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Key takeaways e Inthis report we focus on consumer-facing sectors as the
e Rental growth expectations have improved in line with a economy recovers. Understanding trends in consumer
more positive view on the economy. This offsets the behaviour and how they interact with different elements of
impact from higher real interest rates seen in the first the real estate universe remains key to positioning
quarter. investments and favours selected parts of leisure and retail

warehousing.
e We see continued momentum for industrial and certain
alternative property types, notably residential.

e The firming of the view that employees will be returning to
offices in greater numbers in the coming months does not
negate the longer-term questions facing the sector. We
continue to expect further divergence, with offices
providing healthy, productive workspaces in well-connected
locations best positioned to capture occupier demand.
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Economic overview

We expect UK GDP to grow by 6.2% in 2021 and 8.1% in 2022,
compared with a consensus expectation of 4.4% and 6.9%
respectively. Although above consensus, this view of recovery
and growth is widely held. We acknowledge a remaining tail
risk relating to virus mutations, further restrictions, and the
removal of the furlough scheme in September 2021 which has
kept UK unemployment low (4.9% as at February 2021).

Nevertheless, the outlook is more positive with UK GDP now
expected to revert to pre-pandemic levels on an absolute basis
during H2 2021 and to trend levels by H2 2022.

Growth expectations have strengthened further in the US
where aggressive stimulus has driven inflation higher. Treasury
yields have increased from 0.9% six months ago to 1.6% today.
By contrast, we do not expect inflation to be a significant issue
for the UK and forecast annual HICP (Harmonised Index of
Consumer Prices) of 1.6% in 2021 and 2.0% in 2022.
Nevertheless, inflation is a rising concern for investors as
demonstrated by the movement in UK gilt yields which have
increased from 0.3% to 0.7% over the last six months.?
Nevertheless, inflation has been flagged as a rising concern for
investors.

Real estate views

The increase in the UK gilt yield does not change our view that
the risk-free rate will remain “lower for longer”. The risk
premium offered by real estate remains historically high at
€.4.9% compared to a 20-year average of 3.0%. Our composite
relative indicator shows that the increased gilt yield has had an
effect, but real estate remains attractively positioned on a
range of measures, in our view. This assumes rent collection
normalises — and as the UK economy reopens, we would
expect this normalisation to accelerate over 2021.2

Composite relative value indicator, UK Real Estate
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1. Bloomberg Generic US 10year note (22/04/2021)
2. Bloomberg Generic Gilt 10year (22/04/2021)

Real estate and inflation

Real estate can, in certain market conditions, be considered a
partial hedge against inflation. However, the ability to hedge
depends on the cause of inflation and the property market
conditions at the time. Should inflation become an issue due to
the COVID-19 stimulus seen over the last 12 months, we think
the ability of real estate performance to match or exceed it is
dependent as much on investment style as on sector selection.
This reinforces the need to ensure assets are suited to the
changing dynamics we are seeing - good quality space in
improving locations, effective refurbishments and
repositioning, and strong sustainability credentials are likely to
be the key drivers of performance, rather than purely segment
selection.

Recent sector performance

According to the MSCI Annual Digest (the benchmark we use
for our forecasting) UK Property returned -2.3% over 2020. On
the Monthly Digest, returns over the first quarter of 2021 were
2.2%, led by industrial at 5.2% with offices at 0.1%, retail at 0.6%
and alternative sectors at 1.1%.

All property values, as described in the graph below, have
improved over the last six months. Compared to December
2019, values remain -5.5% lower, according to MSCI Monthly,
but this is an improvement from September’s low point of
-6.9%. Industrial values ended March 7.8% ahead of December
2019, but office, retail and leisure values were -6.7%, -17.9% and
-15.4% lower respectively.

Capital value movements from December 2019
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3. Rent collection 90 days after the December quarter day was running at 79%, according to Remit Consulting (Apr 2021).
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Expectations

We expect an all property total return of around 5.0% this year,
elevated by the momentum seen in industrial markets where
we expect double digit returns. However, continued weakness
in retail (albeit much less bad than recent history), and a more
subdued office outlook in the short term, are expected to drag
overall performance. Over the five-year period 2021-25 we
expect the market to deliver a total return of 5.4% p.a. The
significant differences between sectors is expected to continue
during this period.

