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A high-yielding capital growth property play

This well managed small-cap Reit has delivered hefty returns to shareholders in the past three years,
and is incredibly well placed to continue doing so.

Simon Thompson’s view:

‘AEW UK Reit is the top-performing UK commercial property Reit in the past three years,

posting a net asset value (NAV) total return of 42 per cent. A hefty dividend means a 7.3 per

cent yield while a portfolio that is overweight industrial property and retail warehousing, both

beneficiaries of the online shopping boom, is being shrewdly managed by the company’s

investment manager. Recent disposals have realised more than 30 per cent above book value of

the assets with the funds being recycled into high yielding investment opportunities that offer

significant growth potential. AEW looks set to deliver yet another year of strong NAV growth, a

factor not reflected in the current rating.’

Source: FactSet
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Bull points

1. High industrial property weighting.

2. Asset sales materially above book value.

3. Capital being recycled into high yielding retail warehouse assets at trough valuations.

4. Yield compression and ongoing rental growth driving valuation uplifts.

5. Top performing fund over three years.

6. High dividend yield and full dividend cover expected in the first half of 2022.

7. Diversified tenant mix and 99 per cent rent collection during pandemic.

8. Active management of a short lease portfolio adds significant value to the portfolio.

9. Rating favourable compared to pure industrial property Reits.

10. Low gearing and low-interest borrowing facility supports further acquisitions.

Bear points

1. Shorter than average lease lengths.

2. Tenant default risk.

3. Uncovered dividend as capital is recycled into new investments.

Key information

AEW UK Reit (AEWU)

Ticker AEWU

Current price 110p

Target price 128p (plus 8p a share of dividends)

Market cap £174m

52 week high 111p

52 week low 74.4p

Net debt £45.5m (pro forma at 17 November 2021)

Shares in issue 158.43m

Financial year end 31 March

Next event annual results May 2022

Website aewukreit.com
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The investment risk looks skewed to the upside for investors taking a 12-month view on the

high yielding shares of AEW UK Reit, a real-estate investment trust (Reit) that raised £100m at

100p a share when it listed on the London Stock Exchange in May 2015.

That’s because 50 per cent of the fund’s £218m investment portfolio of high yielding

commercial property is in the industrial sector, a hot segment of the market that has been

attracting significant demand from both tenants and investors alike. In 2020, over 50m sq ft of

warehouse space was let, or 12.7m sq ft ahead of the previous record set in 2016.

There was no let up in the first half of this year either with take-up rates 82 per cent above their

long-term average, according to Savills. In the third quarter, property consultancy Colliers

estimates that 11m sq ft of industrial warehouse space has been taken up by tenants to lift this

year’s running total to 33m sq ft, the second strongest first to third quarter on record. Such is

the demand that Colliers estimate that only 20m sq ft of vacant space was available at the end

of the third quarter, the lowest level ever recorded in the sector, and 38 per cent lower than

12 months ago.

It’s not difficult to see what’s driving the huge uptake. For several years prior to the outbreak of

the Covid-19 pandemic, industrial property demand had been growing due to the trend

towards online shopping, forcing companies to expand their distribution and warehouse
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facilities. However, the pandemic has accelerated the trend as social distancing forced a

structural change in shoppers’ habits.

Online retail sales as a percentage of total sales in the UK increased from 19.1 per cent in

February 2020 to a high of 36.3 per cent in January 2021, before plateauing out at the 25 per

cent level over the summer as the UK economy reopened. Moreover, changes in shoppers’

behaviour are now forecast to drive increased take up of online sales, as a percentage of total

sales, over the medium to long term in all retail sectors.

Source: Office for National Statistics, 15 November 2021

The move to internet shopping isn’t the only factor at work as there is an expectation that the

UK will begin to see an increase in localised production as a direct result of the supply chain

disruption experienced during the pandemic. Spiralling shipping costs from previously low-cost

manufacturing facilities in Asia, and inflationary price and wage growth in those countries,

make them far less attractive for offshoring than they once were. In turn, this emerging trend

could further boost demand for industrial warehouse and distribution space.

