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e We believe a clearer view on the fed-funds rate should bring more property transactions back to
the market and expect transaction volume to pick up toward the latter half of 2024.

e Cap rates have risen across property types, but spreads have remained low compared to B-rated
corporate bond spreads. We remain cautious on pricing and believe cap rates will likely expand
further in 2024 before stabilizing during the second half of the year.

e The dominating force driving both apartment and industrial sector performance in 2024 is likely
to remain on the supply side of the story, and how well supply can be digested for each market.

e The retail sector was the surprise darling in terms of performance compared to the other
property sectors for 2023 and is likely to remain so for 2024. Office remains the most
troublesome sector with the full effect of post-pandemic work arrangements still playing out.

Economic outlook

The past two years marked an unprecedented and aggressive tightening of monetary policy by the
Federal Reserve (Fed). Since March 2022, the Fed has raised the fed-funds rate from effectively 0%
eleven times to the range of 5.25% -5.50%. The need for such extraordinary measures was the result of
the post-Covid surge in inflation which peaked at 8.9% in June 2022 as measured by the consumer price
index (CPI).! Despite the Fed’s efforts to curb inflation, it remained stubbornly high for the first half of
2023, but finally declined meaningfully in the fourth quarter. The annual inflation rate as reflected in
headline and core CPI both declined markedly. Headline CPI declined to 3.1%, and core CPI declined to
4.0% in November compared the previous year, the lowest since peaking in the third quarter of 2022.1

Inflation declined meaningfully in 4Q 2023
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Source: US Bureau of Labor Statistics, Consumer Price Index as of November 30, 2023

The economy surprised the market to the upside in late 2023, and the expected recession has not
materialized as of this writing. The job market remained near full employment, with the unemployment
rate ending December at 3.7%.2 Consumer spending was robust, increasing in 10 out of the past 12
months ending in October. Furthermore, businesses and consumers seem to have grown more optimistic

with the consumer confidence index registering a healthy 110.7 in December 2023, up from 101.0 in
November.?

Though the likelihood of a “soft landing” has improved, Aegon AM’s base case is for sub-trend growth (in
other words a growth recession) in 2024. The resumption of student loan payments, potential
government shutdown, escalating geopolitical tensions, tighter credit conditions and challenges in the
banking sector are all likely to hinder economic growth heading into 2024. With that backdrop in mind,
Aegon AM and forecasters are almost unanimous in thinking that the Fed has completed the tightening
cycle it initiated in March 2022. 4

US Commercial Real Estate

The sharp rise in interest rates brought the once red-hot capital market to a screeching halt in 2023.
Transaction volume ending in November was down 58% compared to the same period in 2022, and was
down 47% compared to pre-Covid levels.> We believe a clearer view on the fed-funds rate should bring
more transactions back to the market. However, CRE deals usually take months to close and the path

toward closing the transaction gap will take time. We expect transaction volume to pick up in the latter
half of 2024.

Cap rates have risen across property types, but spreads have remained low compared to B-rated
corporate bond spreads. The ending of the tightening in the fed-funds rate was very well received by the
market with the 10-year Treasury dropping from a decade high of 5% to a high 3% range.® As of year-end
2023, the cap rate spread against B-rated corporate bonds tightened to the narrowest level since the
beginning of the Fed’s rate-hike cycle. >’ However, typically CRE performance responds to rate changes
with a lag. We remain cautious on pricing and believe cap rates will likely expand further in 2024 before
stabilizing during the second half of the year.



Cap rates have risen across major property sectors
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Cap rate spread* at the narrowest level since beginning of rate hikes
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*As measured against B-rated corporate spread
Emerging trends in property sectors

Turning to property sectors, the dominating force driving both apartment and industrial sector
performance in 2024 is likely to remain on the supply side of the story, and how well that supply can be
digested for each market. Strong demand and the low cost of debt drove up construction during the past



couple years. We believe that both the apartment and industrial sectors are currently close to, if not at
the peak of the supply cycle. The development pipeline contracted over the last two quarters of 2023;
however, we believe deliveries will remain at an elevated level through 2024 and into 2025 given the
current level of projects under construction. The speed at which this supply will get absorbed will vary by
location. Nationally, our outlook for both sectors is neutral. We expect the occupancy rate to decline
further for both sectors with rent growth remaining muted for apartments and slowing further for
industrial properties to pre-Covid levels.

Supply for apartment and industrial sectors are at the peak of the cycle
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Source: CoStar Realty Information, 3Q 2023.

The retail sector was the surprise darling in terms of performance compared to the other property
sectors for 2023 and is likely to remain so for 2024. Supply side pressure is minimal as developers have
been shying away from this sector for the past decade. Meanwhile, the demand side has continued to be
robust with many retailers having trouble finding quality spaces to expand. As a result, the retail vacancy
rate is at its tightest level ever recorded. In the long-term, we remain cognizant of the structural
challenges facing the retail sector as e-commerce is expected to drive retail sales for the foreseeable
future. However, our outlook for retail has changed from cautious to neutral. We believe the retail
sector’s relatively strong performance should persist even as consumer spending and the broader
economy slows.

Finally, the office sector is the most troublesome sector, and we have likely not seen the full effect of
post-pandemic work arrangements play out.. Employers are actively encouraging employees to return to
the office by utilizing properties that are newer vintage, in prime locations, and offer modern amenities.
We believe bifurcations between quality will widen further in 2024. Moreover, anecdotal evidence
suggests that most office leases have not yet come up for renewal since the pandemic. Our outlook on
the sector is most cautious, as when those leases expire, tenants are likely to downsize their floorplan or
negotiate for lower rates.



Property sector outlook
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