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“The industry got the

‘wake-up call’ it needed.”

Stabilise,

Chas

(44 ear is back.” Battered by the subprime crisis in the
F United States, Europe’s real estate players are wonder-
ing when life will get back to normal.

“Paris closed for the month of August, and when people
came back they returned to a completely new planet.” “The
industry got the ‘wake-up call’ it needed.”

Emerging Trends interviewees think that Europe’s real
estate markets will hold up well. “Consumers are fine, ten-
ants are fine, the countries are fine—the missing link is debt,
which is not there.” “The market is definitely open in conti-
nental Europe.” “The froth has been blown off, and that’s a
good thing.”

The survey predicts a soft landing, with cap rates for most
prime investment property ticking up slightly—between 12
and 27 basis points—in 2008. “Broadly speaking, real estate
fundamentals in continental Europe are in reasonably good
shape. There is not a vast oversupply of development in most
European cities and reasonable economic growth, in some
countries above trend,” says a fund manager who has been
through a couple of property cycles. “If it’s only a capital
market thing and occupiers stay reasonably happy, it won’t
be too bad.”

Survey Responses by Geographic

SR Seopeof Firm

Other 7.7%

_ European Firm
Focused Primarily
on One Country
34.6%

European Firm with
a Pan-European
Strategy

25.4%

Global Firm with
a Global Strategy
32.3%

Source: Emerging Trends in Real Estate Europe 2008 survey.
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Is the Price Right?

“We’re buying in a new world.” Cap rate compression is
over; stock picking is back in style. “It’s the revenge of the
low-leveraged buyers.”

But although Europe’s markets are quieter, this year is not
going to be any less competitive. “The market will remain
very crowded.” “We won’t see 20 competitors anymore, but
there are still five.”

Top-of-the-range real estate will exert a “gravitational
attraction.” The flight to quality will set up a virtuous circle:
“There will be more competition for prime, so those yields will
move less.” “The good stuff that is going to come up will be
taken up by equity investors because there are still a lot of pen-
sion funds whose portfolios are underweight in real estate.”

Cash-rich core investors are looking forward to the new,
postcrunch world. “It has become more interesting because
clearly prices have adjusted.” But have they adjusted suf-
ficiently? “It varies wildly by product and jurisdiction. You
have to look very specifically at every transaction: does this
make sense?”

During the boom, the spread between the good, the bad,
and the ugly was eroded. “We have paid too much for tak-
ing on too much risk.” “In emerging markets, office cap rates
were 6 percent in suburban areas. Secondary properties in
Germany in smaller cities, which normally would be 9 per-
cent, were 6 percent.”

Now, with new-world attitudes towards risk, the yields on
secondary and tertiary assets will suffer most. “It is not good
news for those with lower-quality assets.” “There’s a lot of
danger in that space for some time to come.”

Opportunity Knocks?

Vultures have started to circle over Europe’s property mar-
kets, hoping to pick up distressed real estate and debt.
“People have overstretched themselves, and can’t continue
forever. Buyouts, workouts, and secondary markets will be an
interesting place going forward,” says a fund manager who is
considering setting up an opportunity fund.

At least three of these have been already launched in the
U.K., where prices are falling and several existing funds have
been forced to sell properties to fund redemptions.

Another is targeting quoted real estate companies in west-
ern Europe, whose shares are trading at wide discounts to
their net asset value. Vulture funds are not the only ones that
are eyeing the listed sector. “International players are running
their slide rules over them.” Sovereign wealth funds are high
on the list of likely purchasers: they like real estate and they
can write big cheques. One has already taken a stake in a
major British REIT, prompting speculation that it will make
a bid for the company.

Real estate debt may also attract opportunistic investors.
Some banks are quietly marketing parts of their real estate loan
portfolios at a discount, in order to free up their balance sheets.

And for the brave, there are the B-tranches of commer-
cial mortgage—backed securities. With the credit crunch,
the spreads on the riskier BBB tranches of existing CMBS
rocketed from 85 basis points to 350 to 400 basis points over
three-month LIBOR in secondary market trading. Given that
LIBOR is currently in the 5.7 percent range, this means a
yield of 9 percent—plus.

Development

Development is high up on the agenda this year. Our respon-
dents are just as enthusiastic about it as they are about core
investments. “For us, development is one way to get exclusivity
and avoid auctions and costly due diligence processes,” says a
German institutional investor. “We will shift from investing in
single new buildings to larger development projects as well as
reconstruction projects,” reports a Scandinavian institution.