At the same time, there are significant barriers preventing greater supply of industrial space

coming onto the market such as restrictions in obtaining planning consent for new buildings

and difficulties and costs in sourcing construction materials. Furthermore, the replacement

value of existing stock has risen sharply due to the surge in key building materials. For instance,
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the price of concrete and steel are both more than 70 per cent higher than 12 months ago. Not

surprisingly, these factors are supportive of investor demand. Around £8.3bn of industrial

property was transacted in 2020 (source: Savills), while £3.3bn was sold in the third quarter of

2021, taking this year’s running total to £9bn (source: CBRE).

AEW UK Reit
(AEWU)

Ord price: 110p Market value: £ 174m

Touch: 109.8-110p 12-mth high/low: 111p 74.4p

Discount to NAV: 0% Dividend yield: 7.3%

Net asset value^^: 110.0p Net debt^^: 26%

Year to
Net asset

value Pre-tax EPRA Earnings Dividend

31 Mar (p) profit (£m) per share (p) per share (p)

2017* 96.0 6.10 7.57 8.00

2018** 96.4 9.82 6.56 7.33

2019 99.6 15.54 8.07 8.00

2020 93.1 3.65 8.67 8.00

2021 99.2 22.17 6.19 8.00
% change +7 +507 -29 -

SETS

^^ net debt of £35m at 30 September 2021 equated to 20 per cent gearing. Proforma net debt has since increased to £45.5m

following the £5.9m sale of Wella Warehouse Basingstoke in October 2021 and the £16.4m acquisition of Coventry Six Retail

Park in November 2021. Gearing stated on a pro forma basis. NAV per share of 110p at 30 September 2021.

* 12 months to 30 April 2017. Dividend of 7.33p a share paid for 11 month period equates to 8p a share on an annualised basis.

** period 1 May 2017 to 31 March 2018

Source: AEW UK REIT Annual Reports, AEW UK REIT 2021/22 interim report, London Stock Exchange

Another feature of the industrial property market is yield shift as greater investor demand is

driving down prime equivalent yields for logistics and distribution units; so much so that these

yields have contracted from 4.5 per cent in April 2020 to 3.5 per cent in September 2021.

Vacancy rates have also contracted, from 5.4 per cent to 4.24 per cent in the first half of 2021

(source: Savills). The combination of low vacancy rates, limited new supply of industrial space

coming onto the market, and growing end user demand driven by the structural increase in
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online shopping, are likely to continue to attract investment flows as investors recycle cash

from underperforming assets.

Industrial property rents are also growing and are forecast to continue doing so. The latest

RICS UK Commercial Property Market Survey is informative with respondents envisaging 6

per cent growth for prime industrial rents in the next 12 months, and rental growth of 4 per

cent in secondary industrial space. This is another positive for sector valuations.

AEW UK’s conservatively valued industrial portfolio

Given this positive backdrop it’s hardly surprising that investors have been latching onto

property ReitS with exposure to industrial and logistic property.

The four Reits in Liberum Capital’s space – Industrials REIT (MLI), Tritax Big Box REIT
(BBOX), Urban Logistics REIT (SHED), and Warehouse REIT (WHR) – are trading on a 16.4

per cent average premium to their last reported NAV. By contrast AEW is priced at NAV of

110p a share at 30 September 2021, albeit the company’s exposure to retail and office

property means that the other half of the portfolio will not enjoy such a premium rating.
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AEW UK Reit portfolio summary

Portfolio valuation £218m

EPRA net initial yield 6.45%

Reversionary yield 7.67%

Number of properties 35

Average lot size £6.22m

Gross lettable area 3.26m sq ft

Annualised contracted rental income £17.1m

Weighted average unexpired lease term (WAULT) to first break 4 years

Vacant ERV (post imminent sale of Bath Street, Glasgow) 5.4%

Source: AEW UK Reit interim results to 30 September 2021. Property valuation and annualised contracted rental

income adjusted for subsequent sale of Wella Warehouse Basingstoke in October 2021 (58,445 sq ft and £5.86m

sale price) and acquisition of Coventry Six Retail Park in November 2021 (148,765 sq ft and £16.4m purchase

price).

Nonetheless, the shares should be trading at a decent premium to NAV especially as AEW has

been selling off some of its industrial assets at huge premiums to book value. For instance, the

company’s investment manager completed the sale of Langthwaite Industrial Estate in South

Kirkby for £10.84m at the end of August 2021. The price achieved was 31 per cent ahead of

the March 2021 valuation of £8.3m and 87 per cent higher than AEW’s £5.8m purchase price.

