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Asia Pacific REITs:

Long-term fundamentals should
not be overshadowed by
short-term flux

Before discussing the current challenging market
environment, it is important to remember why
people invest in REITs in the first place. REITs are
a hybrid security. That is, even though REITs are
traded like equities, with the possibility of price
depreciation (loss), they also offer investors a
regular income payout. As illustrated in chart 1, the
income feature of REITs gives them their defensive
properties, providing a buffer when markets move
lower and enhancing your total return when markets
appreciate.

Chart 1: Defensive properties of AP REITs?
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The global spread of COVID-19, coupled with a notable deceleration in economic
activity, are posing challenges for Asia-Pacific Real Estate Investment Trusts (AP
REITs). In this investment note, Hui Min Ng, Portfolio Manager, explains why active
bottom-up fundamental research is more important than ever, especially when
constantly changing government policies are leading to short-term price
dislocations. Furthermore, the defensive properties of the asset class could make it
more resilient in an economic downturn.

Drilling into the fundamentals

From an economic perspective, the initial outbreak
of COVID-19 led to a notable slowdown in Asian
economic activity, centred on China. As time has
progressed, the global spread of the virus has
raised the spectre of a more prolonged economic
downturn, including the possibility of a recession.

In addition to the assorted directives that aim to
offset the burden on businesses, governments in
the region have introduced various fiscal and
monetary policy measures. These policies are
constantly being updated given the efforts being
made to contain the spread of the virus. This
backdrop has created short-term uncertainty and
resulted in share-price pressure for REIT managers.
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During these times, we believe that fundamentals
matter more than ever. Our focus remains on
capital strength, the pedigree of the sponsor, and
drilling down to the details of lease terms and
structure.

We also think that AP REITs are better positioned
to face the current economic downturn than they
were after the global financial crisis (GFC). Stronger
balance sheets mean that the risk of REITs
breaching debt covenants is lower, which suggests
that the need for dilutive equity fund raising will be
minimised.

We believe that AP REITs are more robust in three
main areas:

= A decade of low interest rate has reduced
the cost of debt in major regional REITs.

= AP REITs have generally locked in financing
costs for a longer time period, which has
reduced the risks associated with short-term
refinancing — an issue that that plagued
REITs during the GFC.

= Lower overall leverage ratios and diversified
funding sources has also decreased the risk
of covenant breaches.

Lower interest rates as key tailwind

Although this economic environment will inevitably
pose challenges to AP REITs, particularly in the
hotel and retail sectors, as well as REITs with a
high exposure to small-and-medium enterprises
(SME), we believe the asset class is still better
positioned than it was during the GFC.

Historically, AP REITs have outperformed equities
during periods of low interest rates (see Chart 2),
which we have re-entered after the simultaneous
demand-and-supply shocks imposed by the global
spread of COVID-19.

One of the main factors underpinning this
outperformance is expanding yield spreads. A yield
spread is the difference between the yield on, for
example, a risk-free instrument (such as US
Treasuries) and the yield offered by other issues.
As risk-free rates move lower — they have been
aggressively cut over the past month — investors
are being compensated more for assuming risk.

Chart 2: AP REITs historically perform well in a low interest-rate environment?
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2 Bloomberg, as of 30 November 2019. Gross total returns in US dollar. Past performance is not indicative of future performance. Australia REIT —
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Chart 3: Expanding yield spreads3
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Chart 3 shows yield spreads in the key AP REIT
markets — Australia, Hong Kong, and Singapore —
from the beginning of 2020 through early March:
yield spreads have widened in all three, as the risk-
free rate has fallen.

We believe that lower interest rates and the global
search for yield among investors will continue to
support the asset class.

Resilient spots emerge in AP REITs

Although REITs do have qualities that are defensive
in nature, we believe that no segment in the REIT
space should be considered “recession-proof”.

Given the current economic environment and recent
government directives, there will be temporary
disruption, particularly in the consumption and
tourism-related industries. This has resulted in
downward revisions to DPU estimates for 2020.
However, we do believe that these revisions have
been fully priced into share prices, as yield spreads
are trading well above their 10-year averages®.

8 Source: Bloomberg, 31 March 2020.
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Investors may find opportunities in the following
segments:

Singapore
e Retail

Short-term dislocation is expected to impact
Singapore’s retail sector due to government
measures. While this may result in some near-
term downside, the long-term fundamentals of
the segment remain resilient for the following
reasons:

1. Retail space per capita in Singapore is lower
than several developed markets, which
highlights that the market is not yet
oversupplied®.

2. The government tightly regulates land supply
and use. The lower increase in retail space
safeguards against oversupply in the market.

3. Given population density and the convenience
of shopping malls, a physical retail presence
is expected to remain highly relevant in
Singapore.