Survey Responses by Allocation

Exhibit 1-10

Percentage for Each Investment Choice
Core-plus Investments 16.4% T

Core Investments

Opportunistic 24.2%

Investments 16.4%

Development
23.6%

Value-added
Investments 19.5%

Source: Emerging Trends in Real Estate Europe 2008 survey.

Until cap rates rise further, “development projects trump
outright acquisitions,” notes another. Higher returns are part
of the story, particularly for opportunity fund managers and,
increasingly, for the value-added funds. But the enthusiasm
for building also reflects European players’ interest in all
things eastern.
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Green awareness is “screaming up the agenda—rprobably faster than any other

In the emerging economies of eastern Europe and Turkey,
you have to grow your own stock. “I see across-the-board
opportunities in many new and emerging countries for devel-
opment, but in many locations a significant pipeline is build-
ing up,” warns an investor/developer who specialises in central
and Eastern Europe.

In western Europe, “there will be more focus on inner-city
mixed-use projects to revitalise cities in more mature markets.”
“The end user wants to have work, retail, and entertainment
close to home.” There will also be a definite shift towards
green buildings and sustainability, respondents say.

Whether financiers will be quite as enthusiastic about fund-
ing building projects in a downturn remains to be seen, however.
“The credit crunch has definitely had an impact on the ability to
raise debt for development projects,” reports a developer.

And construction cost inflation continues to be an issue.
“It is double or triple domestic inflation and way ahead of
rental growth.”

Alternatives

“One would expect in the current market that investors
would be retreating to core products away from the ‘alterna-
tive’ sectors, but this has not really been the case. Investors
seem to be much more broad minded, provided the yields are
there: 12 percent—plus.”

The Emerging Trends survey found European real estate
players involved in an eclectic mix of real estate: nursing
homes, self-storage, caravan parks, petrol stations, car dealer-
ships, wind farms, and solar chimneys.

Yield is part of the chase, but they are also hoping to spot
the Next Big Thing. Many think they have found it: health
care. Europe is ageing and old people need nursing homes,
medical facilities, and assisted living. “The demographics are
compelling; execution is very difficult.” “In Germany, nurs-
ing home and hospital real estate are attracting a large num-
ber of investors.” “In central Europe, nursing homes don’t
exist yet. We would snatch them straight up.” Funds special-
ising in the sector are emerging.

Healthy and fit retirees have time and money to spend,
so second homes, resorts, and leisure developments in sunny
southern Europe are also hot tips. “Retirement communities
will be the big development item over the next five years. An
ageing population will require user-friendly accommodation
and leisure facilities.”
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For areas with a younger demographic, “university hous-
ing and campus development” are popular. Self-storage and car
parking, especially in congested city centres, are also highlighted.

A warning: if conventional real estate is going to find it
tough this year, it is going to be even more difficult for niche
sectors. “Niche sectors will probably suffer greatest cap rate
increases as illiquidity resurfaces.” “These are often much
more cyclical businesses than people think and capex needs
can catch people by surprise.” Many of these niches need spe-
cialised operators. “The right partner is everything.”

Infrastructure

“Infrastructure is a huge growth area.” Pension funds,
endowments, and other investors think of it as a long-term,
fixed-income investment and are throwing large amounts of
money at it.

They like its defensive qualities. Despite the recent
market turmoil, a pan-European infrastructure fund had
no trouble raising €2 billion of equity. “Infrastructure will
continue to grow because the debt market will still exist for
infrastructure deals.”

The line between real estate and infrastructure is blurred.
Economic infrastructure means ports, roads, and wind farms.
But there is social infrastructure, too—the more complex health
care and education projects. Two large fund managers both have
infrastructure tucked in with their real estate businesses.

RREEF estimates that the European economic infrastruc-
ture market was worth between €4 trillion and €5 trillion in
2006-2007. State holdings are being hived off and private
sector money is being channelled in to help build new ones.
“In eastern Europe, a huge niche to be exploited is the road
infrastructure.”

“We are considering launching an infrastructure fund in
about six months,” reports one of our interviewees. Infrastructure
investments are also taking a green tinge. “We are investigating
the possibility of renewable energy sources—a large wind farm
and involvement with a tidal dam.”

For others, infrastructure is a no-go area. “We do not
share the hype. Those that have been done in Germany have
produced disastrous returns.” “We would not be comfortable
with infrastructure because we do not believe the U.K. gov-
ernment has the cash to pay for it.”

