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National Health REIT (NHR)

It may be an obvious thing to say, but not all property companies are
the same. Of course, they own different kinds of properties, such as
shopping centres versus industrial warehouses. But it's also true that
certain companies perform in different ways in different economic
environments.

The general perception of property shares is that they do well when the
economies they operate in are doing well. Those are times when it is
easy to find tenants, they can increase rentals at or even above the level
of inflation, and cash flows are strong. However, this is not true across
the board.

For example, one of the companies we look at outside of South Africa

is a healthcare real estate company that owns a £4 billion portfolio of
primary care facilities across the UK and Ireland. It leases space in these
buildings to medical professionals. For its UK properties, the National
Health Service (NHS) guarantees the rentals over approximately 90%

of the space it owns. Similarly, the department of health in Ireland
guarantees the same levels of rentals in that country, which form 25% of
the portfolio. All Irish leases are also indexed to inflation.

As a result, the company’s facilities are 99.3% occupied. On average,
their leases run for 11 years. This means it has guaranteed revenue
streams well into the future.
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Thematically, healthcare is a necessity, and properties in this space are
also more recession-resistant or less cyclical than other sectors such as
offices and malls. Together with the guaranteed leases it has in place,
this means that the company has one of the most defensive rental
income streams in the listed property sector.

However, when we analysed it, we recognised that the NHS guarantee is
not a ‘blank cheque’. The NHS has a big say over how much the leases

in the UK will increase every year. They also have a lot of pricing power
because they are the only party that can agree to lease terms. This limits
the company’s ability to grow its earnings.

When we looked at how attractive the company is at its current price,
we saw that it trades at a 7.7% dividend yield. That is well above the UK
10-year bond yield of 4.3%. It also trades at an 8.1% discount to its Net
Asset Value (NAV) — in other words, the total value of all its properties.
On top of this, our estimates showed that the company would be able to
increase dividends by 2% to 2.5% per year over the next two years, and
around 1.5% over the medium term after that.

All of this looks fairly attractive, but context is always important.
Comparable European healthcare listed property companies trade at
an 8.6% dividend yield and 22% discount to NAV and projected two-year
dividend growth of 2.2% per year. So, this particular share is not quite as

cheap as its peers.
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Global REITs also show expected dividend growth of 5.5% per year over
the next two to three years. That is some indication of how this kind of
company is limited in its ability to grow its cash flows at the same rate as
many other property stocks.

Turning to the balance sheet, NHR has a loan-to-value (or debt-to-
assets) ratio of 47% with over 95% of debt fixed at an average interest
rate of 3.4%. This does not compare favourably with the global REIT
sector, which has an average loan-to-value ratio of 34% and around
80% of debt fixed.

Ultimately, we decided not to invest in this company. Our rationale was
not just based on the numbers, but because property businesses like this
typically outperform in a low interest rate or recessionary environment in

economies that face the risk of deflation. Long leases that grow around
2% per year are great for protecting investors in times like that.

However, the UK economy has proven more resilient than many
expected, and interest rates are likely to stay higher for longer. In
addition, although inflation has come down significantly over the last

12 months, we don’t expect deflation. If anything, the risk is for inflation to
pick up again.

All of that means that the current economic environment favours sectors
that operate with shorter leases that can grow rents above inflation.
Despite its other strengths, this company is not one of them. We might
own it in the future when the economic outlook is different, but right now
we would rather hold others for the benefit of our investors.
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The information used to prepare this document includes information from third-party sources and is for information purposes only. Although reasonable steps have been taken to ensure the validity and accuracy of the information contained herein,
Curate does not guarantee the accuracy, content, completeness, legality or reliability of the information contained herein and no warranties and/or representations of any kind, expressed or implied, are given to the nature, standard, accuracy or

otherwise of the information provided.

Neither Curate Investments (Pty) Ltd, its affiliates, directors, officers, employees or representatives have any liability to any persons or entities receiving the information made available herein for any claim, damages, loss or expense, including, without
limitation, any direct, indirect, special, incidental, punitive or consequential cost, loss or damages, whether in contract or in delict, arising out of or in connection with information made available herein and you agree to indemnify Curate and their
affiliates accordingly. For further information, please visit us at curate.co.za.

Curate Investments (Pty) Ltd is an authorised financial services provider (FSP No. 53549). Registration number 2023/747232/07.