In mid-October 2021, the investment manager sold Wella Warehouse in Basingstoke for

£5.86m, representing a 35 per cent premium to the March 2021 valuation of £4.35m and 72

per cent higher than the £3.4m purchase price.

The two properties had a total space of 278,428 sq ft and a combined rental income of £1.18m,

implying an exit price of £60 per sq ft on a yield of 7 per cent. That’s still double the yield on

prime industrial space, highlighting scope for further yield shifts combined with ongoing rent

increases on the remainder of AEW’s industrial portfolio to drive up valuations. The £16.7m

proceeds from these sales are being reinvested into higher yielding and higher growth

opportunities (see below).
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Wella Warehouse, Basingstoke was sold in mid-October at a 31 per cent premium to its March 2021 valuation.

AEW’s remaining industrial assets look conservatively valued at £110m. Spread across 19

properties, they have a combined area of 2.37m sq ft, so are being valued at an average of

£46.40 per sq ft. That’s materially below the £60 per sq ft exit price for the Basingstoke and

South Kirby industrial properties. Moreover, the industrial assets produce gross passing rent of

£7.6m which is only £3.40 per sq ft whereas they have an estimated rental value (ERV) of

around £3.80 per sq ft. That’s important because these 19 properties have a weighted above

unexpired lease term (WAULT) of 3.7 years to next break, and one would expect hefty rental

increases on lease renewals given the upward demand pressure in the sector.

Indeed, when AEW signed a lease renewal on the recently sold South Kirby property with the

company’s third largest tenant, Ardagh Glass, the new lease was agreed at a 13 per cent

premium to the independent valuer’s ERV and the previous passing rent. It was not an isolated

case as the company completed a five-year lease renewal on the Basingstoke property at the

same time with no rent-free option and at six per cent above the independent valuer’s ERV.

Since then, the investment manager has negotiated an 18 per cent rental increase to £3.50 per

sq ft on an 184,114 sq ft industrial shed in Peterborough that was originally purchased for

£5.7m and now produces a passing rent of £644,000 per year on a new 15-year lease. If that

property was sold on a similar 7 per cent exit yield, it would suggest a valuation north of £9m.

The manager has also agreed a new five-year lease on a 201,000 sq ft unit at Diamond Business

Park, Wakefield. The rent of £3.75 per sq ft is 25 per cent above the March 2021 ERV. AEW has

also completed a 10-year lease at another industrial property, Sarus Court in Runcorn, at £5.75

per sq ft versus a previous passing rent of £5.25 per sq ft.
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AEW UK REIT investment portfolio by sector (17 November 2021)

Sector

Number of

properties Valuation

Portfolio

weighting

Industrial 19 £109.7m 50.3%

Offices 5 £40.0m 18.3%

Retail-warehousing 3 £31.3m 14.3%

Standard retail 6 £24.6m 11.3%

Alternatives (leisure) 2 £12.6m 5.8%

Total 35 £218.1m 100%

Source: AEW UK REIT 2021 Annual Report and 2021/22 interim report (17 November 2021). Portfolio reflects
disposal of Wella Warehouse, Basingstoke in October 2021, and acquisition of Coventry Six Retail Park in
November 2021.

Recycling cash into new investments

In the past 12 months, AEW’s investment manager has also made  some astute and incredibly

well-timed acquisitions to recycle cash from disposals into well located high yielding new

investment opportunities, especially in the retail warehouse sub-sector which appears to have

troughed out.

The investment manager’s view is that although the industrial and warehouse sector remain

the strongest markets, next year is also expected to be one of recovery and growth where some

parts of the retail and leisure sectors may be beneficiaries. AEW is focusing on portfolio

adjustments to take advantage of value opportunities, driven more by the specifics of the asset

than the sector.

This may see the company realise profits through sales where it believes values have been

optimised and where the funds can be recycled into assets with better growth potential going

forward. There is likely to be a slightly reduced weighting to business space and a rotation

towards retail warehousing, leisure and an ongoing focus on assets with viable alternative use

value.

