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DISCUSSION: OPPORTUNITIES WITHIN
INDUSTRIAL REAL ESTATE

Britain’s once thriving manufacturing industry meant a thriving industrial property market. But

what are such properties used for today and where is the market heading? portfolio institutional

sat down with a group of professionals from across the investment chain to find out.

My childhood was far from peaceful. Growing up in the West
Midlands I found it hard to escape the hum of conveyor belts
or the sound of drilling or of something large and metal falling
onto a concrete floor.

It was a town which had industrial processes at the heart of its
economy. Indeed, if a piece of land became available on the
other side of my garden gate, someone would build a big metal
box with a door and rent it to a manufacturer or light assembly
operator.

But these days it is a lot quieter as most of those metal boxes
have been replaced by houses. So what has happened to Brit-
ain’s industrial real estate market?

“They aren't all used for ‘metal bashing’ or basic engineering
processes anymore,” said Bill Page, head of real estate research
at Legal & General Investment Management (LGIM). “Of
course, there is still a bit of that going on, there has to be, but
there are many other uses and significant gentrification has
occurred among industrial occupiers.”

Warehousing and logistics are the more visible options given
the 500,000-square foot sheds we see around the country, usu-
ally with Amazon, Tesco or M&S written on the front. However,

this is not the full story.

“People looking at the sector from the outside might think it is
just big warehouses by the side of motorways, but there is a lot
more going on,” Page added.

The sector can be segmented as urban logistics, cold storage,
trade parks, self-storage, as well as “big box” regional logistics.
Then there are multi-let industrial estates, which house many
small businesses operating across a range of sectors.

“Lots of different use classes are creeping into the industrial
landscape, all doing different things in different locations with
different drivers, which means within one umbrella of indus-
trial there are lots of income diversification opportunities,”
Page said.

His colleague, senior fund manager Jon Holland, added that
logistics warehousing appeals to many types of investor,
including annuity funds as they tend to be longer let with
rental growth and are low maintenance.

However, LGIM favours the multi-let properties at the smaller
end the market, where it believes the returns are more exciting.
The firm has also had a big push into urban logistics, which
has evolved to take account of how consumers shop and the
need for industrial units to be close to the people companies

deliver their goods to.



“There is little supply, because there has been limited develop-

ment of urban logistics-style accommodation for the last 20
years, so we are having to create that product. But ultimately,

the returns are quite exciting,” Holland said.

The three Ds of self-storage

LGIM’s industrial strategy is also exposed to self-storage, mak-
ing it one of the first institutional investors to move into that
space. The firm has 12 outlets trading as SureStore, where it
not only owns the business but the bricks and mortar too. “We
are trying to get into something new to enhance returns for

investors,” Holland said.

Tenants have higher expectations or
requirements in terms of the quality of
the space that they occupy.

Lambert Smith Hampton

The growth in self-storage is in part connected to the decline in
home ownership. “People are living in rental accommodation
for longer, which in turn generates a need to store goods for

short periods of time,” Holland said.

For Page there are three issues driving this market: “Divorce,

death and downsizing are the three Ds of self-storage,” he said.

Build it yourself

It appears that one factor drawing institutional capital to indus-
trial real estate is the sector’s supply-demand imbalance.
LGIM is not the only investor having to create the product the
industrial market wants. Royal London Asset Management fin-
ished the construction of a 200,000-square foot property hous-
ing three units in Southampton earlier in the year.

“We buy a site and build it out because there is little product
coming through, so you tend to get quite good returns,” said
James Orr, the firm’s head of industrial and logistics.

“We have some bigger boxes, but it is multi-let where we see

growth because not much is being built but there is a lot of
demand,” he added.

Liquidity issues

From a pension scheme’s perspective, the main consideration
when building a real estate portfolio is liquidity, said Mike
Weston, an independent trustee at PI Partnership. “Our over-

riding objective is to pay pensions when they fall due. We don't
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want to be in a position where we are a forced seller of our
assets so we are continually looking at our liquidity.

“Real estate by its nature is an illiquid asset class, so how much
of that do I want in my portfolio and how do I manage the cash-
flows?” he added.