Total return forecasts, 2021-2025 % p.a
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Source: LGIM Real Assets Q1 2021. There is no guarantee that any forecasts
made will come to pass

Offices — greater stability in prime office space

Our views on office demand — that it will be affected by
pandemic-related changes to working practices, but impacts
will be more modest than many expect — remain consistent.
That said, we have reduced marginally our five-year expected
return to 5.1% for two reasons: The 2020 outcome was less
bad than originally expected, meaning we moved the risk
previously assigned to 2020 into the forecast horizon and, in
the short-term, we believe further increases in occupier-
controlled supply will reduce rental values further with an
associated reaction in yields. Importantly we would expect
greater stability in prime property, after values reacted last
year, than in average property benchmarks. This corresponds
to increased risks associated with poor quality, poorly
managed and peripheral assets.

Industrial — continued value in the sector

The momentum seen in Q4 2020 has continued and we expect
an annual return of 12.5% in 2021 with value growth of 8.3%.
The five-year average of 6.6% is broadly unchanged suggesting
a lower performance expectation beyond 2021. Direct market
pricing continues to provoke questions over value, but our
analysis of target rates compared with yields on the MSCI
measure suggest that there remains value assuming rental
growth forecasts are realised. This is particularly true for
multi-let estates in the South East and the rest of the UK.

Retail and leisure — challenges, with a clearer path to
recovery in leisure

We will expand on our expectations for retail parks and leisure
property in the following section. At a sector level we still see
challenges to leasing markets and expect rental decline of
-2.9% p.a. over the horizon with over-rentedness still
challenging valuations. Shopping centres, with an expected
return of -1.3% p.a., will drag the overall sector lower, in our
view.

Build to Rent residential — optimistic on sector, despite
pockets of oversupply

We expect returns of 6.7% p.a. in London and 6.9% in the rest
of the UK, with rental growth of 3.1% p.a. and 2.5% p.a. over the
next five years. While there remain areas of oversupply in the
broader private rented sector, we expect targeted build-to-rent
strategies to outperform the benchmark. Our less pessimistic
view on office re-utilisation and, by association London office
space, is consistent with this view on outperformance.

Alternative sectors

Views on care homes and student accommodation are
consistent, with expected returns of 4.2% p.a. and 7.0% p.a.
respectively. We see value in certain hotel assets as the
economy reopens to both business and recreational travel but
acknowledge challenges for the sector as a whole may persist
beyond 2021.
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A focus on retail and leisure: the
importance of stock selection and
an agile business model
Understanding trends in consumer
behaviour and how they interact with
different elements of the real estate
universe, we believe, remains key to
positioning investor holdings. As the
sector looks to recover from the severe
impact of COVID-19, the ability of
owners to identify and create future-
ready places is vital, in our view.

Sector outlook

The reopening of non-essential retail
and leisure over April and May in the UK
has provoked the question of whether
this represents a pathway to normality.

Our overarching view on retail — over-
supplied and over-rented, contributing
to the structural underperformance of
the sector — has been consistent since
well before the pandemic. On a more
positive note, footfall in the first two
weeks of reopening suggests
consumers have returned to shops
faster than after the first national
lockdown finished in June 2020;
however, footfall remains materially
down versus pre-pandemic levels.* The
recovery is likely to be gradual with
significant variance by format and
location. A materially higher level of

e-commerce sales post-pandemic
appears structural, putting further
pressure on in-store sales. While the
reopening of the sector should herald
more normal rental collection levels in
the second half of 2021, it ultimately
represents a double-edged sword.
Government support for occupiers is
scheduled to be phased out over the
summer, and we anticipate that a
combination of reduced financial
support and sluggish occupational
demand means that vacancy levels,
which ended 2020 at 13.7%°, will
continue to rise.

We do, however, expect the drivers of
retail returns to shift. Outside of
supermarkets, the re-rating of UK retail
yields in recent years has been
universal and justified, reflecting a
sector that now has a fundamentally
different risk and income profile. We
anticipate yields to be relatively more
stable over the next 12 to 18 months.
This will result in attention increasingly
shifting towards the income on offer.

However, until there is meaningful
evidence of a structural reduction in
retail floorspace, supporting growth in
in-store sales in real terms, we
anticipate continued downward

From past to future: how the retail model could evolve

pressure on rents for the sector as a
whole, which we expect to be the
primary drag on returns. We are
forecasting further rental declines of
-2.9% p.a. on a five-year view,
contributing to lacklustre total returns
of 2.0% p.a.

