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Private REITs - The Next Liquidity Victim

As the Fed pulls liquidity from the financial system, those using too much leverage and or holding
speculative assets are usually the first to feel the effects. The demise of FTX and overleveraged
English pension funds are two examples. As liquidity continues to decline, liquidity and lower asset
prices start to weigh on more traditional asset classes. Private REITs and their sponsors may be
the next victim.

Unlike publically traded REITSs, private REITs do not trade on open markets. With sporadic NAV
updates, private REIT prices tend to be very stable. As a result, investors are often not alert when
problems start arising. In many cases, the NAV is determined by periodic appraisals of the
underlying property, resulting in higher-than-appropriate prices. Blackstone dominates the private
REIT industry, reportedly raising about 70% of all capital raised for private REITs in 2021. As lower
real estate prices become a reality, private REIT investors are trying to sell. Unfortunately, liquidity
in the underlying real estate investments prevents Blackstone from fulfilling investor demands.
Other private equity-like investments may face similar paths as liquidity continues to drain. If these
investors need liquidity, they will have to sell more traditional asset classes.

Starwood, Like Blackstone, Limits Investor

Redemptions from Big Real Estate Fund

By Andrew Bary Updated Dec. 4, 2022 10:39 am ET / Original Dec. 4, 2022 10:34 am ET

Another big nontraded real estate fund is limiting investor redemptions.

Starwood Real Estate Income Trust, a nontraded real estate investment trust, is curbing

redemptions after investor withdrawal requests exceeded the REIT's monthly limit in

November.
]

What To Watch Today

Economy

e 8:30 a.m. ET: Initial Jobless Claims, week ended Dec. 3 (230,000 expected, 225,000 prior)
e 8:30 a.m. ET: Continuing Claims, week ended Nov. 26 (1.618 million expected, 1.608
million prior)

Earnings
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Company Time Estimate Growth Surprise

Show only confirmed?

" COST Costco Wholesale Co.. 415 PMET $3.04 $54.81 B 8.8% + &
AVGO  Broadcom Limited 415 PMET $10.28 58.90 B 20.2% + =
CHWY Chewy, Inc. 405PMET ($0.08) £246 B 11.2% * =

* LULU lululemon athletica inc. 4:05PM ET $1.94 5181B 24 8% - =

- GMS GMS Inc. 6:00 AM ET $2.33 £1.36 B 18.2% + =

“ CIEN Ciena Cerporation 7.00 AM ET $0.08 £846.95 M -18.7% + =

" RH RH 405 PM ET $4.70 584270 M -16.3% + =

* HOV Hovnanian Enterprise.. 9:15 AM ET = = 5 * =
c00 CooperCompanies, Inc 415PM ET $3.09 584107 M 10.8% + =
KFY Korn/Ferry International 6:45 AMET $1.42 569767 M 8.4% + =
MOMO Hello Group Inc. 4:00 AM ET $0.21 $436.76 M -251% * =
DOCU DocuSign 4:05PM ET $0.42 5626.93 M 14.9% + =

- EXPR Express, Inc. 6:45AMET ($0.28) EAB1TT M -4.3% > =

Market Trading Update

A couple of weeks ago, | presented the idea of some sloppy trading action in the first two weeks of
December as Mutual Funds go through their annual distributions. So far, such is exactly what we
have had. Yesterday, healthcare supported the market while Technology, Financials, Industrials,
and Materials weighed on performance. For the day, the market ended lower, further deepening
the MACD "sell signal." Also, the 100-dma and bottoms going back to May lows, as support,
remain under attack and must hold through the end of the week. A failure of the 100-dma will put
the 50-dma quickly into focus. It is not too late to raise some cash and rebalance portfolio risk.
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Bonds are now TOO overbought to add to portfolios. Bonds need a pullback to work off the 3-
standard deviations extension above the 50-dma, and the overbought conditions. The MACD "buy
signal” on TLT is extremely overdone. However, it now appears the bottom for bonds has been
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made as recessionary risk increases. Look for a pullback to support for adding to current holdings.
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Valuations Remain High

Other than free cash flow yield, equity valuations are still extremely high. If earnings fall next year,
these valuations will likely come down, which is only accomplished through lower prices. Valuations
are not in the upper 90% range as they were a year ago, but they are still way too high, especially
given the Fed's monetary policy.


https://realinvestment.wpenginepowered.com/wp-content/uploads/2022/12/TLT_2022-12-07_14-40-34.png

goigman: Absolute and relative valuation for S&P 500
P/E ranks at 83™ percentile vs. history; real yield gap at the 78" percentile

Aggregate index

Historical

Valuation metric Current Yoile
US market cap / GDP 220 % 96 %
EV / sales 26X 95
Price / book 4.0 x 90
EV / EBITDA 12.5 x 88
Cash flow yield (CFO) 6.7 % 85
Cyclically adjusted P/E (CAPE) 26.2 X 83
Forward P/E
Free cash flow yield 41 % 51

Median absolute metric 86 %
Yield gap vs. IG 37 bp 78
Yield gap vs. real 10-year UST
Yield gap vs. 10-year UST 207 bp 55

Median relative metric 78 %

Exodus from Private REITs

As we note in the lead section, investors are pulling money out of private REITs such as
Blackstone's BREIT. The first graph below shows that redemptions from nontraded REITs totaled
$3.7 billion in Q3. Such is a significant increase versus the last few years. The second graph from
FT shows redemptions from BREIT. As shown, they are picking up but below the level seen during
the height of the pandemic panic. Keep in mind Blackstone is limiting withdraws from its fund to just
.3% of the fund's value. The numbers would likely be much higher if they allowed investors to
redeem their investments fully. The reason to gate the funds is twofold. First, they would be forced
to liquidate real estate into an illiquid market resulting in price declines and possibly more
redemptions. Second, as we discuss below, they would lose significant fee income.
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Withdrawals from nontraded REITs
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Blackstone

Continuing on today's private REIT theme, we now discuss how this affects Blackstone, the
investment management company. The following data, regarding Blackstone's BREIT fund, comes
from Phil Bak:

Blackstone earns a selling fee of 9.06% spread out over 7 years. They also earn a
performance fee of 12.5% of net profits after a 5% hurdle rate. Lastly, Blackstone
receives an annual management fee of 1.25%. Per Phil, that comes to 3.62% a year,
$2.46 billion a year in fees.

Any wonder why the stock was down 7% when its investors heard about BREIT's redemption gate?

The possibility of contagion within the real estate industry and other Blackstone funds becomes
apparent when considering the situation. If Blackstone liquidates some of its holdings into such an
illiquid market, real estate prices could fall rapidly. While BREIT investors and Blackstone
shareholders would feel the brunt of it, other public and private REITs and real estate investors
would also face the consequences. Further, if investors get spooked because they can not sell their
funds, private equity investors may start withdrawing from other funds.
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Tweet of the Day


https://bit.ly/3yWiGWN

Lance Lambert & @Newslambert - 9h
"On Thursday, Blackstone announced the $1.27B sale of a minority interest
in two Las Vegas casinos owned by BREIT, which sources told the Financial
Times could be used to support the fund’s liquidity."
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Please subscribe to the daily commentary to receive these updates every morning before
the opening bell.

If you found this blog useful, please send it to someone else, share it on social media,
or contact us to set up a meeting.
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