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As we start 2023, every asset class is experiencing its own version of adjustment. Part

of that adjustment includes looking forward to a possible recession—likely at least part

of the reason why valuations in many places dropped so significantly during 2022. Part

of that adjustment includes an expectation that the U.S. Federal Reserve is unlikely to

raise its policy rate another 400 basis points (or more). Part of that adjustment

includes expectations for a moderation of inflation, which is already coming down on

many measures, at least for those of us looking at the U.S. economic picture.

The Performance Evolution of New Economy Real Estate

In figure 1, we plotted a ratio of the cumulative return of the CenterSquare New Economy

Real Estate Index (New Economy Real Estate) versus the MSCI ACWI Index (Global

Equities). While it sounds complicated, operationally speaking:

If the chart is sloping downward from left to right, that tells us New Economy Real

Estate is underperforming Global Equities.

If the chart is sloping upward from left to right, this tells us that New Economy

Real Estate is outperforming Global Equities.

The WisdomTree New Economy Real Estate Fund (WTRE) shifted its objective and investment

strategy on April 20, 2022,  and began tracking the Index, which is why figure 1’s

period starts on that date. Looking more deeply at figure 1, we see three distinct

periods by virtue of the shifts of the slope of the line.

Period 1 (April 20, 2022, to May 10, 2022): We clearly see the steep downdraft in

the slope, which tells us that New Economy Real Estate underperformed Global

Equities.

Period 2 (May 10, 2022, to October 24, 2022): There was a continued downtrend—which

tells us that New Economy Real Estate was still underperforming Global Equities—but

it occurred over a longer period of time than what we saw in period 1.

Period 3 (October 24, 2022, to January 30, 2023): These charts are the most

interesting when you get a shift, and even if the positive slope is not massive in

period 3, it is there—this means that New Economy Real Estate started outperforming

Global Equities.

Our main thesis is that there is a potential for New Economy Real Estate companies to

offer a differentiated way to have “tech exposure” when people may be looking to dial

back their exposure to general tech companies.

Figure 1: Evolution of Performance of New Economy Real Estate vs. Global          

Equities
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Segments of New Economy Real Estate

But can we drill down to look at three specific areas in real estate? WisdomTree works

with CenterSquare, an asset manager with deep experience and expertise in real estate,

to define an approach to “New Economy Real Estate,” which focuses on:

Cell towers

Data centers

Industrial warehouses tilting more in the direction of ecommerce and technology

While one can never know exactly how a given business or area of a market will respond

in difficult economic conditions, there is a rationale to believe that it’s at least

possible that these areas within real estate could tend to be more resilient than

general real estate more broadly.

Relating to the Well-Known “Pandemic Pull-Forward”

When we say “pull-forward,” we specifically mean how the world, in short order, was

forced to adjust to an environment where office work shifted from going to a specific

location each day to working from home and ultimately working from anywhere. To make

this work, many people and many companies bought a lot of new hardware. Those purchases

occurred during 2020, largely, and in many cases, that hardware does not necessarily

need to be replaced immediately and may not even need to be repurchased at quite the

same scale as during that unique time in our history.

Looking at cell towers in this context, one word tends to come up: resilience. Now, if

the goal is to find what should provide the greatest sensitivity in an upward-trending

market, cell towers are not likely to fit the bill. They tend to operate under more

long-term leases with stable, predictable cash flows. Cell towers are not expected to

have wide swings in their perceived value, whether in the upward or downward directions.

When considering what type of force could drive value within cell towers, it’s more

important to recognize the current 5G spending cycle that carriers are involved in. Any

spending related to this was more aligned with the need to generally upgrade systems due

to client demand to be able to deal with more data faster, and this trend marches

forward, seemingly without regard for either economic or pandemic-related conditions.
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Data centers, on the other hand, did see a massive pull-forward. Logically, this makes

sense, in that if people really did buy all that hardware and then did start working

from their homes—and ultimately from anywhere—data centers needed to have the capacity

to support the various productivity applications (like Zoom Video Communications or

Microsoft Teams) at the vastly increased levels of demand. If we look at the recent past

quarters of activity, five out of six saw all-time records in terms of the domestic

uptake of space for data centers.  It would be impossible to expect this type of trend

to continue indefinitely, but it is important to remember that even if there is a

moderation, people aren’t demanding to use less data, and such a thing is not expected

in the foreseeable future.