The company has the funds because 18 months ago AEW sold its largest property, 2

Geddington Road, Corby for £18.8m. The asset is fully let to GEFCO UK, a provider of logistics

services to manufacturers. A mix of commercial and residential properties surround the area,

including the Eurohub logistics park.
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The property was acquired by AEW for £12.4m on an attractive net initial yield (NIY) of 10 per

cent in February 2018. At the time the lease had 3.75 years to expiry. It had an unexpired term

of just over 12 months when it was sold for £18.8m in May 2020 and AEW didn’t need to invest

in any capital expenditure during its 27-month holding period.

The 27 per cent internal rate of return on the disposal highlights the type of high returns

AEW’s asset managers can deliver by seeking mispriced short lease assets and those that have

higher alternative use values as well as high levels of income, a feature of the company’s

strategy since IPO.
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To replace some of the lost income from the Corby property, AEW purchased Westlands

Distribution Park in Weston Super Mare for £5.4m in November 2020. Located three miles

from the M5 Motorway and 20 miles south of Bristol city centre, the established 323,437 sq ft

estate is let to 15 tenants including North Somerset District Council who make up 30 per cent

of the income stream.

The purchase price reflects a low capital value of £175,000 per acre which provides potential

for future capital value growth based upon nearby comparable land transactions (range

between £350,000 and £500,000 per acre for other commercial and residential uses). In

addition, the average passing rent of £1.50 per sq ft offers scope for rental growth and upside

to the net initial yield of 6.4 per cent at the time of the purchase. The purchase has clearly been

well timed given the yield compression seen in industrial assets this year.

It was not the only smart deal AEW’s investment manager has made. In May 2021, AEW

acquired the 5.65-acre Arrow Point Retail Park in Shrewsbury for £8.35m. The purchase price

reflects a low capital value of £88 per sf ft, a net initial yield of 8.7 per cent, and low passing

rents compared to competing locations while being underpinned by industrial and trade rents.

The manager has already extended the first break on a lease to the British Heart Foundation to

December 2024 with lease expiry in 2028, adding value to the asset.

AEW paid £8.35m for the Arrow Retail Park, Shrewsbury

Located on a busy commercial estate and fully let, the property comprises a modern

purpose-built retail park constructed in 2007, arranged across nine units in two terraces with

176 car parking spaces. It is prominently situated within the main retail warehouse provision of

Shrewsbury, about 2.5 miles northeast of the town centre. Tenants include Poundstretcher and

neighbours’ retail occupiers include discount retailers Matalan and B&M Home Store. AEW’s

acquisition coincided precisely with the MSCI IPD UK retail warehouse capital value index

bottoming out. The sub-sector is now showing strong growth.
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The decision for AEW’s investment manager to target retail warehousing is looking

increasingly shrewd given that depressed valuations are well supported by high quality tenants

that have shown resilience during the pandemic and are underpinned by alternative use value..

This is certainly the case with AEW’s latest acquisition, the 11.9-acre Central Six Retail Park in

Coventry. The purchase price of £16.4m (£110 per sq ft) reflects a net initial yield of 11 per

cent, with an anticipated reversionary yield of around 12.5 per cent.

AEW acquired the high yielding Central Six Retail Park in Coventry last month.

The site occupies a strategic central location less than one mile away from Coventry city centre,

and is adjacent to Coventry Railway Station and the Friargate Regeneration area. The retail

park provides 148,765 sq ft of modern purpose-built retail space with parking for 635 cars.

Units are let to household name retailers including TK Maxx, Next, Boots, Sports Direct, Burger

King and Poundland.

Importantly, there is potential to add value through active asset management by renewing

current tenancies and securing new tenants on the park. The income from Central Six Retail

Park, in addition to last summer’s £10.2m acquisition of a prime retail site (15-33 Union Street,

Bristol city centre), means that AEW is close to full investment. The Coventry retail warehouse

park was purchased for £161 per sq ft and on a net initial yield of 8 per cent, thus making up the

remainder of the income shortfall from previous disposals while offering scope to enhance the

capital performance of the assets.

Portfolio generating like-for-like valuation growth

A major feature of AEW’s quarterly results this year has been the eye-catching underlying

growth in portfolio values and high rent collection rates.
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In the first quarter to 30 June 2021, NAV per share increased from 99.15p to 107.1p,

representing a 10 per cent NAV total return including the 2p a share quarterly dividend. This

was the highest quarterly increase since AEW's launch in 2015. Capital growth was the key

driver of NAV performance in the quarter with the portfolio valuation increasing 7.5 per cent

on a like-for-like basis. Valuation gains came largely from the industrial portfolio (10 per cent

growth), with office assets also marked up in the period (6 per cent).