But most pension schemes do not own property directly, so
what should they look for when selecting a fund? For Weston it
is important to understand the fund’s mandate, its financial
characteristics, who the other investors are and how comforta-
ble he would be as a pension scheme investing in that particu-
lar fund.

In the defined contribution space the issue is how do these
assets fit into a long-term asset fund. “So how do I get exposure
without compromising my ability to pay pensions when they
fall due?” Weston said.

Time for an upgrade

Supply was a theme picked up by Elise Evans, director of
industrial logistics for Lambert Smith Hampton on the South
Coast. She explained that a lack of new assets has left the sec-
tor in need of modernisation.

“Not much has come through since the banking crisis, which
means there is pent-up demand with occupiers sitting in prem-
ises that do not necessarily work for them that well,” she said.

However, some new developments have hit the market in the
past five years or so, which is good news for occupiers wanting
an upgrade to match their changing values. But it is not just
about what the person signing the lease wants.

“The ESG credentials of an asset are not necessarily just
important for the occupier,” Evans said. “For example, compa-
nies often require that their suppliers are working out of prem-
ises which are energy efficient.”

Such demands are driving a trend for landlords to refurbish
older properties when leases expire to make them kinder to the
climate. “There are various parameters that they can work
within to improve the efficiency of a building, and we are find-

ing that is becoming more and more important,” Evans said.

New trends

Demand for industrial assets is largely driven by online retail,
said Claire Williams, a partner and head of UK and European
industrial research at Knight Frank.

Enquiries from such companies understandably spiked during
Covid but have since returned to pre-pandemic levels. But this
is not the only occupier trend she is witnessing.
Manufacturers have taken more space in the past year or so,
highlighting that it is not only an industry serving digital
shopping. “The occupier base is broad, particularly in urban
areas where you have such a diverse mix of occupiers,”

Williams said.
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The high demand for industrial premises could be due to the
sector playing a key role in many of the trends driving the
global economy, Page said. “If we take a big step back and look
at the global megatrends, industrial is at the intersection of
many of them.”

One of these trends is de-globalisation, which is bringing more
manufacturing, processing or distribution nearer to home.
This is also a result of the protectionist policies adopted by
some governments.

“Friction in supply chains or the movement of goods is gener-
ally good for industrial, in that it increases the requirement for
the storage to de-risk supply chains,” Page said.

“We saw it through Covid, we saw it through the Suez crisis, we
saw it through the Panama Canal crisis: if you can’t move
goods as freely as you used to, they tend to stay put for longer,
inventories grow, and therefore you need to store that stuff
somewhere. So it is ironically a net benefit to industrial
demand,” he added.

However, rising wage demands in the Far East are also factor in
the re-balancing of supply chains. “Twenty years ago a manu-
facturer would use cheaper labour which would make what
they need and then ship it to Europe.

“That wage differential is not there anymore, so it does not
make as much sense to do it that way,” Page said.

ESG is also a factor that could shorten corporate supply chains.
Shipping is carbon intensive and those with net-zero targets do

not want to be associated with that.

Under pressure

It is clear that the fashion for industrial usage moves fast, but
it is difficult for property developers to react quickly to those
changes. Planning is a process that takes time. “You cannot
just switch on a tap and build it,” Orr said.

Another difficulty is the rise in labour and steel costs. Histori-
cally, they may have been £30 or £40, but now you are looking
at £70 or £80 depending on the size of the building, according
to Orr.

With higher costs leading to a correction in capital values of
30% in 2022, it could be harder to justify building such
properties.

Then there is finding places to build them. Lack of supply is due
to their being pressure on land, particularly in urban areas.
“There has been some pushback from local government in
terms of trying to protect industrial usage, but housing nor-
mally wins when there is competition for land, and that is
keeping the pressure on industrial,” Page said.

Royal London Asset Management is one company that has not
found it easy to add new products to the market. “Within the
M25 we have lost so much land to housing and infrastructure,”
Orr said. “Sometimes you just think that there isn't the land
available to build the buildings.”

Page confirmed that industrial floor space has fallen by almost
a third in London during the past 25 years. “It is significant,”
he said.

One solution to creating more space could be multi-storey
units, but, according to Page, in the UK “we are not seeing a

great trend for that”.

Rental outlook

However, despite the rise in online shopping, de-globalisation
and a lack of space, the pace of rental growth is falling, but is
still positive.