4 Source: Bloomberg, 31 March 2020. Singapore REITs = FSTREI Index, 10 year Singapore government bond. Australia REITs = AS51PROP Index,
10-year Australian government bond. Hong Kong REITs = HSREIT Index, 10-year HK government bond (data as of May 2012).

5 CapitaLand Investor Day 2019, 29 November 2019.
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Hong Kong

¢ Retail

Hong Kong’s retail sector has battled numerous
challenges over the past year, leading to a
precipitous fall in retail sales. We believe that
the market has priced in a significant amount of
negative news flow, and that shopping malls
providing necessary goods for consumers should
remain resilient in the current challenging
economic environment.

Australia
¢ Office

We are constructive on Grade A office space in
the Sydney CBD area, as demand is not
expected to significantly deteriorate while new
supply is forecast to be limited over the next two
years.

e [ndustrial

Overall, we believe that third-party logistics and
ecommerce providers should digest existing local
supply. The increased utilisation of online
shopping during the COVID-19 outbreak should
be catalyst in this segment.

Conclusion

AP REITs are not immune from the economic fallout
from the spread of COVID-19. However, the
defensive characteristics of the asset class suggest
that investors should benefit from their hybrid
nature. At the same time, the fundamentals of AP
REITs, including relatively robust performance in
low interest-rate environments and an improved
financial position, augurs a greater resiliency
compared to other investments.
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Disclaimers

A widespread health crisis such as a global pandemic could cause
substantial market volatility, exchange trading suspensions and
closures, and affect portfolio performance. For example, the novel
coronavirus disease (COVID-19) has resulted in significant disruptions
to global business activity. The impact of a health crisis and other
epidemics and pandemics that may arise in the future, could affect the
global economy in ways that cannot necessarily be foreseen at the
present time. A health crisis may exacerbate other pre-existing political,
social and economic risks. Any such impact could adversely affect the
portfolio’s performance, resulting in losses to your investment

Investing involves risks, including the potential loss of principal.
Financial markets are volatile and can fluctuate significantly in response
to company, industry, political, regulatory, market, or economic
developments. These risks are magnified for investments made in
emerging markets. Currency risk is the risk that fluctuations in
exchange rates may adversely affect the value of a portfolio’s
investments.

The information provided does not take into account the suitability,
investment objectives, financial situation, or particular needs of any
specific person. You should consider the suitability of any type of
investment for your circumstances and, if necessary, seek professional
advice.

This material, intended for the exclusive use by the recipients who are
allowable to receive this document under the applicable laws and
regulations of the relevant jurisdictions, was produced by, and the
opinions expressed are those of, Manulife Investment Management as
of the date of this publication, and are subject to change based on
market and other conditions. The information and/or analysis contained
in this material have been compiled or arrived at from sources believed
to be reliable, but Manulife Investment Management does not make any
representation as to their accuracy, correctness, usefulness, or
completeness and does not accept liability for any loss arising from the
use of the information and/or analysis contained. The information in this
material may contain projections or other forward-looking statements
regarding future events, targets, management discipline, or other
expectations, and is only as current as of the date indicated. The
information in this document, including statements concerning financial
market trends, are based on current market conditions, which will
fluctuate and may be superseded by subsequent market events or for
other reasons. Manulife Investment Management disclaims any
responsibility to update such information.

Neither Manulife Investment Management or its affiliates, nor any of
their directors, officers or employees shall assume any liability or
responsibility for any direct or indirect loss or damage or any other
consequence of any person acting or not acting in reliance on the
information contained herein. All overviews and commentary are
intended to be general in nature and for current interest. While helpful,
these overviews are no substitute for professional tax, investment or
legal advice. Clients should seek professional advice for their particular
situation. Neither Manulife, Manulife Investment Management, nor any
of their affiliates or representatives is providing tax, investment or legal
advice. Past performance does not guarantee future results. This
material was prepared solely for informational purposes, does not
constitute a recommendation, professional advice, an offer or an
invitation by or on behalf of Manulife Investment Management to any
person to buy or sell any security or adopt any investment strategy, and
is no indication of trading intent in any fund or account managed by
Manulife Investment Management. No investment strategy or risk
management technique can guarantee returns or eliminate risk in any
market environment. Diversification or asset allocation does not
guarantee a profit nor protect against loss in any market. Unless
otherwise specified, all data is sourced from Manulife Investment
Management.

Manulife Investment Management

Manulife Investment Management is the global wealth and asset
management segment of Manulife Financial Corporation. We draw on
more than 150 years of financial stewardship to partner with clients
across our institutional, retail, and retirement businesses globally. Our
specialist approach to money management includes the highly
differentiated strategies of our fixed-income, specialized equity, multi-
asset solutions, and private markets teams—along with access to
specialized, unaffiliated asset managers from around the world through
our multimanager model.

These materials have not been reviewed by, are not registered with any
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distributed by the following Manulife entities in their respective
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