It was more of the same in the second quarter to 30 September 2021 when a combination of

yield compression, ERV growth and asset management initiatives underpinned another period

of strong growth with like-for-like valuations increasing 3.1 per cent. AEW generated a 4.6 per

cent NAV total return in the three-month trading period with NAV per share rising to 110p at

30 September 2021.
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By sector, the valuation increase was driven again by the overweight position in industrial

assets (4.3 per cent uplift), while office assets (2.4 per cent gain) benefitted from recent lettings

above ERV at 40 Queen Square, Bristol. Both Candide Limited and major UK wealth

management group, Brewin Dolphin, signed new leases at £30 per sq ft, significantly higher

than the previous passing rent of £22 and £22.81 per sq ft, respectively. This lifted the value of

40 Queen Square by £1.05m, a 9.9 per cent increase since 31 March 2021.

In the six months to 30 September 2021, valuation uplifts of £16.6m boosted AEW’s interim

pre-tax profit from £5.7m to £23.5m and underpinned a stunning 27 per cent shareholder NAV

total return over the last 12 months. NAV of 110p per share at the half year end was materially

above Liberum Capital’s previous 102p forecast for the full-year results to 31 March 2022,

prompting the house broker to put its estimates under review pending the release of upgraded

forecasts.
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AEW UK REIT's eye-catching interim results

Six months to
30 September

2021

Six months to 30
September 2020

12 months to
31 March 2021

Operating Profit before fair value changes

(£'000)
5,879 5,934 10,735

Operating Profit (£'000) 23,919 6,276 23,102

Profit Before Tax (£'000) 23,547 5,724 22,172

Earnings Per Share (basic and diluted) (pence)* 14.86 3.61 13.98

EPRA Earnings Per Share (pence) 3.45 3.41 6.19

Ongoing Charges (%) 1.31 1.31 1.36

Net Asset Value per share (pence) 110.01 92.73 99.15

EPRA Net Asset Value per share (pence) 109.94 92.7 99.11

Source: AEW UK REIT

High rent collection rates

Another factor supportive of the positive valuation uplifts is AEW’s impressive rent collection

rates. The company only had a miniscule one per cent of the 2021 rent roll outstanding in the

first nine months of 2021. This highlights the importance of having a diversified high quality

tenant base that pays their rent as well as a good geographic spread in the portfolio.

AEW UK REIT's portfolio by region

Location Percentage of portfolio
valuation

Rest of London 4.5%
South East 14.7%
South West 18.2%
Eastern 11.6%
West Midlands 11.2%
East Midlands 1.9%
North West 8.8%
Yorkshire and Humberside 16.5%
Wales 9.0%
Scotland 3.6%

Source: Knight Frank valuation report as at 30 September 2021.
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Around 80 per cent of AEW’s top 20 tenants are classified as either government bodies,

essential services, large international companies or benefit from online trading. The company's

top ten tenants represented 35.4 per cent of the total passing rental income of the portfolio at

30 September 2021.

AEW UK REIT's top 10 tenants

Tenant Sector Property
Passing rental
income (£000)

Percentage of
total contacted
rental income

Plastipak UK Ltd Industrial
Gresford Industrial

Estate, Wrexham
883 5.6

Wyndeham Group Industrial
Wyndeham,

Peterborough
644 4.1

Mecca Bingo Ltd Leisure
London East Leisure

Park, Dagenham
625 4.0

Harrogate Spring

Water Limited
Industrial

Lockwood Court,

Leeds
603 3.8

Odeon Cinemas Leisure
Odeon Cinema,

Southend-on-Sea
535 3.4

Wilko Retail Limited Retail
15-33 Union Street,

Bristol
481 3.1

Advanced Supply Chain

(BFD) Ltd
Industrial

Euroway Trading

Estate, Bradford
467 3.0

HFC Prestige

Manufacturing Limited
Industrial

Cranbourne House,

Basingstoke
460 2.9

Charlies Stores Retail
Arrow Point Retail

Park, Shrewsbury
440 2.8

Poundland Limited Retail
Pricebusters

Building, Blackpool
414 2.6

Source: AEW UK REIT. The company's top ten tenants represent 35.4 per cent of the total passing rental income
of the portfolio at 30 September 2021.