Williams predicts industrial rents will grow by 4.7% this year,
which would be a fall from the 6.7% recorded in 2023 and less
than half of the around 1% collected the year before.

‘ Buildings with higher ESG credentials
are letting faster.
Jon Holland, LGIM Real Assets

“Itis coming down off a strong trajectory, but still offers robust
growth levels compared with other sectors,” she said, but
warned: “That UK picture masks the variations, which are
quite significant.”

Rental growth varies and depends on where the unit is, its size
and the quality of the asset. Another issue to highlight is that
in some areas vacancy rates have increased in recent quarters.

Evans agrees that there are regional fluctuations. “The South
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Coast has been one of those areas that institutional landlords
quite like,” she said. “It has been quite a robust market, quite
resilient to external crisis.

“Because of the lack of supply and the geographical layout of
the region, we see rents continuing to climb,” she added.
Holland said that despite a slight decrease in occupational
demand, the asset class still offers attractive growth. “We have
been spoilt in the last few years. We have had an almost perfect
storm of low void rates, high demand and no real replacement

through re-development.

‘ Within the M25 we have lost so much
land to housing and infrastructure.

James Orr, Royal London Asset Management

“If you compare that to other commercial sectors, there is no
rental growth,” he added. “[Industrial] is a sector where we
have resilient demand and is one of the preferred institutional
asset classes because of that rental tension.”

But Page warns that he is seeing a “fundamental reset” in
industrial’s rental growth, which will be structural rather than
cyclical. “Institutional investors need to look through the next
cycle to see how long term the rental growth is likely to be,” he
said.

“E-commerce and the supply side has justified a higher natural
rate of rental growth in the sector.”

But before Covid, yields were low and expensive, yet rental

growth was healthy. But the re-set in yields during 2022 on

rising costs added more value to the sector. “So you have a
higher starting yield, but undimmed long-term rental growth
potential,” Page said.

“So when you are deciding between industrial, retail or office,
those two things added together, simplistically, put industrial

in a good place long term,” he added.

What occupiers want

Property is typically viewed as a long-term investment, but are
technological advancements and the impact they are having on
the sector, making industrial property a shorter-term
investment?

“Change is getting quicker,” Weston said, who believes that a
particular trend is to blame if investors feel uncertain about the
long-term investment case of the sector. “We are not making
anything,” he said.

“There is less manufacturing in industrial property. Arguably,
it is just a shed with something in it, and that something is a
bit different. They just need a roof, four walls and access.

“In industrial property, your occupiers might change, but they
still need a building,” he added. “I would be interested in how
specific your buildings are. If they are multi-let sheds, or sin-
gle-occupier sheds, does it matter who is the occupier, whether
they are a logistics firm, a storage firm or a service firm. I don't
sense that it does, does it?”

Page confirmed that smaller units and big shed logistics can
facilitate different occupiers. “But when you get into urban

logistics, there is not enough product in the market that allows
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for HGVs coming in and maybe electric vehicles going out to
deliver to people’s front doors. So it needs to be created.

“The one big thing it requires is power,” he said. “That is one
of the risks to the sector, that there might not be power availa-
ble in the future.”

Evans added that more power is not the issue; how it is gener-
ated is. The growing appetite for cleaner energy is the issue.
“When you are moving away from gas, that is one of the key
elements of a development. At the moment, the move is defi-
nitely away from gas, but where’s the power?” she added.

Orr added that he has a scheme in West London that he let five
years ago for around £12 a foot. A few of those units have come
back and rents are now around £25. Putting ground-source
heat pumps into those units improved their cleaner energy
performance, which has helped boost rental growth.

But back to the issue of whether available space can be used for
different purposes: Royal London Asset Management has a
Go-acre site in Birmingham which has 120 tenants all doing
different things. “Often when a unit becomes available, you get
different people looking at it and it is fascinating to hear what
they do and what they need. It is just so wide,” Orr said.

Page then brought in the occupier’s perspective to the discus-
sion. “The other side of this coin is that in some units there will
be occupiers who spend so much money on their fit-out and
their own processes that it is risky for them to take a short
lease,” he said. “They prefer a longer term over which they can
amortise that cost.