Valuations Corrected Significantly during 2022

We recognize that many investors may not be regularly tracking different valuation

metrics for real estate, much less tracking the metrics that define specific underlying

types of real estate. Stepping back for a moment, we should define some of the

statistics that we believe are appropriate to contextualize the different types of real

estate we are about to drill down on:

For cell phone tower REITs and REITs involved in logistics on the industrial side,

we look at price/adjusted funds from operations (P/AFFO) over the next 12 months

(NTM). The adjusted funds from operations are a way to see a measure of the cash

flows available to shareholders in the REIT, as well as provide a sense of the

REIT’s future potential to pay dividends.

For data center REITs, we look at the relationship between enterprise value and

earnings before interest, taxes, depreciation and amortization over the coming 12

months—typically termed “next 12 months”  (EV/EBITDA NTM).

As is always the case, there is no perfect measure and nothing we can look at that tells

us the coming period’s returns with certainty, but we believe that these metrics give

the fairest view of these particular parts of the real estate market.

Looking at figure 2:

The five-year average P/AFFO Multiple NTM was 24.7x, looking at three very large

operators. Each of those operators is now tracking below this level by this metric

after starting 2022 with all three trading above this average level.

When looking at cell phone tower REITs, it’s important for investors to remember

that many of the deals related to the underlying cash flows are set for long periods

of time. The dominant factor influencing the market is more likely to be the

transition of the world from 4G LTE standards to 5G standards, which is a massive

investment for wireless providers. The macroeconomic environment matters, but the

pull from all angles to be able to process and transmit more data faster is

inexorable. 

Figure 2: Cell Phone Tower REITs
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Looking at figure 3:

We’d start any commentary on data center REITs by admitting that those waiting for

these assets to be “cheap” on a valuation basis may have a long time to wait.

Looking at two large operators, we see that the 10-year average EV/EBITDA Multiple

(NTM) was 17.8x. Equinix corrected but still trades above this figure. Digital

Realty Trust also corrected, and it also still trades above this level.

Similar to what we said about cell phone towers, there are forces here that pull the

valuations higher that are independent of the macroeconomic picture. People and

businesses are both using and storing more data. A lot of the hype about artificial

intelligence has to do with excitement around being able to process this data. Even

if economic growth has been slowing in many corners of the world, the generation and

processing of data have not been slowing. We’d note, however, that neither DLR nor

EQIX is trading near where they were on a valuation basis in 2020 and 2021.

Figure 3: Data Centers
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Looking at figure 4:

Logistics/industrial REITs are trading at a premium P/AFFO ratio when viewed

relative to all U.S. REITs. Still, this figure has gone from a high of nearly 35.0x

to something closer to 20.0x. The average over the prior 10 years is close to 25.0x.

Those logistics/industrial REITs involved with utilizing technology to deliver goods

to consumers faster are still in high demand and seeing a lot of activity. We

believe that the premium multiple relative to the market does make sense, and the

correction in valuation from 35.0x to roughly 20.0x does reflect the shift in

economic growth expectations.

Figure 4: Industrials Involved with Logistics

Bottom Line: Possibility of Strong Growth at a More Reasonable Price

As of December 31, 2022, the CenterSquare New Economy Real Estate Index demonstrated

weighted average EBITDA growth of 15.08%. Broad real estate benchmarks, as of that same
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period, were in the roughly 7%–8% range for this metric. This tells us that a focus on

technology within Real Estate has been demonstrating growth. If this premium growth

relative to the broader market can be maintained—and we believe that it can, especially

relative to older office buildings and strip malls—2022’s correction could represent an

interesting catalyst to more closely review the sector.

Important Risks Related to this Article

There are risks associated with investing, including possible loss of principal. Foreign

investing involves special risks, such as risk of loss from currency fluctuation or

political or economic uncertainty. Investments in real estate involve additional special

risks, such as credit risk, interest rate fluctuations and the effect of varied economic

conditions. A Fund focusing on a single country, sector and/or emphasizing investments

in smaller companies may experience greater price volatility. The Fund invests in the

securities included in, or representative of, its Index regardless of their investment

merit and the Fund does not attempt to outperform its Index or take defensive positions

in declining markets. Please read the Fund's prospectus for specific details regarding

the Fund's risk profile.

For the top 10 holdings of WTRE please visit the Fund's fund detail page at https://www.

wisdomtree.com/investments/etfs/equity/wtre

For standardized performance and the most recent month-end performance click here NOTE,

this material is intended for electronic use only. Individuals who intend to print and

physically deliver to an investor must print the monthly performance report to accompany

this blog.

