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2023 was a good year for equity markets
and the first quarter of 2024 continued in
the same vein. The MSCI World Index
ended the quarter 9.9% higher. Although
the NASDAQ rose 9.0%, tech stocks had
mixed fortunes. Nvidia continued its
spectacular run but Tesla and Apple
disappointed. After a strong 2023, UK
REITs had a poor start to the year
suggesting that investor confidence in the
outlook for UK real estate is volatile.

1 C Key ta ke aways At the end of Q4 2023, the UK entered the

mildest of “technical” recessions after
suffering from two consecutive quarters
of falling output. Output shrank by just
-0.1% in Q3 and -0.3% in Q4. Since the turn
of the year, there have been signs of an
improvement. Growth of +0.3% was
recorded in January and a further +0.1% in
February. However, the latest forecasts for
the rest of the year suggest that the UK’s
economy will continue to limp along.

Falling inflation and a weak economy
suggest that monetary policy will start to
be loosened in the second half of the year.
While expectations of sharply higher All
Property returns in 2024 are unlikely to be
met, they could reach 7% in 2024.
Prospects for higher levels of performance
strengthen in 2025 and 2026 and the
annualised average forecast for the three
years to the end of December 2026 rises to
8% or more. The risks to this forecast are
judged to be balanced between a more
benign outlook for the economy, inflation
and interest rates and turbulence caused
by geopolitical downside risks.

UK commercial real estate showed signs
of recovery in Q1 as MSClI’s All Property
total returns increased to 0.6% in Q1 from
-1.2% in Q4 although capital values fell by
a further -0.8%. In the 12 months to the
end of March, All Property total returns
improved to 0.3% from -0.1% in the year
to December.
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2. The UK economy

Many of the themes explored in last
quarter’s report continue into 2024. High
inflation caused by the dislocation to
supply chains resulting from Covid
pandemic lock downs and subsequently by
an escalation in energy prices following
Russia’s invasion of Ukraine, is receding.
Expectations remain that the tightening of
UK monetary policy, represented by base
rate rising from near zero to 5.25% in under
two years, will gradually start to be
reversed. This should ease the pressure on
real estate markets through a reduction in
the cost of debt and a reduction in
capitalisation rates.

The headlines to the IMF’s “World
Economic Outlook” published In April
indicate that the global economy has
been surprisingly resilient. Inflation is
expected to decline steadily. In the UK,
inflation continues on a downward trend
and expectations persist that the
Monetary Policy Committee (MPC) will
initiate an easing in monetary policy by
cutting its base rate later on this year.
However, the IMF’s forecast for global
economic growth over the next five years
is the “lowest in decades”. The institution is
also forecasting UK economic growth of
just 0.5% this year driven largely by an
increase in population. GDP per head is
expected to stagnate as the productivity
problem has still to be grasped.

Since our last report, it has been reported
that the UK economy has entered a

shallow technical recession. Output
shrank by -0.1% in Q3 and -0.3% in Q4.
However, the economy showed some
signs of a recovery in the first two
months of the first quarter. Growth of
0.3% was recorded in January and a
further 0.1% in February. In the last six
months, the economy has grown by a
meagre 0.1% (see Chart 1.1).

The UK’s dominant service sector grew
by 0.2% in the three months to
February. “Professional, scientific and
technical activities” was the largest
positive contributor to the rise in service
sector output, rising by 1.1% in the three
months to February 2024. Over the
same period, manufacturing increased
by 1.2% caused by a broad-based
improvement across most sectors.
Construction decreased by a further
-1.0% with the largest downward
contribution coming from new
infrastructure work. Anecdotal evidence
suggests that heavy rainfall across the
UK caused the delay of much planned
work. Despite the latest improvement,
the UK economy continues to
underperform and although it is now
2.0% above its pre-pandemic level, it

is also 4.3% below its potential level
(see Chart 1.2).

