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Breakin’ Up Is Hard To Do
When we return from our summer vacation, the S&P Dow Jones Indices and MSCI
will have reclassified listed real estate companies (including listed equity REITs). The
reclassification will see these companies moved out from financials and into a newly
th
created 11 sector called “Real Estate” effective August 31, 2016. The changes will
be implemented as part of the annual index rebalancing on September 16, 2016. The
creation of the sector is the first new GICS sector added since 1999. With the
separation of the industry into its own GICS sector we highlight a few of the key
takeaways:




We assume 21 real estate entities will be removed from financials - 16 REITs
and 5 real estate servicers (FirstService, Tricon Capital, Colliers International,
First Capital Reality & Brookfield Property Partners) – to create the new Real
Estate GICS sector. Interestingly, Brookfield Asset Management (BAM’A-T) is
unlikely to be included.
According to Morningstar data, of the 91 Canadian mutual fund strategies we
analyzed 62% are underweight real estate with the average underweight
being approximately 100 bps. We also found that 13% carried a zero
allocation to the industry. For those 38% of managers that are overweight,
the average overweight is approximately 200 bps. Given the current interest
rate environment we would find it difficult for most managers to avoid the
space. Of the 16 REITs likely to make it into the sector the average yield is
5.5%.

Equity Market YTD Returns (%)
S&P/TSX Comp

12.5

S&P/TSX Small Cap

31.6

S&P 500

5.9

Russell 2000

8.6

MSCI World

3.9

MSCI Europe

-6.3

MSCI EAFE

-0.8

MSCI EM

13.1
-15 -10 -5 0 5 10 15 20 25 30 35

Canadian Sectors

Weight
6.7

Underweight

Consumer Staples

4.7

Market weight

Energy

18.3

Market weight

Financials

38.1

Market weight

Health Care

3.0

Underweight

Industrials

8.0

Overweight

Technology

3.2

Overweight

Materials

9.5

Market weight

Communications

5.9

Overweight

Utilities

2.5

Underweight

Level

Reading

Technical Considerations

Chart of the Week: Financial Sub-industry – REITs Take the Cake

Recommendation

Consumer Discretionary

S&P/TSX Composite

14,631.0

50-DMA

14,413.8

Uptrend

200-DMA

13,548.9

Uptrend

51.6

Neutral

RSI (14-day)
16,000
15,500
15,000
14,500

14,000
13,500
13,000
12,500

S&P/TSX Comp
50-Day Moving Avg
200-Day Moving Avg

12,000
11,500

Source: Stockcharts.com; Raymond James Ltd.

Source: Bloomberg, Raymond James Ltd.
Sectors are based on Bloomberg classifications

Please read domestic and foreign disclosure/risk information beginning on page 4
Raymond James Ltd. 5300-40 King St W. | Toronto ON Canada M5H 3Y2.
2200-925 West Georgia Street | Vancouver BC Canada V6C 3L2.

Jul-16

Jan-16

Jul-15

Jan-15

Jul-14

Jan-14

Jul-13

Jan-13

11,000

Weekly Trends

August 26, 2016 | Page 2 of 4

Buy Land, They’re Not Making it Anymore
~ Mark Twain
Benchmarks matter to most of us. They act as a measuring stick that allows investors
to determine if we would have been better off investing passively in the benchmark
over with an active manager. The majority of us measure our equity returns relative
to the S&P/TSX Composite Index, but that benchmark is even more important to
money managers as their value is almost always measured on a relative basis. In a
1
study conducted by four finance professors they “examined the relation between
indexing and active management in the mutual fund industry.” In examining 895
funds, they found that about 37% of active Canadian equity managers are closet
indexers, meaning they hug/mirror their benchmark and offer little in the way of
active management. Equity managers may do this to avoid underperforming during
periods of increased volatility, though they sacrifice outperforming in upwardly
trending markets. Needless to say, benchmarks are important, to some more than
others, and knowing this, the change that is about to occur to the S&P/TSX
Composite Index will surely have a significant impact.
When we return from our summer vacation, the S&P Dow Jones Indices and MSCI
will have reclassified listed real estate companies (including listed equity REITs). The
reclassification will see these companies moved out from financials and into a newly
th
created 11 sector called “Real Estate” effective August 31, 2016. The changes will
be implemented as part of the annual index rebalancing on September 16, 2016. The
creation of the sector is the first new GICS sector added since 1999.
Real estate represents ~6% of the S&P/TSX and once the industry is broken out
investors can better determine if they’re overweight or underweight, as well as more
easily determine what is driving returns. For example, the financial sector is up 6.5%
so far this year, but is this because of the banks, insurers or real estate? Banks, the
largest weighting in financials are up 11.1%, insurers down 6.3% and REITs have
gained an impressive 17%. With the separation of the industry into its own GICS
sector we highlight a few of the key takeaways:






We assume 21 real estate entities will be removed from financials - 16 REITs
and 5 real estate servicers (FirstService, Tricon Capital, Colliers International,
First Capital Reality & Brookfield Property Partners) – to create the new Real
Estate GICS sector. Interestingly, Brookfield Asset Management (BAM’A-T) is
unlikely to be included.
Generalist portfolio managers will have a better sense of their allocation to
the sector. This increased visibility may prompt PMs to increase their
exposure, if they are unintentionally underweight or have no weighting at all.
According to Morningstar data, of the 91 Canadian mutual fund strategies we
analyzed 62% are underweight real estate with the average underweight
being approximately 100 bps. We also found that 13% carried a zero
allocation to the industry. For those 38% of managers that are overweight,
the average overweight is approximately 200 bps. Given the current interest
rate environment we would find it difficult for most managers to avoid the
space. Of the 16 REITs likely to make it into the sector the average yield is
5.5%.
Better understanding of how best to invest in the space. Investors my simply
buy a REIT thinking that all REITs are alike. However, there are many nuances
that investors may overlook. For one, the Canadian REIT market can be
segmented into industrial, residential, retail, office and diversified REITs.

