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Built to Last?

WHERE IS INFLATION HEADED AND IS REAL ESTATE A GOOD

INFLATION HEDGE TODAY?

The question on everyone’s mind is where is inflation
headed? The next question for investors is, how can
they position their portfolio to hedge the risk of
inflation and maintain the purchasing power of their
portfolio? As an asset class, real estate is widely accepted
to have a higher correlation to inflation and can serve as
a hedge. Given the current fundamentals, is it a better
hedge to inflation today?

No one knows for sure how prolonged this inflation
cycle will last, and many factors have contributed to the
current inflation cycle. The bust and boom cycle caused
by COVID-19 led to supply-chain disruptions, which
have been a prominent driver. Yet, prior to COVID-
19, several tariffs were also implemented, which likely
created some initial inflation pressures. For instance,
tariffs on Canadian lumber caused price spikes in 2017
(c. 50%) and throughout 2019 (c. 60%). Similarly,
tariffs on more than $300 billion on Chinese products
started in March of 2018

With the onset of COVID-19, we also saw significant
government stimulus from Congress and the Federal
Reserve. The outstanding debt of the U.S. increased
$7.4 trillion from $22.2 trillion to $29.6 trillion?.
Similarly, from February 2020 to February 2022, the
Federal Reserve expanded its balance sheet $4.7 trillion
from $4.2 willion to $8.9 trillion®. To put this in
perspective, with 124.3 million occupied households in
the U.S.4, the combined stimulus of over $12 trillion
amounted to over $95,000 for every U.S. household.
The combination of tariffs, the onset of COVID-19,
government stimulus and global supply-chain issues all
contributed to the current inflation cycle.
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One subtle but important item that has also created
some short-term issues is the change in inflation
expectations due to the policy shift implemented by the
Federal Reserve during the early stages of the pandemic.
As many know, the Federal Reserve has a dual mandate
as prescribed by Congress. The dual mandate requires
the Federal Reserve to conduct monetary policy “so as
to promote effectively the goals of maximum
employment, stable prices and moderate long-term
interest rates.” However, in a speech at Jackson Hole in
late August 2020, Chairman Jerome Powell noted,
“...we will seek to achieve inflation that averages 2%
over time. Therefore, following periods when inflation
has been running below 2%, appropriate monetary
policy will likely aim to achieve inflation moderately

above 2% for some time.”®

Prior to the announcement, even though the Federal
Reserve had targeted 2% inflation, expectations
remained anchored at 1.7% +/-0.3% as shown in
Exhibit 17. In other words, by targeting a point
estimate of 2% instead of an average level of 2%, the
Federal Reserve acknowledged its previous policy may
have unintentionally led to sub-optimal employment
levels. At the time, unemployment was 8.4%, and 14
million persons were unemployed.® Almost overnight,
though, fixed-income investors quickly priced the new
policy into the bond market. In the fourth quarter of
2020, inflation expectations in the bond market
jumped from 1.5% to 2.5% and recently reached 3.5%.

(Continued on next page)
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EXHIBIT 1

Fed Policy Change In 2020 Led To Higher Inflation Expectations

Expected inflation: Five-year treasury yields less five-year TIPS
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Source: Crow Holdings using data from the St. Louis Federal Reserve database (‘FRED”) using data from the Board of Governors of the Federal Reserve
System. Data as of February 28, 2022.

With so many factors impacting the economy today, no one knows for certain where inflation is headed. Even the Federal
Reserve has changed their views dramatically over the last six months (Exhibit 2). As recently as September 2021, the
Federal Reserve’s inflation forecast for 2022 was 2.3% and they expected it would decelerate from there in 2023-24. In their
most recent forecast from the March 2022 FOMC meeting, they expect 4.4% inflation in 2022, 2.7% in 2023, and 2.3%
in 2024.

EXHIBIT 2
Federal Reserve’s Inflation Forecast Revised Higher

Federal reserve’s inflation forecast 22-"24 from the last three FOMC meetings
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Source: Crow Holdings using data from the Board of Governors of the Federal Reserve System; Federal Open Market Committee meeting minutes and
summary of economic projections from the September-2021, December-2021 and March-2022 meeting minutes. The inflation expectations reflect the
midpoint of the “central tendency” for the Core Personal Consumption Expenditure projection as depicted in Exhibit 1.
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With higher inflation expectations, which asset classes can provide better correlations to inflation? As Exhibit 3 shows, real
estate has provided a high correlation to inflation over the last 20 years, as have oil and gold. This is in stark contrast to
several other asset classes. For example, the fixed-income market has had a negative correlation to inflation. This is most
evident over the past three months as the treasury market experienced one of its worst three-month return in over a quarter
of a century. In any given three-month period over the last 25 years, returns in that market have ranged between -1.1% to
3.5% per quarter. For the most recent three-month period though, treasury bonds fell -3.0%. In the past, returns this low or
lower occurred only 7% of the time.

Conversely, asset classes with growing earnings, such as the real estate market and stock market, have had a better
correlation to inflation, with the real estate market’s correlation to inflation two to three times greater than that of the stock
market. However, is real estate a good hedge against inflation today? Typically, real estate has been a better hedge against
inflation when demand is equal to or exceeding supply, as evidenced by the market’s current occupancy rate relative to its
longer-term average.

EXHIBIT 3

Real Estate Has A High Correlation To Inflation

Correlation to inflation across major asset classes - last 20 years
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Source: Crow Holdings using data from Bloomberg, U.S. Bureau of Labor Statistics, and NCREIF. “NPI” represents the NCREIF Property Index. The
index reflects the unleveraged total return performance for the last twenty years from 2001-2021.