Green

“Green has reached a tipping point.” This year, Emerging
Trends asked about green issues, sustainability, and global
warming. “It’s screaming up the agenda—probably faster
than any other single issue in the last 50 years.”




single issue in the last 50 years.”

“It’s daft to build something else.” “There is a lot of ten-
ant-driven ‘greenness,” especially for offices.” “It is starting to
crop up more and more with investors.”

Some still dismiss greenness as a “marketing gag.” Others
want to see the colour of tenants’ money. “Unless we can
get a reward in higher rent, or the threat of penalties for not
meeting certain standards is made clearer, green issues will
remain low.” “We are trying to figure out if piety of position
will turn it into a pricing differential.”

However, many of our interviewees are already green-
ing up. “Additional funds are available within the group for
‘green’ projects.” “We install geothermal heating.” “We use
ecologically safe building materials.” “Water cleansing with
plants.” “Energy and electricity from green sources.”

One firm has acquired a practice specialising in green
issues; another has appointed a new director to find best
practice. Development lends itself more to incorporating
energy-efficient technologies and sustainability than existing
stock, but a handful of firms are focusing on both. One is
testing out new technologies to incorporate in all of its real
estate: “We won’t go from a glass-and-concrete building to
an Indian teepee, but it will be something, somewhere.”

Shopping centre investors and developers are greener than
most. Large retail complexes have the scale and activities that
lend themselves to waste management, solar panels, greywater
systems, and energy-efficient lighting. And, “the idea of great
floods and Noah'’s Ark scares everybody to death.”

“We believe it’s good for our team, good for our tenants,
good for shoppers, and good for our stakeholders. We believe
everyone will eventually be compelled to do the same,” says a
major European retail investor.

EU and national regulations are also driving the issue. In
Spain, a new building code has brought in stricter environ-
mental requirements; in the U.K., energy-efficiency ratings
are being stuck on new buildings from the beginning of this
year. Germany already rates them, and Poland’s regulations
are stricter than the EU’s. “We are scrambling to come up
with some industry-agreed metrics to measure green issues.”

From what interviewees tell Emerging Trends, environ-
mental issues are starting to influence investment decisions.
“We plan to buy buildings and make them ‘green,” because
we feel that in five or ten years’ time, a green building will
simply have more value than others.” “When we look at a
hotel in terms of valuation, we take a view on how the build-
ing looks from that perspective.”

A major international property group also notes, “We’re
getting quite a lot of graduates very keen on asking what
we're doing on the CRI front and | don’t think they mean
a hit of tokenism or well-meaning giving-to-charity-every-
where-we-are-developing kind of stuff.”

Human Resources

Across Europe, Emerging Trends respondents report a short-
age of “quality human capital.”

“There is a lack of skills both in the construction and the
fund management sectors and this is [having an impact] on
the success of delivering major projects.”

From Belgium to Bratislava, “the war for talent, for peo-
ple is very difficult.” “There’s lots of average.”

“To buy is easy—you just have to pay the highest price.
But to add value, to find intelligent concepts to decrease
vacancy, to refurbish and to generate the required returns,
that calls for top people,” says a German investor.

Others worry about how inexperienced staff will deal with
the “uncharted territory” of today’s property market. “How
much experience is there to work through the current crisis? The
average age of our employees is 31,” says an investment banker.

Ditto a fund manager: “Most of the team has never been
through a real crisis before. There are great opportunities in
2008 if people keep calm and work through the issues.”
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What are the best bets for real estate investment and
development in 2008 across Europe? Based on personal
interviews with and surveys from more than 485 of the most
influential leaders in the European real estate industry, this
forecast will give you the heads-up on where to invest, what
to develop, which markets are hot, and how the European
economy and trends in capital flows will affect real estate.
A joint undertaking of PricewaterhouseCoopers and the
Urban Land Institute, this fifth edition of Emerging Trends
in Real Estate® Europe is the forecast you can count on for
no-nonsense, expert advice.
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Highlights

n Reports on how European and international economic trends
and issues are affecting real estate.

n Describes trends in the capital markets, including sources and
flows of equity and debt capital.

n Tells you what to expect and where the best opportunities are
for both investment and development.

n Ranks 27 European real estate markets on various measures,
including prospects for investment, development, and risk.

n Discusses which metropolitan areas offer the most and least
potential, and why.

n Features detailed analysis and prospects for office, retail,
industrial, hotel, residential, and mixed-use property sectors.

n Explains which property sectors offer opportunities and
which to avoid.
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