Admittedly, two well-funded tenants – Sports Direct and Mecca Bingo – withheld rental

payments during the pandemic, forcing AEW to initiate legal action for payment of the unpaid

rent earlier this year. The company has since been paid in full, and recovered its costs, thus

reversing the majority of the £944,000 bad debt provision made in the 2020/21 accounts.
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Other income catalysts on the horizon are the imminent sale of an office property in Bath

Street, Glasgow to iQ Student Accommodation. AEW exchanged contracts in October 2020

with the conditional sale of the property pending planning approval for a change of use to

student housing.

AEW receives little income from the high vacancy property, so will be able to recycle the

£8.55m to £9.3m cash sale proceeds into new investments. In addition, remedial works to the

upper floors of a retail property on Hey Street, Blackpool will complete in early 2022, removing

the £200,000 per quarter cost of the work that has been expensed through AEW’s income

statement for the past two years.

Analysts at house broker Liberum Capital expect AEW’s 8p a share annual dividend to be fully

covered by EPRA EPS in the first half of 2022, thus removing the income shortfall that has

resulted from disposals made in the past 18 months.

Lease expiry profile

Approximately £3.48m of the company's current contracted income of £17.1m is subject to an

expiry or break within the next 12-months. However, £0.45m of this income is attributable to

the office property in Glasgow which has exchanged contracts for sale and £0.33m relates to a

property where the tenants are expected to renew their leases.

In addition, £0.64m of income subject to an expiry or break is in the industrial sector, where

strong occupier demand, low incentives and reversionary rents support tenant renewals and

rental uplifts. The remaining £2m of contracted income subject to a break within the next year

is being proactively managed as AEW’s manager looks to unlock capital upside, either through

lease re-gears or renewals, new lettings or refurbishment projects.

Financing

The company has a £60m loan facility with RBS which incurs interest at 3-month SONIA

(Sterling overnight index average, which is replacing Libor)  plus 1.4 per cent (all-in rate of 1.47

per cent at 30 September 2021). The facility expires in October 2023 and the company is

protected from a significant rise in interest rates as it has interest rate caps in place.
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AEW had drawn down a balance of £50.5m as at 30 September 2021 and had net debt of

£35m after factoring in cash on the balance sheet. Since then, the sale of the Basingstoke

property has completed and the Coventry Six Retail Park has been purchased, which raises net

debt to £45.5m.

On this basis, AEW’s net borrowings equate to 26 per cent of NAV and 21 per cent of the

portfolio valuation of £218.1m. Following the sale of the Glasgow property, AEW will have pro

forma net debt of £36.2m to £37m, so has over £20m of liquidity to deploy on further

acquisitions.

The company targets long-term gearing of 35 per cent loan to NAV, which is the maximum

gearing on drawdown of the RBS facility. AEW passed its Interest Cover Ratio tests for April,

July and October 2021 with significant headroom.

Management

AEW has a small board of directors led by chairman Mark Burton. He qualified as a Chartered

Surveyor, has been a member of the UK Government Property Advisory Group and was

formerly chairman of The Investment Property Forum and Urban Land Institute UK.

In 2001, Burton became chief investment officer of the real estate department at Abu Dhabi

Investment Authority, subsequently performing the same role at Abu Dhabi Investment

Council in 2007 from where he retired in 2010. He currently serves as a board member of

Value Retail and Atelier Capital Partners and sits on the real estate advisory boards for Norges

Bank Investment Management.

The company has two non-executive directors: Bim Sandhu and Katrina Hart.

Sandhu is chief executive officer and owner of The Santon Group which has developed over

£1.4bn of property and has been involved in several regeneration schemes. He was a founder

and chief executive of Raven Mount, and co-founder of Raven Property Group which raised

over £450m when listing on Aim. He is also a non-executive director of property vulture fund

Conygar.

Hart spent her executive career in corporate finance and equity research focused on the wealth

and asset management sectors. Latterly, she headed up the financials research team at

Canaccord Genuity. Hart was formerly a non-executive director of asset manager Premier

Miton Group, having served on the board of Miton Group since 2011. She is currently a

non-executive director of BlackRock Frontiers Investment Trust, Polar Capital Global

Financials Trust and Keystone Positive Change Investment Trust.