Using data from NCREIF as seen in Exhibit 4, at the end of the fourth quarter of 2021, occupancy rates in both the
apartment and industrial markets exceeded their three-year and 20-year averages by a substantial amount. Despite the
ongoing challenges in the office market, occupancy rates are on pace with its 20-year average. In contrast, the retail
occupancy rate is below both its 3-year and 20-year average. Notably, over 60% of retail properties held by NCREIF are in
power centers and malls. Remarkably, occupancy rates are 91.1%, despite the impact of COVID-19. Nevertheless, they
remain below average.
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EXHIBIT 4

Occupancy Rates Are High Across Most Property Sectors

Are the correlations to inflation higher when occupancy is above average?
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Source: Crow Holdings using data from NCREIF's property trends report as of December 31, 2021, the most recent data available at the time of this analysis.

Data is from 2001-2021.

To determine if real estate is a good hedge “today,” we
compared property-sector returns to inflation when
occupancy was either above or below average. In those
periods when occupancy was below average, each sector’s
correlation to inflation was still higher than most other
asset classes. However, comparing the correlations side-by-
side, apartments and industrial clearly had a higher
correlation to inflation when occupancy rates were above
average, as they are today. Notably, office buildings and
malls had a higher correlation to inflation when the
occupancy

EXHIBIT 5

of those types of properties was below average. We believe
this is the case for two reasons. First, office buildings and
malls typically have longer lease terms and struggle to mark
leases to market when inflation is accelerating, which
results in a lower correlation to inflation. Second,
occupancy is below average typically during weaker
economic times. Thus, inflation and total returns were
lower and more highly correlated with each other when
occupancy was below average.

Strong Fundamentals Can Provide A Better Inflation Hedge

Correlation to Inflation When Occupancy Is Above or Below Average
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Source: Crow Holdings using data from the U.S. Bureau of Labor Statistics for inflation and NCREIF for total returns. Data as of December 2021 for the 20-year

period 2001-2021.
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If the correlation benefits weren’t enough, the total returns are more attractive when occupancy rates are higher than their
longer-term averages (Exhibit 6). Over the last 20-years, the unleveraged total returns for each property sector were
competitive with the broader equity markets. When occupancy rates were above average, total returns were well ahead of
their long-term average.

EXHIBIT 6
Strong Fundamentals Can Provide A Better Return Outlook

Unleveraged total returns when occupancy is above or below average vs. the last 20 years.
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Source: Crow Holdings using data from NCREIF data from December 31, 2001, through December 31, 2021.

Many investors also turn to oil and gold as a hedge against inflation. Indeed, as Exhibit 3 shows, those asset classes have an
attractive correlation, much like real estate. However, as “pure-play” commodities, neither asset class pays a dividend. In
comparison, at year-end 2021, the dividend yields for real estate were quite attractive and outpaced the other classes shown,

except for high-yield corporate bonds (Exhibit 7).

EXHIBIT 7

Real Estate Pays Dividends With Lower Volatility Of Returns

Dividend Yield Year-end 2021
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Sources: Crow Holdings using data from Bloomberg and NCREIF. Dividend yields are as of December 31, 2021, the most recent data available from NCREIF. The
dividend yield for real estate is the trailing four-quarter income return less retained capital expenditures and divided by average market value in 2021. All yields
reflect trailing yields.
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In summary, no one can be certain how long the current inflation cycle will persist. Its origins are rooted in trade policies
implemented prior to COVID-19 and worsened by the supply-chain issues caused by the pandemic. At the same time,
efforts by the Federal Reserve to increase inflation expectations almost certainly play a role, too. Fortunately, supply and
demand are in balance in the real estate market, and with demand exceeding supply in the apartment and industrial
markets, history has shown those sectors can provide an even better hedge to inflation.
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Disclaimer & Footnotes

Disclaimer

The commentary reflects the thoughts of the author as of Dec. 31, 2021. This information has been provided by Crow
Holdings Capital. All material presented is compiled from sources believed to be reliable and current, but accuracy cannot
be guaranteed. This is not to be construed as an offer to buy or sell any financial instruments and should not be relied
upon as the sole factor in an investment-making decision. The views and opinions expressed are those of the author at the
time of publication and are subject to change. There is no guarantee that these views will come to pass.

Footnotes

1“U.S. to Begin Review of Tariffs on $300 billion of China Imports”, Bloomberg News, March 5, 2022.

2 U.S. Department of the Treasury as reported by the St. Louis Federal Reserve for the period March 30, 2020 —
December 31, 2021.

% Board of Governors of the Federal Reserve System, Release H.4.1, Factors Affecting Reserve Balance as reported by the
St. Louis Federal Reserve.

4U.S. Census Bureau of occupied housing units as of December 2020, the most recent data available from the American
Community Housing Survey.

> In addition to conducting the nation's monetary policy, the Congress has tasked the Fed with promoting the stability of
the financial system, promoting the safety and soundness of individual financial institutions, fostering the safety and
efficiency of payment and settlement systems, and promoting consumer protection and community development. These

tasks are reviewed in Board of Governors of the Federal Reserve System (2016), The Federal Reserve System: Purposes and
Functions (PDF), 10th ed. (Washington: Board of Governors).

¢ For a full text of the speech, please see the following link:
hittps:/fwww. federalyeserve. gov/newsevents/speechlpowell2020082 7 a. htm

7 In addition, the Personal Consumption Expenditures (PCE) Index, ex-food, and energy, also produced an average of
1.7% inflation from 2000-2020. The PCE Index is the Federal Reserve’s preferred inflation measure and provided
evidenced that the Federal Reserve was not achieving its goal of 2.0% inflation which may have led to a change in their
policy implementation approach.

8 Bureau of Labor Statistics, August 2020
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