In the post-pandemic economy, service

sector industries continue to fare better

than manufacturing. The manufacture of
petrol and other fuels has now fallen
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1.2 UK economic growth indices
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20.3% since the pandemic first started.
However, the worst performing sector
continues to be the manufacture of
electrical equipment. Information and
communications technology (ICT) has
grown 14.4% and remains the strongest
performing sector since February 2020
(see Chart 1.3).

The MPC'’s latest forecasts, published in
February, suggest that GDP growth is
expected to pick up gradually during the
forecast period, as the impact of increases
in Bank Rate diminish. But the forecasts
are modest by historic standards as
anticipated year-on-year GDP rises are
limited to just 0.5% in 2024, 0.7% in 2025
and 1.4% in 2026. The OBR reported in
March’s Economic and Fiscal Outlook that
it expects output growth to pick up to
0.8% in 2024 but its assumed trend rate of
growth is now as low as 1.67% a year.

The latest improvement in economic
output appears to be driven by a 125,000
increase in workforce jobs since
September 2023 where the largest
individual increase came from the
transport and storage sector, possibly
caused by the demands of on-line retailing.
However, the latest unemployment
numbers are showing an increase from
3.8% to 4.2% in January, above pre-
pandemic levels. Further impetus to
economic growth is provided by the recent
growth in real pay which is also now above
pre-pandemic levels and could have

stimulated the latest increase in retail sales
volumes (see Charts 1.4,1.5 & 1.6 ).

Year on year CPI inflation has fallen for 12
out of the last 17 months from its recent
high of 11.1% in October 2022 to 3.2% at
the end of March. This number is below
the MPC'’s forecast published in February.
Core inflation excluding energy, food,
alcohol and tobacco also fell from 5.1% in
December to 4.2% in March. This was
slightly higher than markets anticipated,
and caused some discussion that a
possible June interest rate rise could be
delayed. But if April’s inflation figures
show another fall, a June cut is still a
possibility. (see Chart 1.7).

Petrol and transport-related costs made
the largest upward contribution to the rate
of inflation in 2021 and 2022 but are now
an important influence on the falling rate
of inflation together with utility costs as
Ofgem’s price cap continues to be cut.
Food price inflation has fallen from a high
of 19.2% since March 2023 to 4.0% in
March this year. In March, the price of
bread and meat actually fell and the only
food types still seeing an increase in
inflation are vegetables, hot beverages
and soft drinks. Nevertheless, food price
inflation is still almost twice the 2.1%
annual increase in real regular pay and
continues to drain the spending power of
many (see Chart 1.8).
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1.6 Index of retail sales volumes
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3. Stock markets, interest rates & asset yields

Markets continued to perform strongly
in the first quarter of 2024. The MSCI
World Index, with large and mid-cap
representation across 23 developed
markets, gained 9.9% in Q1.

All of the world’s major equity markets
also posted first quarter gains. The
laggards were the UK’s FTSE 100 and the
Shanghai Composite which recovered
from a poor 2023 as state backed
investors poured billions into domestically
focused funds. Elsewhere in Asia, Japan’s

UK REIT share prices enjoyed a strong
2023 but a -3.6% price fall in Q1 under-
performed the wider all share market
index. Poor prospects for the London
office market continued to weigh on the
share price of Great Portland, Derwent
London, British Land and Land Securities.
Although Big Yellow fell -12.9%, other
industrial and logistics specialists
including Segro and London Metric fared
better. The retail specialists, Hammerson
and Shaftesbury Capital continued to

2.1 World stock markets in Q12024
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of the first cut remains finely balanced.
The OBR reported In March that it
expected Bank Rate to fall this year from
its current peak of 5.25% to 4.2% in the
final quarter of 2024.

