajectory (Figure 3). Instead of focusing on
the level of inflation in and of itself (i.e., is it simply above
or below historical averages), the chart also

highlights the importance of trajectory.

Figure 3. Canadian Private Real Estate Cumulative NOI Growth And Cumulative CPl Growth By Period (2001-2022)
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When CPl is Slowing

Source: MSCI Canada Direct Property Index, Statistics Canada, GWLRA Research. Note that NOI growth and CPI overall increased or decreased at the same time historically,

but adjustments were made where NOI growth lagged CPI.

Looking more closely at our current inflationary environment
(Q3 2020 to date), property incomes have increased at
comparable rate with inflation—7.9% on a cumulative basis
for NOI compared to CPI at 9.0%. It must be noted that this
strong income growth is driven in part by two supporting
factors—'base effects’ using year-end 2020 lows as a starting
point for compounding NOI growth over this period, as well
as the strong growth of industrial and residential rents over
the same period. Nevertheless, for those with diversified real
estate portfolios, property cashflows have largely trended in
line with elevated inflation levels the last 24 months.

Conversely, looking at periods of when inflation is slowing,
two other themes emerge. First, NOI growth is generally
lower when inflation is on the decline. Virtually all periods of
slowing inflation in Figure 3 witnessed lower NOI growth
compared to when CPl was on an upward trajectory. Second
and more importantly, the level of inflation also appears to
influence the rate of NOI growth. For example, between Q2
2011 and Q1 2013, NOI still grew 2.7% on a cumulative basis
even when inflation was slowing. This was due to inflation at
the time being at relatively high levels (above 3.0%), despite
its declining rate of growth.
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Drawing parallels to today, data suggests that inflation is
starting to peak alongside rising interest rates and slowing
economic growth. When leveraging the first conclusion in our
analysis, this slowing rate of inflation is likely pointing to
moderating income growth ahead. Even with structural
demand elevated across sectors such as industrial and
residential, history has shown that property cashflows are
inevitably tied to broader economic and inflationary cycles,
both upwards and downwards.

That said, leveraging the second conclusion from our analysis,
even with inflation expected to moderate in coming quarters,
it is coming off record highs at over 7.0% on an annualized
basis. Consensus economic forecasts still point to inflation
trending anywhere between 2.5%-6.7%' the next 12 months,
well above pre-covid averages of 1-2%. Again, using history
and data as our guide, this would suggest that property
income could still see stable growth assuming the positive
link to inflation and underlying economic activity.
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Where we see the most near-term resilience in particular are Beyond mitigating the effects of inflation, income growth also

in buildings and sectors with high occupancy rates, below- provides an important offset to rising interest rates, insulating
market rents, and low operating intensity. High occupancy property prices as valuation parameters shift. A topic perhaps
rates support higher overall property incomes, as well as the too large and complex for this Note, we will look to explore the
ability to pass inflationary costs more fulsomely to tenants. theme of rising interest rates in a future update.

Below market rents embed income growth as leases expire
and reset’ to higher market levels. Lastly, buildings with lower
operating expenses and capital expenditures are well
positioned today given continued inflationary pressures on
energy, labour and material costs. For property investors,

At GWLRA we will continue to monitor the topic of inflation,
including its ongoing evolution and how private real
estate responds accordingly.

these are all critical considerations when assessing the relative
strength and stability of their portfolios.

1 Consensus forecasts from TD, CIBC, RBC, Bank of Nova Scotia and BMO (Q3 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, accounting, tax, 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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