Greater attention on income will
increase the focus on rent sustainability
and asset relevance, in the eyes of both
the occupier and consumer. We think
the ability of owners to demonstrate a
relevant and engaged audience, whilst
also generating new revenue sources
from non-traditional retail uses, thereby
diversifying their income streams, will
be crucial. This requires greater
operational expertise, more dynamic,
data-driven insights into consumer
behaviour and occupier performance,
as well as investment skills in
measuring corporate risk. Our chart
below illustrates how we anticipate the
income model for retail to evolve in the
future, shifting away from traditional
retail anchors on long leases towards
more flexible and performance-related
leases (‘flexi’ and ‘operational’)
alongside non-traditional retail’ revenue
streams.®

History Now Next Future
° ° ® o
Anchors Traditional leases
Traditional leases Operational

Traditional leases

Diversified revenue

Operational

Diversified revenue

Flexi

4. Footfall for the week ending 24th April -26.5% vs 2019, Shoppertrak.

5. Local Data Company, March 2021.

6. Note: the size of the component parts within the chart are for illustrative purposes only.

Operational

Diversified revenue

Flexi
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Retail warehousing

Retail warehousing has attracted the greatest interest from
investors over Q1. Stronger trading during the pandemic,
thanks to the higher proportion of essential retailers present,
open-air environments and superior private car accessibility
versus town centres, combined with attractive income returns,
has helped pricing to seemingly find a floor. There are several
long-standing reasons why, we believe, retail warehousing
should be treated differently to high streets and shopping
centres, most notably:

e lower occupational costs
e more resilient footfall pre-pandemic

o the ability of larger, more accessible stores to better
integrate into retailers’ omnichannel business models.

We believe stronger trading locations on sustainable rents, with
occupiers operating in more online resilient categories, can
play an income-producing role in portfolios. However, this will
be for select assets and will not be universal: we remain
cautious on the extent of the ‘bounce back’ story on aggregate.
The sector remains over-spaced with a shallow occupational
market, which means we still expect the general trajectory for
rents to be downwards. Stock selection and income resilience
is key.

Leisure

We have a fundamentally more positive outlook for leisure
property than the consensus, albeit one that remains highly
dependent on the pathway of the virus. The sector has suffered
over the past year, with 9.7% of casual dining restaurants
closing in 2020, however government and monetary support
looks to have prevented deeper and more permanent scarring.

There are two underlying reasons for our positivity towards the
sector over the medium-term.

o Firstly, the sector is fundamentally about shared
experiences in a 'third place’; real estate remains crucial to
business models. Research from Savills found that just 6%
of leisure units impacted by insolvencies in 2020 closed;
the equivalent figure for retail was 28% - leisure operators
ultimately need physical space to generate revenue.

e The second reason for our positivity is that we expect the
long-term trend of consumers favouring experiences over
products will return. Evidence of strong consumer demand
in international markets with more open economies

supports this view. February represented China’s strongest
month for box office revenues on record, while Australia
has seen sustained double-digit growth in restaurant
reservations during 2021 versus 2019 levels. Despite
ongoing restrictions, the sector is already seeing demand
from new, innovative leisure businesses looking to tap into
this long-term trend.

Change in restaurant use, year on year
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Conclusion

Portfolios that have an overweight position in industrial and
growth sectors within the sphere of alternative investments
are likely to benefit from structural tailwinds, but we recognise
that, as a consensus trade, acquiring assets in these sectors is
competitive.

Polarisation in performance between and within sectors and in
terms of asset quality will increase. ESG considerations are a
vital consideration within this and the drive to achieve net zero
carbon emissions has renewed impetus. Investors are increas-
ingly seeing the performance benefit of these interventions; it is
no longer viewed as a cost to be borne.

Finally, operational real estate has previously been perceived
as part of alternative segments like BtR or hotels but is now
moving quickly into offices and retail. A greater exposure to the
underlying business within our buildings should offer com-
pelling opportunities as the economic recovery gains further
momentum.

7. Sustainable rents are where rents (plus wider occupational costs) are affordable for occupiers, indicating a more secure income stream for
investors. In retail, this is typically assessed by calculating total occupational costs as a percentage of sales achieved through the store and
comparing versus market indices for the appropriate retail ‘category’ (i.e. grocery or fashion).

8. CGA Market Recovery Monitor, January 2021.
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Contactus

For further information about LGIM Real Assets, please visit Igim.com/real assets or contact your usual LGIM representative
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Important information

The information contained in this document (the ‘Information’) has been
prepared by Legal & General Investment Management Limited, or by
Legal and General Assurance (Pensions Management) Limited and/or
their affiliates (‘Legal & General’, ‘we’ or ‘us’). Such Information is the
property and/or confidential information of Legal & General and may not
be disclosed by you to any other person without the prior written consent
of Legal & General.