REIT 101
Funds from operations (FFO)
FFO is the cash flow generated from the REITs
operations. It is calculated by adding depreciation and
amortization to earnings and subtracting any gains on
sales.
Adjusted funds from operations (AFFO)
FFO is adjusted to reflect reoccurring capital
expenditures used to maintain the REIT’s assets.
AFFO payout ratio
AFFO measures the margin of safety of the REIT’s
dividend.
Price to AFFO
P/AFFO allows investors to compare the relative value
of the REIT to its peers. P/AFFO can be calculated
using the current unit price dividend by trailing or
forward AFFO.
Net Asset Value (NAV)
The total value of the REIT’s assets (plus development
pipeline) less liabilities and divided by the number of
outstanding shares.
Net Operating Income (NOI)
The annual income generated by an income-producing
property after taking into account all income collected
from operations, and deducting all expenses incurred
from operations.
Cap rate
Market capitalization rate, often just called the cap
rate, is the ratio of Net Operating Income (NOI) to
property asset value.
Occupancy rate
Occupancy refers to the amount of occupied units in
the REIT’s portfolio expressed as a percent of the total
units the REIT owns.
Net lease
A net lease requires the tenant to pay, in addition to
rent, one or more of the following expenses: property
taxes, property insurance premiums and maintenance
costs. There exist three basic types of net leases. A
single-net lease requires the tenant to pay only the
property taxes in addition to rent. With a double-net
lease, the tenant pays the property taxes and
insurance premiums. A triple-net lease requires that
the tenant pay rent plus all three additional expenses.

Source: Investopedia, Raymond James
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Each sub-industry has different growth and risk profiles in a given economic
environment. Another nuance is lease terms; REITs with shorter lease
duration provides less security if economic conditions deteriorate, but offers
greater upside to reset rental rates under favorable conditions. REITs with
longer lease maturities provide greater certainty of long-term cash flow, but
limits potential growth when economic conditions improve. As a result of the
increased transparency we would expect the performance gap between
REITs to widen once the industry is separated from financials.
In the table we highlight the companies we believe will be included in the newly
formed Real Estate sector.
Companies in New S&P/TSX Real Estate Sector
Company Name
Tricon Capital Group Inc
H&R REIT
Canadian REIT
Cominar REIT
Artis REIT
Dream Global REIT
Granite REIT
Pure Industrial Real Estate Trust
Allied Properties REIT
Dream Office REIT
Brookfield Property Partners LP
First Capital Realty Inc
FirstService Corp
Colliers International Group Inc
Canadian Apartment Prop REIT
Boardwalk REIT
Milestone Apartments REIT
Northview Apartment REIT
RioCan REIT
Smart REIT
Crombie REIT

Ticker
TCN
HR-U
REF-U
CUF-U
AX-U
DRG-U
GRT-U
AAR-U
AP-U
D-U
BPY-U
FCR
FSV
CIG
CAR-U
BEI-U
MST-U
NVU-U
REI-U
SRU-U
CRR-U

Indicated Mkt Cap
Yld (%) ($mln)
2.62
1,116
5.68
6,702
3.61
3,650
8.62
2,868
8.32
1,927
8.80
1,135
5.65
2,028
5.50
1,228
3.86
3,289
9.20
1,763
4.66
22,075
3.79
5,517
0.90
2,219
0.23
2,166
4.00
4,230
4.43
2,641
3.42
1,576
7.91
1,076
4.88
9,155
4.46
5,252
5.68
2,212

GICS Sub-Industry Name
Diversified Real Estate
Diversified REITs
Diversified REITs
Diversified REITs
Diversified REITs
Diversified REITs
Industrial REITs
Industrial REITs
Office REITs
Office REITs
Real Estate Operating Co
Real Estate Operating Co
Real Estate Services
Real Estate Services
Residential REITs
Residential REITs
Residential REITs
Residential REITs
Retail REITs
Retail REITs
Retail REITs

Source: Bloomberg, Raymond James Ltd. As at August 23, 2016
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Important Investor Disclosures
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This newsletter is prepared by the Private Client Services team (PCS) of Raymond James Ltd. (RJL) for distribution to RJL’s retail clients. It is not a
product of the Research Department of RJL.
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these stocks will affect overall performance.
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Properties Real Estate Investment Trust (AP.UN-T), Artis Real Estate Investment Trust (AX.UN-T), Canadian Apartment Properties Real Estate
Investment Trust (CAR.UN-T), Crombie Real Estate Investment Trust (CRR.UN-T), First Capital Realty Inc. (FCR-T), Milestone Apartments Real Estate
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