A weak economy and falling inflation rates
have eased the pressure on the pricing of
UK risk-free assets since the middle of last
year but the yield curve moved higher in
Q1 as sticky wage data and the worsening
geopolitical landscape raised concerns
that the Bank may not move to raise rates
as soon as expected. The yield on the 5-15
year gilt index softened by 35 bps in the
first quarter and now stands at 3.95%.
This is reflected in the total return
performance on the FTSE Actuaries 5-15
year gilt index in Q1 of -1.54%. It is likely
that this short-term shift in the outlook for
interest rates simply reflects the volatility
of expectations. Nevertheless, gilt yields
at the end of Q1 were 50 bps lower across
most maturities than in September 2023
(see Chart 2.4).

As risk free rates rose in Ql, the All
Property initial yield increased by just
3 bps. Consequently, the property
initial / gilt yield gap decreased by 32
bps to 1.61%. By the standards of the
last 16 years, when risk free rates fell
from 5.0% in 2008 to less than 0.5% in
2020, property continues to look as if it
is priced above fair value. This period
may now come to be seen as an
anomaly. A fairer comparison may be
with earlier cycles when the yield gap
was nearer to 200 bps. On this basis,
property valuations, having fallen more
than 25%, may be nearing the bottom
of their range (see Chart 2.5). Direct
property also offers a competitive
income return compared to other UK
asset classes (see Chart 2.6).
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4. Commercial property market performance

In Q1, All Property total returns, as
recorded by the MSCI Monthly Index,
increased to 0.6% from -1.2% in Q4
2023. Capital values fell by -0.8%
compared to -2.6% three months earlier.

Property equivalent yields softened by a

further 7 bps and contributed to a -1.4%
fall in valuations. All Property rental
value growth decreased to 0.8% in Q1
from 1.2% in Q4 2023. First quarter
income returns amounted to 1.5%

(see Charts 3.1 & 3.4).

Over the course of the first quarter,
office rental value growth increased to
0.8% from 0.7% in Q4 2023, while Q1
industrial rental value growth decreased
to 1.1% from 2.2% a quarter earlier. Retail
rental value growth was 0.1%. Market
rental values for shopping centres fell
back further but rental values for all
other retail segments improved (see
Charts 3.2 & 3.5).

In the 12 months to the end of March
2024, All Property total returns
increased to 0.3% from -0.1% in the 12
months ending December 2023.

Year-on-year capital growth also
increased to -5.3% in March from -5.6%
in December 2023. Property equivalent
vields have softened by 45 bps in the
12 months to March and contributed

to an 8.3% drop in valuations over

the course of the last 12 months.

All Property rental values increased
year-on-year by 3.9% and income
return amounted to 5.8%.

Yields continue to soften across all
three sectors, but office valuations are
coming under increasing pressure.
The principal drivers for office rents
continue to be working from home
causing businesses to trim their
occupancy footprint and an increasing
awareness of the cost of retro-fitting
secondary offices to meet the latest
ESG standards (see Charts 3.3 & 3.6).

Tables 4.1 - 4.5 contain further
performance data for UK commercial
real estate in Q1 2024.
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3.4 Total returns (%) by segment -
Q12024 annualised
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3.5 MRV growth (%) by segment -
Q12024 annualised
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4.1 Total returns (%)

March 3m 6m 12m
All Property 0.3 0.6 -0.6 0.3
Retail 0.8 15 -0.3 11
Office -0.4 -4 -54 N5
Industrial 0.4 11 1.6 59
Annualised
All Property 3.9 25 -1 0.3
Retail 10.1 63 -0.7 11
Office 44 55 -0.6 -.5
Industrial 5.3 4.4 3.3 5.9

Source: MSCI, Apr 2024

4.2 Capital growth (%)

March 3m 6m 12m
All Property -0.2 -0.8 -3.4 -53
Retail 02 -02 -38 -56
Office -09 -28 -82 -16.3
Industrial 00 -02 -0.8 0.8
Annualised
All Property -2.0 -3.3 -6.6 5,3
Retail 27 -09 -74  -56
Office -99 -109 -156  -16.3
Industrial 01 -0.6 -1.7 0.8
Source: MSCI, Apr 2024
4.4 ERV growth (%)
March 3m 6m 12m
All Property 0.5 0.8 2.0 39
Retail 0. (o} 0.3 0.6
Office 0.7 0.8 1.5 2.8
Industrial 0.5 11 3.4 6.9
Annualised
All Property 6.1 32 41 3.9
Retail 1.4 0.4 0.7 0.6
Office 8.6 3.3 31 2.8
Industrial 6.7 4.6 6.8 6.9