AEW UK REIT’s investment management team is led by qualified Chartered Surveyors

(MRICS) Alex Short and Laura Elkin.
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Short joined AEW in 2014 and has 23 years' industry experience. From 2010 to 2013, she was

a managing director at UBS Global Asset Management. Prior to this, Short spent eight years at

UBS in various roles, including as Portfolio Manager for UBS SERF and UBS Triton. AEW UK

Investment Management LLP is part of AEW Group, one of the world's largest real estate

managers with €75.4bn of assets under management.

Elkin joined AEW in 2013 and has 14 years' industry experience. She is responsible for

sourcing and executing direct investments within all property sectors for the AEW UK funds

and separate mandates. Prior to joining the team, Laura worked as a Senior Surveyor at Colliers

International, joining the National Investment team in 2010. She was responsible for the

acquisition and disposal of various investment properties across the UK specialising in leisure

related RPI linked leases.

In the 2021 financial year, the directors were paid total salaries of £95,000, AEW earned

managed fees of £1.2m and shareholders received dividends of £12.7m.

Shareholders

AEW has seven institutional shareholders that have holdings above the 3 per cent disclosure

limit. They control 39.7 per cent of the share capital, so liquidity is good with the shares trading

on a tight bid-offer spread of 0.6p. However, it’s possible to deal within the spread with trades

as large as 37,000 shares going through the market between the official spread following the

interim results on 17 November.

AEW UK REIT major shareholders

Name Percentage

Royal Bank of Scotland 8.6%

Close Asset Management 8.5%

Old Mutual 7.0%

Schroders 4.8%

Seneca Investment Management 4.8%

Investec Wealth & Investment 3.0%

NatWest Group 3.0%

Total 39.7%
Source: AEW UK REIT 2021 annual Report, London Stock Exchange
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Peer group comparison and target price

The positive momentum across AEW's portfolio has clearly ramped up in 2022. The shares

have produced a three-year total return (TR) of 42.3 per cent which compares favourably to

the 12.9 per cent TR for Liberum’s UK Commercial Property peer group. Moreover, with

shorter than average lease lengths (four years to first break), AEW has greater opportunity to

drive rents from a low base and add value from new lettings and renewals.

Admittedly, this is partly reflected in the shares trading in line with NAV which compares to

Liberum’s UK commercial property sector average discount of 14 per cent. However, AEW

offers a sector leading 7.3 per cent dividend yield. The company also has a 50 per cent portfolio

weighting in industrial property and 14 per cent weighting in the appreciating retail

warehousing sub-sector, so has a more favourable portfolio mix than peers to support further

rental growth and valuation gains to maintain the ongoing share price momentum.

Given AEW’s portfolio weighting, a more relevant comparison is with the UK industrial and

logistic peers which trade on average at a  16.4 per cent share price premium to NAV and offer

a much lower dividend yield of 3.6 per cent based on house broker Liberum Capital’s

calculations. Furthermore, AEW’s asset manager has built up an enviable track record of

making disposals at material premiums to acquisition cost and book value. Since May 2020, the

company has realised £46m from four disposals at a 70 per cent premium to acquisition price,

exiting the properties on an average net initial yield of 6.4 per cent.

In addition, the majority of AEW’s recent acquisitions have been in retail warehouse assets at

attractive yields, with the purchases made at trough valuations before sector valuations started

rebounding this year. The £40m of acquisitions made since November 2020 have been secured

at a weighted average net initial yield of 9.4 per cent, so effectively the company has replaced
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the £2.95m annual income shortfall from disposals with £3.8m of annual income from

acquisitions. This means that the 2p a share quarterly dividend will be once again be covered by

EPRA EPS once the Glasgow property is sold and the Blackpool property refurbishments

complete early in 2022.

AEW’s solid income and growth attributes are likely to become increasingly attractive in the

coming year with UK inflation well above the Bank of England’s target and likely to remain so in

2022, thus persuading more investors to target sectors that produce positive inflation adjusted

returns and offer a reliable income stream. AEW fits the bill on all counts. It’s also worth noting

that land prices have historically performed well in an inflationary environment. AEW’s

strategy of focusing on assets that have potential for alternative use is another bull point to

support valuations of its commercial property portfolio.