“The likes of Amazon or Ocado spend a fortune on their pro-
cesses, and they don’t want a short-term real estate solution. So

it encourages a longer stay of 10 or 15 years, for example.”

“ If we take a big step back and look at
the global megatrends, industrial is at
the intersection of many of them.

Bill Page, Legal & General Investment Management

The office element of industrial is also a selling point. “Tenants
have higher expectations or requirements in terms of the qual-
ity of the space that they occupy,” Evans said. “Traditionally, in
an industrial building the quality of the office is not going to be
grade A, but nowadays it has to be.”

More industrial space is being let to research and development
and life sciences companies, Williams added. “They are often
looking for dual-purpose space, so they need quality office
space and space for manufacturing, which are quite bespoke

requirements,” she said.

Don’t forget the capex
The conversation then moved to what could threaten that long-

term rental growth. “Greater regulation and higher taxation are

probably what landlords will be looking out for from the new
government,” Williams said.

Evans pointed out that affordability is becoming increasingly
more important for occupiers. “We have seen quite aggressive
rental growth in the last few years [in some regions], so the
affordability of small multi-let sites, including the overheads, is
becoming more important in terms of what it looks like on the
balance sheet,” she added.

Page then urged the room not to forget about depreciation and
obsolescence. “Compared to offices, itis small beer in industrial
but with evolving occupier requirements, particularly around
energy and other ESG issues, older warehouses are looking
increasingly dated.

“For some that is an opportunity because new developments
have a premium, but for holders of older stock in need of mod-
ernisation there is a risk that values fall faster,” Page said.

Itis an issue Orr is aware of. “You might get a slightly stranded

asset for some of the older kit,” he said.
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Regulation is also driving upgrades with the government pro-
hibiting lettings of non-domestic properties from 2028 unless
they are within a certain energy category — band C.

Another issue is that pension schemes have to know what their
carbon footprint is for their Task Force on Climate Related
Financial Disclosures (TCFD) reporting. Private markets are
famously difficult to get accurate and consistent data on, but
Weston said all you need to know is: what’s in your property
portfolio and what their energy ratings are.

“So it is one of the easier private markets to include in TCFD
reporting. And that is not going away. It is probably going to
get stricter,” he said.

Holland is receiving inquiries from LGIM’s tenants for the car-
bon footprint of buildings. “Buildings with higher ESG creden-
tials are letting faster,” he added. “Ultimately, it might not be
reflected fully in market pricing yet, but it will at some point.”
LGIM are not waiting for that day to come. They have a substan-
tial programme aimed at upgrading existing assets and consider
the issue when investing in new stock. “We factor in significant
capex when looking at potential properties to buy to reflect what
sustainable upgrade that needs to be done,” he added.

“The market is evolving. And clearly there is a risk of illiquidity

for some assets unless sustainability is addressed.”

To buyout or not to buyout
While the right industrial real estate could provide a boost to
an institutional portfolio, it may not fit with the endgame strat-

egy of many defined benefit (DB) schemes.

“We have seen over the last three years an acceleration of DB
schemes going to buyout,” Holland said. “A number of them
were in deficit for years but now find themselves solvent.”

Indeed, the expectation is that in the next 10 years the number
of open defined benefit schemes will fall to low single digits.
All of the others will either be closed or have achieved buyout.
“Property assets might be perfectly good assets, but insurers
focus on secure, well defined and predictable cashflows. Typi-
cally, real estate does not match that because the income is just

not secure enough,” Weston said.

‘ DB pension scheme ownership of real
estate assets is probably not going to

be a major growth area going forward.

Mike Weston, Pl Partnership

So to attract an insurer, a scheme will have to get rid of their
real estate assets, which probably means taking a haircut.
Property could be applicable for a run-on strategy, but if the
scheme wants to retain the option to buyout, they are unlikely
to increase their illiquid exposures. “DB pension scheme own-
ership of real estate assets is probably not going to be a major
growth area going forward,” Weston said.

However, Page believes that there could be some nuance.
“Within logistics there is the ability to have long-term inflation-
linked income streams to major global corporates.

“That would be more appealing for the insurer than a shorter-
let alternative” he added.
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Location, location, location

The industrial property market in the UK is more advanced
than its peers in Europe, in terms of e-commerce penetration
rates, Williams said.