Source: MSCI, Apr 2024

4.3 Income return (%)

March 3m 6m 12m
All Property 0.5 15 29 58
Retail 0.6 1.8 3.5 71
Office 0.5 1.5 2.9 5.7
Industrial 0.4 12 2.5 50
Annualised
All Property 6.0 6.0 59 5.8
Retail 7.2 7.3 7.2 71
Office 6.0 6.0 59 57
Industrial 52 51 5.0 5.0
4.5 Net initial yield (%)
March 3m 6m 12m
All Property 5.6 55 54 52
Retail 6.8 6.8 6.6 6.6
Office 55 53 51 4.7
Industrial 4.8 4.8 4.7 4.7

Source: MSCI, Apr 2024
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5. Investment in property

Weak market conditions have reduced
liquidity in the market. All Property
investment volumes, represented by the
current value of investment transactions
adjusted for capital growth, decreased
by -22% in Q4 2023 compared to Q3
2023. Q4 2023 transaction volumes were
-47% below their long run average.
Preliminary estimates suggest that
investment volumes in Q1 fell by a further
-21% and were 58% below the long run
average. As usual the latest numbers for
Q1 are likely to be revised in the coming
months (see Chart 5.1).

Retail made up 51% (by number) of
investment transactions in Q4 2023;
offices represented a further 22% and
industrials made up the remaining 27%.
Retail, office, and industrial investment
volumes so far recorded in Q1 are all
lower than in Q4 2023 (see Chart 5.2).

Central London office investment volumes
reversed a recent downward trend and
increased by 35% in Q4 2023 compared to
Q3 2023. Nevertheless Q4 2023
transaction volumes were 57% below their
long run average. Preliminary estimates
suggest that investment volumes in Q1
decreased by -23% and were 67% below
the long run average (see Chart 5.3).

Midtown and West End made up 48% (by
number) of Central London office
investment transactions in Q4 2023;
Fringe offices represented a further 37%
and City offices made up the remaining
15%. City and Fringe office investment
volumes so far recorded in Q1 are lower
than in Q4 2023 whilst Midtown and West
End offices are seeing a strong
improvement in interest (see Chart 5.4).

5.1 All property investment volumes
(£bn)
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5.3 Central London office investment
volumes (£bn)

— 4 qgtr. moving average
A A ~ —Post-GFC average

Mar Mar Mar Mar Mar Mar Mar Mar Mar Mar Mar Mar Mar Mar Mar
10 11 12 13 14 15 16 17 18 19 20 21 22 23 24

Source: CoStar, MSCI & APR, Apr 2024

© Cluttons Investment Management (UK) LLP 2024

5.2 UK investment transaction nos.
by quarter
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o. Outlook & house view

After a quarter where the UK’s
commercial real estate market showed
some signs of improvement, February’s
Investment Property Forum (IPF)
consensus forecasts are reflecting
greater optimism in the outlook.
Average total return forecasts for 2024
have been increased to 6.3% from 6.1%
in November and the outlook for 2025
has strengthened to 9.0% from 8.0%
(see Chart 6.1).

The IPF consensus view is that 2023 will
have marked the bottom of the cycle.
With UK commercial real estate
currently offering a net initial yield of
5.6%, the outlook remains largely
neutral for capital values in 2024.
However, a return to robust levels of
capital growth in the years thereafter
seems likely. The annualised total return
average forecast over the three years to
2026 is 7.9% and 7.6% for the five years
to 2028 (see Chart 6.2).

Respondents to the IPF Consensus
Forecast Survey expect to see positive
total returns in 2024 for all segments but
the outlook is weaker for Central London
and Rest of UK offices (see Chart 6.3).