The bottom line is that I can envisage AEW’s share price moving to a decent premium to spot

NAV. This seems highly likely as the company continues to report NAV growth and the

investment manager maintains a disciplined approach to capital allocation through both a

disposal strategy and reinvestment into better relative value opportunities.

From a technical perspective, a chart break-out above the 111p share price resistance level

that has capped progress since the autumn would be a major buy signal. The fundamentals

certainly support such a move. On a 12-month basis, my target price is 128p which combined

with 8p a share of future dividends would deliver a 24 per cent total return. Buy.

Risk assessment

There are some risk factors that should be considered when assessing any investment in the

company.

1. Commercial property investment market. Any recession or future deterioration in the

property market could cause AEW to realise its investments at lower valuations and delay

realisations. In addition, property-related assets can be illiquid which makes them more difficult

to value and realise value from. There may be an adverse effect on profitability and NAV if

properties are sold at valuations below their carrying values.

The company uses an independent external valuer (Knight Frank LLP) to value the properties

at fair value in accordance with accepted RICS appraisal and valuation standards. AEW also has

investment restrictions in place to invest and manage its assets with the objective of spreading

and mitigating risk.

2. Tenant default. Failure by tenants to fulfil their rental obligations could affect the income

that the properties earn and the ability of AEW to pay dividends to shareholders.
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Comprehensive due diligence is undertaken on all new tenants, and covenant checks are

carried out where a default would have a significant impact. AEW’s asset management team

conducts ongoing monitoring and liaises with tenants to manage potential bad debt risk.

3. Asset management initiatives. Asset management initiatives, such as refurbishment works,

may prove to be more extensive, expensive and take longer than anticipated. Cost overruns

may have a material adverse effect on the company's profitability, NAV and the share price.

Costs incurred are closely monitored against budgets and reviewed in regular presentations to

the investment manager.

4. Fall in rental rates. The level of rents may be adversely affected by general UK economic

conditions and other factors such as increased competition, and a property’s location. Any

decline in rents may have a material adverse effect on profitability and AEW’s ability to meet

interest and capital repayments on debt facilities.

AEW has a diversified property and tenant base, and closely monitors concentration to

individual occupiers (top ten tenants) and sectors (geographical and sector exposure). The

investment manager holds quarterly meetings and regularly meets the directors to assess

whether any changes in the market present risks.

5. Interest rate rises. AEW borrows through a term credit facility that is subject to interest rate

risk through changing SONIA rates. Any increases in rates may have an adverse effect on the

company's ability to pay dividends.

The investment manager and directors monitor the level of hedging and interest rate

movements to ensure that the risk is managed appropriately. AEW uses interest rate caps on a

significant notional value of the loan to mitigate the adverse impact of possible interest rate

rises. Around 102 per cent of the gross loan outstanding at 30 September 2021 was hedged in

this way.

6. Breach of borrowing covenants. Adverse changes in valuations and net income may lead to

breaches in the Loan to Value and interest cover ratio covenants on AEW’s term credit facility

with RBS.

The company targets long-term gearing of 35 per cent loan to NAV, which is the maximum

gearing on drawdown of the RBS facility. AEW passed its Interest Cover Ratio tests for April,

July and October 2021 with significant headroom.

7. Availability and cost of debt. The term credit facility expires in October 2023. If RBS does

not renew the facility, AEW may need to sell assets to repay the outstanding loan. Any increase

in the financing costs of the facility on renewal would adversely impact on profitability.
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The company actively monitors the loan term and engages in loan extension negotiations far in

advance of expiry. AEW also has the option of refinancing its debt facilities with other lenders.

8. Ability to meet objectives. Poor relative total return performance may lead to an adverse

reputational impact that affects AEW’s ability to raise new capital.

The company has an investment policy to achieve a balanced portfolio with a diversified asset

and tenant base and has investment restrictions in place to limit exposure to potential risk

factors which hopefully mitigates the risk of fluctuations in returns.

Following the IPO in May 2015, AEW subsequently raised additional equity capital to fund

portfolio acquisitions through placings and tap issues that raised: £17.2m at 101p a share

(December 2015); £6m at 98.25p a share (October 2016); £28.1m at 101.5p a share (October

2017); and £7m at 97p a share (February 2020). All equity raises were priced at a premium to

NAV at the time, highlighting investors’ positive view on the investment strategy being pursued.
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