She added that around a quarter of retail sales here take place
online, compared to 20% in the Netherlands, 18% in Germany
and around 1% in Italy and Spain.

“We are much further along in terms of that growth but that is
not to say there isn’t more growth coming from that sector,”
she added.

Strong population growth forecasts are another factor support-
ing the investment case for the UK. As does the 30% pricing
correction for UK industrials in 2022, which was far greater
than in Europe and the US, while sterling has since weakened.
This has resulted in greater investment in UK industrial.

“So there has been an influx of investors coming into this
country, particularly North American capital, targeting UK
industrials for that rental growth story,” Holland said.

‘ There are three reasons to be an
optimist about industrial property:

population growth, urbanisation and a

diverse occupier base.

Claire Williams, Knight Frank

“That has been positive for this sector and we are forecasting
that yields will tighten over the next few years, particularly as
interest rates start to decrease.”

Orr said that the UK is “pretty unique” compared to the rest of
Europe. “The supply chain has matured more, certainly in that
urban logistics or last mile product. There are no funds which
just deal in multi-let products across the continent who have
that scale.

“What that presents is an opportunity in Europe, if you believe
that e-commerce penetration is going to increase,” Orr added.
“And right now there are quite a lot of people looking into that.”
Evans pointed out that lease term commitments are, at typically
10 to 15 years, longer here than in many other countries. “We
find with American occupiers that it is sometimes a battle to
make them understand that landlords require a longer lease
commitment than five years to guarantee the income.

“This is why the industrial market in the UK is more sophisti-
cated than in other parts of the world,” she added.

Holland finds that companies are willing to commit to leases
of longer than five years, especially if they have made a large
investment in the property. “If you have a large distribution
centre, the amount of money you need to invest into your facil-
ity can be twice the bricks and mortar cost,” Holland said.

The example he used was that it could take {30om to build a

unit but the occupier could install f6om worth of operational

infrastructure and IT kit “which they can’t write off over a five-
year lease”.

Williams added that the stringent planning and regulation in
the UK is another benefit for investors as supply, particularly in

Eastern Europe, is less restricted.

Outlook

Looking to the future, urban logistic hubs delivering goods to
big cities, such as London, Manchester and Birmingham, are
likely to continue offering rental growth.

“It is those big conurbations where there is a lot of demand,”
Orr said. “Those assets are rarer and the lack of new units will
drive rents forward.”

Holland agrees that strong income growth will come off the
back of landlords having to “create the space” in the face of no
real supply in that market.

Then there are multi-let estates, the resilience of which, Page
believes, will endure for the long term. He is also seeing inter-
esting growth in self-storage. “It has different drivers and often
different income streams,” Page said. “It can be in partnership
with an operator where the income rises and falls with the leas-
ing of the units.

“If you partner with the right operator in the right locations,
then it doesn’t have to be more risky than traditional leases.”
On the future of industrial real estate, Williams had the final
word and concluded our discussion. “There are three reasons
to be an optimist about industrial property: population growth,
urbanisation and a diverse occupier base. They will drive

demand for industrial space,” she said.
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BEYOND BEDS AND SHEDS:
INDUSTRIAL REAL ESTATEIN A 4D
WORLD

We expect industrials to outperform in the coming years,

but could investors overlook new and growing segments?

‘Beds and sheds’ has been an investment mantra for some
time and with good reason, given established tailwinds and
expected performance. Investment volumes from industrial
remain above long-term averages despite a weak overall invest-
ment market!.

Meanwhile, following the sector’s repricing from the summer
of 20222, LGIM Real Assets forecast outperformance from the
sector.

Being overweight industrial has worked; UK funds that outper-
formed over 2023 had an overweight allocation to ‘beds and
sheds’ in common. Meanwhile, the sector has given investors
an additional 6.4% p.a. over all property over five years, and
6.1% p.a. over 103.

Also, average allocations have grown. Using the MSCI Quar-
terly Digest as a proxy, institutional weights generally showed
a 35% allocation to all industrials at the end of 2023 compared

to 15% 20 years ago*.

Segments within a popular sector

We think there are at least seven segments within industrial
that are differentiated by specification as well as function: mul-
ti-let estates, urban logistics, regional logistics, trade parks,
self-storage, and cold and open storage.