Related Funds

+ WisdomTree New Economy Real Estate Fund

View the online version of this article here.
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IMPORTANT INFORMATION

U.S. investors only: Click    here to obtain a WisdomTree ETF prospectus which      

contains investment objectives, risks, charges, expenses, and other information;

read and consider carefully before investing.

There are risks involved with investing, including possible loss of principal. Foreign

investing involves currency, political and economic risk. Funds focusing on a single

country, sector and/or funds that emphasize investments in smaller companies may

experience greater price volatility. Investments in emerging markets, currency, fixed

income and alternative investments include additional risks. Please see prospectus for

discussion of risks.

 

Past performance is not indicative of future results. This material contains the

opinions of the author, which are subject to change, and should not to be considered or

interpreted as a recommendation to participate in any particular trading strategy, or

deemed to be an offer or sale of any investment product and it should not be relied on

as such. There is no guarantee that any strategies discussed will work under all market

conditions. This material represents an assessment of the market environment at a

specific time and is not intended to be a forecast of future events or a guarantee of

future results. This material should not be relied upon as research or investment advice

regarding any security in particular. The user of this information assumes the entire

risk of any use made of the information provided herein. Neither WisdomTree nor its

affiliates, nor Foreside Fund Services, LLC, or its affiliates provide tax or legal

advice. Investors seeking tax or legal advice should consult their tax or legal advisor.

Unless expressly stated otherwise the opinions, interpretations or findings expressed

herein do not necessarily represent the views of WisdomTree or any of its affiliates.

 

The MSCI information may only be used for your internal use, may not be reproduced or

re-disseminated in any form and may not be used as a basis for or component of any

financial instruments or products or indexes. None of the MSCI information is intended

to constitute investment advice or a recommendation to make (or refrain from making) any

kind of investment decision and may not be relied on as such. Historical data and

analysis should not be taken as an indication or guarantee of any future performance

analysis, forecast or prediction. The MSCI information is provided on an “as is” basis

and the user of this information assumes the entire risk of any use made of this

information. MSCI, each of its affiliates and each entity involved in compiling,

computing or creating any MSCI information (collectively, the “MSCI Parties”) expressly

disclaims all warranties. With respect to this information, in no event shall any MSCI

Party have any liability for any direct, indirect, special, incidental, punitive,

consequential (including loss profits) or any other damages (www.msci.com)

 

Jonathan Steinberg, Jeremy Schwartz, Rick Harper, Christopher Gannatti, Bradley Krom,

Tripp Zimmerman, Michael Barrer, Anita Rausch, Kevin Flanagan, Brendan Loftus, Joseph

Tenaglia, Jeff Weniger, Matt Wagner, Alejandro Saltiel, Ryan Krystopowicz, Jianing Wu,

and Brian Manby are registered representatives of Foreside Fund Services, LLC.

 WisdomTree Funds are distributed by Foreside Fund Services, LLC, in the U.S. only.

You cannot invest directly in an index.
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DEFINITIONS

Recession : two consecutive quarters of negative GDP growth, characterized generally by

a slowing economy and higher unemploymen.

Valuation  : Refers to metrics that relate financial statistics for equities to their

price levels to determine if certain attributes, such as earnings or dividends, are

cheap or expensive.

Federal Reserve   : The Federal Reserve System is the central banking system of the

United States.

Basis point : 1/100th of 1 percent.

Inflation : Characterized by rising price levels.

CenterSquare New Economy Real Estate Index       : A weighted index that consists of

global stocks of real estate companies that have material direct and/or indirect

exposure to technology, sciences and/or ecommerce related business models and meet

specific screening requirements that consider factors including growth, valuation and

leverage criteria.

MSCI ACWI Index    : A free-float adjusted market capitalization-weighted index that is

designed to measure the equity market performance of developed and emerging markets.

New economy sectors    : High-growth industries that are on the cutting edge of

technology and are the driving force of economic growth, such as Information Technology,

Health Care and to some degree the consumer-oriented sectors.

Real estate investment trust (REIT)      : Investment structure containing a basket of

different exposures to real estate, be it directly in properties or in mortgages.

Returns predominantly relate to changes in property values and income from rental

payments.

Price to adjusted funds from operations (P/AFFO)        : A measure of the financial

performance of a REIT (Real Estate Investment Trust).

Earnings before interest, taxes, depreciation, and amortization (EBITDA)         : The

net income of a company with interest, taxes, depreciation, and amortization added back

to it.
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