No party shall have any right of action against Legal & General in relation
to the accuracy or completeness of the Information, or any other written
or oral information made available in connection with this publication.
Any investment advice that we provide to you is based solely on the
limited initial information which you have provided to us. No part of this
or any other document or presentation provided by us shall be deemed to
constitute ‘proper advice’ for the purposes of the Pensions Act 1995 (as
amended). Any limited initial advice given relating to professional
services will be further discussed and negotiated in order to agree formal
investment guidelines which will form part of written contractual terms
between the parties.

Past performance is no guarantee of future results. The value of an
investment and any income taken from it is not guaranteed and can go
down as well as up, you may not get back the amount you originally
invested.

The Information has been produced for use by a professional investor
and their advisors only. It should not be distributed without our
permission.

The risks associated with each fund or investment strategy are set out in
this publication, the relevant prospectus or investment management
agreement (as applicable) and these should be read and understood
before making any investment decisions. A copy of the relevant
documentation can be obtained from your Client Relationship Manager.

Confidentiality and Limitations:

Unless otherwise agreed by Legal & General in writing, the Information in
this document (a) is for information purposes only and we are not
soliciting any action based on it, and (b) is not a recommendation to buy
or sell securities or pursue a particular investment strategy; and (c) is not
investment, legal, regulatory or tax advice. Any trading or investment
decisions taken by you should be based on your own analysis and
judgment (and/or that of your professional advisors) and not in reliance
on us or the Information. To the fullest extent permitted by law, we
exclude all representations, warranties, conditions, undertakings and all
other terms of any kind, implied by statute or common law, with respect
to the Information including (without limitation) any representations as
to the quality, suitability, accuracy or completeness of the Information.

Any projections, estimates or forecasts included in the Information (a)
shall not constitute a guarantee of future events, (b) may not consider or
reflect all possible future events or conditions relevant to you (for
example, market disruption events); and (c) may be based on
assumptions or simplifications that may not be relevant to you.

The Information is provided ‘as is' and 'as available’. To the fullest extent
permitted by law, Legal & General accepts no liability to you or any other

recipient of the Information for any loss, damage or cost arising from, or
in connection with, any use or reliance on the Information. Without
limiting the generality of the foregoing, Legal & General does not accept
any liability for any indirect, special or consequential loss howsoever
caused and on any theory or liability, whether in contract or tort
(including negligence) or otherwise, even if Legal & General has been
advised of the possibility of such loss.

Third Party Data:

Where this document contains third party data (‘Third Party Data’), we
cannot guarantee the accuracy, completeness or reliability of such
Third-Party Data and accept no responsibility or liability whatsoever in
respect of such Third-Party Data.

Publication, Amendments and Updates:

We are under no obligation to update or amend the Information or correct
any errors in the Information following the date it was delivered to you.
Legal & General reserves the right to update this document and/or the
Information at any time and without notice.

Although the Information contained in this document is believed to be
correct as at the time of printing or publication, no assurance can be
given to you that this document is complete or accurate in the light of
information that may become available after its publication. The
Information may not take into account any relevant events, facts or
conditions that have occurred after the publication or printing of this
document.

Telephone Recording

As required under applicable laws Legal & General will record all
telephone and electronic communications and conversations with you
that result or may result in the undertaking of transactions in financial
instruments on your behalf. Such records will be kept for a period of five
years (or up to seven years upon request from the Financial Conduct
Authority (or such successor from time to time)) and will be provided to
you upon request.

Legal & General Investment Management Limited. Registered in England
and Wales No. 02091894. Registered Office: One Coleman Street,
London, EC2R 5AA. Authorised and regulated by the Financial Conduct
Authority, No. 119272.

Legal and General Assurance (Pensions Management) Limited.
Registered in England and Wales No. 01006112. Registered Office: One
Coleman Street, London, EC2R 5AA. Authorised by the Prudential
Regulation Authority and regulated by the Financial Conduct Authority
and the Prudential Regulation Authority, No. 202202.

LGIM Real Assets (Operator) Limited (Company No. 05522016).
Registered Office: One Coleman Street, London, EC2R 5AA. Authorised
and regulated by the Financial Conduct Authority (Firm Reference
Number 447041).
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