This list could be expanded to include factories (whether tradi-
tional or hi-tech labs or giga factories) and specific industrial
processes such as waste to energy, but we restrict it to more
investible segments. We have also chosen to exclude things
like dark kitchens or dark stores as we feel this is more a
description of a function within a conventional industrial unit
than a dedicated specification.

It is worth pausing to consider data centres. These are a rapidly
growing part of the investible universe for real asset investors
with compelling structural tailwinds. However, in operation
they are dissimilar to conventional industrial and are better
regarded as digital infrastructure, in our view.

Furthermore, lot sizes can be large, creating concentration risk
for most conventional real estate funds.

Having said that, we also recognise that the skills in site selec-
tion, assembly, development and power provision are similar to
those required for modern regional logistics. We therefore see

data centres as an important strategy for industrial investors in



Pl Partnership — Legal & General Investment Management
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providing exit opportunities from existing industrial holdings,
with transferable skills in site selection and development, but

do not see data centres as an ‘in use’ industrial segment.

Evaluating risks

Investment performance has been supported by low vacancy
and supply tension fuelled by net stock loss over the long term
as estates were converted into housing (or the Olympic Park).
Development-led supply risk remains low due to complexities
in delivery compared to a ‘single box’ regional logistics, while
planning policy tends to favour residential. Business creation
across all sectors has been strong over the medium term, espe-
cially in London and the South East, supporting the stock of
small-and-medium-sized enterprises (SMEs), which could

offer some income diversification benefits5.

1) RCA, part of MSCI, year-end 2023 data.

Although there are cyclical risks from rising occupier costs,
we think that will most likely result in slowing rates of rental
growth — compared to the 8.7% p.a. seen over the last three
yearse.

Structurally, government support for innovation may offer
support for ‘makers’ within expanded and targeted supply
chains. Cyclically, we see potential opportunities for selective
equity-led development within existing estates and capitalising
on market pricing to re-enter the market, particularly where
asset management can aim to drive performance from

relatively complex holdings.

This was an extract from LGIM’s Industrial Real Estate in a 4D
World report, which considers the prospects for the sector in the con-

text of four key megatrends shaping the global economy.

2) Figures from MSCI Monthly Digest suggest current values are >25% lower than 2022 peaks.

3) Data from MSCI to Q4 2023 and our own analysis.
4) MSCI Quarterly Digest Q4 2023, standing investments capital value.

5) It should be noted that diversification is no guarantee against a loss in a declining market.

6) MSCI Quarterly Digest, Q4 2023

Key risks

LGIM

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.

It should be noted that diversification is no guarantee against a loss in a declining market. Assumptions, opinions and estimates are provided for illustrative purposes only.
There is no guarantee that any forecasts made will come to pass.

Important information

The views expressed in this document are those of Legal & General Investment Management Limited and/or its affiliates (‘Legal & General’, ‘we’ or ‘us’) as at the date of pu-
blication. This document is for information purposes only and we are not soliciting any action based on it. The information above discusses general economic, market or
political issues and/or industry or sector trends. It does not constitute research or investment, legal or tax advice. It is not an offer or recommendation or advertisement to
buy or sell securities or pursue a particular investment strategy. No party shall have any right of action against Legal & General in relation to the accuracy or completeness
of the information contained in this document. The information is believed to be correct as at the date of publication, but no assurance can be given that this document is
complete or accurate in the light of information that may become available after its publication. We are under no obligation to update or amend the information in this do-
cument. Where this document contains third party information, the accuracy and completeness of such information cannot be guaranteed and we accept no responsibili-
ty or liability in respect of such information. This document may not be reproduced in whole or in part or distributed to third parties without our prior written permission. Not
for distribution to any person resident in any jurisdiction where such distribution would be contrary to local law or regulation.

© 2024 Legal & General Investment Management Limited, authorised and regulated by the Financial Conduct Authority, No. 119272. Registered in England and Wales No.
02091894 with registered office at One Coleman Street, London, EC2R 5AA.

Hong Kong: issued by Legal & General Investment Management Asia Limited which is licensed by the Securities and Futures Commission.

The LGIM Stewardship Team acts on behalf of all such locally authorized entities.
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