The maximum total return forecast for
2024 has now increased to +10.2% from
+8.4% whist the minimum forecast has also
improved to +1.5% from +0.4%. The
forecast range for 2025 has decreased to
6.2%, with a maximum of +11.4% and a
minimum of +5.2% (see Chart 6.4).

The central forecast from the House View
model is revised on a quarterly basis to
reflect the changing macro-economic
outlook and the current performance of
commercial real estate. The total return
outcome for Q1 2024 is an improvement on
the results posted in Q4 and Q3 2023 and
we expect the market to improve further
moving forwards.

6.1 IPF Consensus forecast evolution (%)
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6.2 IPF All Property consensus forecasts
y-by-y (%)

2024 2025 2026 2027 2028 5-years
Source: IPF, Feb 2024

6.4 UK commercial total return
forecast range (%)
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It now seems likely that monetary policy
will loosen in the second half of the year
resulting in a gradual lowering of interest
rates that will be limited in 2024 but gather
pace thereafter. Expectations therefore of
sharply higher All Property returns in 2024
are unlikely to be met. Consistent with the
latest IPF Consensus forecast, we now
think All Property returns in 2024 could
reach 7%. It is, however, likely that any
stronger recovery will be delayed until
2025 or 2026 (see Chart 6.5).

The industrial and logistics sector now
represents more than 30% of the
institutional investment market and is
therefore a key driver of All Property
performance. In the medium-term robust
levels of market rental value growth should
remain characteristic of this sector
Secondary office are at risk of being
stranded by tougher rules surrounding
ESG. In the last 12 months there is a
12%'age point gap between capital growth
for high yielding / secondary and low

yielding / prime Central London offices.
However, after years of under-performance,
Shopping Centres and Rest of UK Shops
are providing an 8.0% income return, which
provides some resilience in the face of any
continued de-rate of these retail segments.
The net effect is that the annualised
average forecast for the three years to the
end of December 2026 could rise to 8% or
more (see Chart 6.6).

As usual there are a number of caveats
regarding uncertainty surrounding our
central forecast. Upside risks include a more
benign outlook for the economy, inflation
and interest rates and an improvement in
liquidity as investors believe that the
downward adjustment in pricing now
presents an immediate buying opportunity.
Downside risks include economic instability
and a renewed inflation episode caused

by an escalation of Israel’s war with Hamas
and the continuation of Russia’s invasion

of Ukraine.

6.5 Cluttons House View - 2024 relative
total returns (%)

RUK industrials
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For further details contact:

Jamie McCombe

Head of investment management
+44 (0) 20 7647 7234
jamie.mccombe@cluttonsim.com

Grainne Gilmore

Director of research and insight
+44 (0) 20 7647 7142
grainne.gilmore@cluttons.com

Researched on behalf of Cluttons Investment
Management by Alexander Property Research.

((\ RICS

© Cluttons Investment Management (UK) LLP 2024 | 3163 - 0523

The publication is issued by Cluttons Investment Management (UK) LLP, a wholly owned subsidiary
of Cluttons LLP, authorised and regulated by the Financial Conduct Authority, and the registered
office is Yarnwicke, 119-121 Cannon Street, London EC4N 5AT.

This publication is the sole property of Cluttons Investment Management (UK) LLP and must not
be copied, reproduced or transmitted in any form or by any means, either in whole or in part,
without prior written consent of Cluttons Investment Management (UK) LLP.

This publication is provided for information purposes only. The information contained in this
publication has been obtained from sources generally regarded to be reliable. However, no
representation is made, or warranty given, in respect of the accuracy of this information.

The opinions expressed here represent the views of the Cluttons Investment Management (UK)
LLP and should not be interpreted as investment advice. Whilst the company believes that the
information is correct at the date of publication, no warranty or representation is given to this
effect and no responsibility can be accepted by Cluttons to any intermediaries or users for any
action taken based on the information.



