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Trends for the Market in 2017

Risk and volatility will be with us throughout 2017 but real
estate should still have the wind at its back, at least for the
best assets and locations.

Across Western Europe, we expect prime yields to fall 30-
40bps, rents to edge up 2-3% and European investment
volumes overall to rise 6% as profit taking frees up
opportunities.

Uncertain Uncertainties

As we see from Table 1, page 3, some of the uncertainties
we face in 2017 are now known but that doesn’t make
them easier to read and if 2016 was eventful, the coming
year promises more of the same! Trump’s actual policies
rather than rhetoric will be influencing markets while
banking instability lingers in Europe and could yet emerge
in China. At the same time, the French and Germans,
amongst others, go to the polls in elections with deep
implications for the strength of the EU, the Eurozone and
more besides.

Lower for longer but not forever

Policy normalisation has begun and whilst it is too early to
call an end to lower for longer interest rates, it is clear the
cycle is turning — and turning much more rapidly in some
countries than others. Indeed, with a growing inflation risk,
increased populism, and lesser pressure for reform, the
risk of instability in the Eurozone will tend to push up bond
yields further. This could accelerate demand for real estate
as a steady higher income-producing asset with growth
potential. What's more, it does not stand in the way of
further yield falls in some markets given the attractive
spreads between real estate and long-term bonds.

Growth ahead of expectations

No one is forecasting an economic boom, but after
showing more resilience than expected in 2016, more of
the same is forecast for the UK and much of Europe in
2017, with slow but steady growth, helped in some areas
by an uptick in inflation that should feed slowly into wages
given the falls in unemployment in leading economies.

Occupiers will seek property that adds value to their
business and hence market value is where the occupier
sees it. Whilst modest economic expansion and an
increasing shortage of supply point to real rental growth, it
won'’t be evenly spread across sectors or cities. Successful
investors will take note, both following the occupier and
adding value by creating affordable, effective space.
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No shortage of equity

Property investment demand will be strong in 2017 as bond
prices weaken and investors seek out safe but growth
orientated opportunities elsewhere. The question will be
whether there will be supply to meet this demand and what
capital will be most aggressive? US demand abroad may
ease as interest rates rise for example but the strong dollar
will still encourage some US outflows. More Middle Eastern
and Asian investment will be attracted by higher US growth
but at the same time some will also look towards Europe as
they wait to see how Trump’s policies impact on attitudes
towards foreign investment. It is our expectation that Asia
will in fact overtake North America as the chief source of
capital flowing into Europe in 2017, although the Europeans
themselves will rival this, crossing more borders regionally
as they seek out the best mix of growth and stability.

With growth patterns increasingly differentiated, 2017 will
be a year of tiers as some investors, and indeed
occupiers, focus on tier 1 gateway cities but others look to
tier 2 markets, typically with an aversion to macro risk
making them maintain a focus on the better managed and
more stable economies.

The key areas offering well-balanced growth look to be:

+ Germany, led by Berlin, as well as the Nordics, followed
by Spain, notably in Barcelona and Madrid.

» Paris will continue to outperform France as a whole and
despite its slow overall recovery should be a target for
investment, helped by its depth of infrastructure
spending and possible promise of reform.

» London will remain a magnet for capital despite the
slowing impact of Brexit, and selectively, some UK
regional cities offer good potential courtesy of their
current yield pricing and long-term growth potential.

» CEE markets will merit more attention, offering a yield
advantage and catch up growth potential. However,
long-term players will be alert to less open and market
friendly policies emerging in some areas while the
opportunistic will be seeking new areas of potential in
markets such as Romania, Hungary and Bulgaria and,
for some, Russia.

Hence in summary, real estate will offer good risk adjusted
returns in 2017, but only for investors who pay close
attention to what occupiers actually want.
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2016 Reviewed

Global volumes slowed in 2016 but in a macro environment
underpinned by political change and uncertainty, capital has
continued to seek comfort in real estate, chasing its inflation
hedging virtues and prospects of cash flow generation.

Concern over global bond markets has in fact increased the focus
on property, with bonds experiencing an outflow of capital
following the UK’s EU referendum with a similar narrative in
November following Trump’s election victory. However, bond
yields overall remain low and property markets are attractive on a
relative basis and will hence maintain their popularity. The
continuation of QE programs in particular will crowd out
investment from fixed interest markets and unleash new sources
of capital into the European real estate market, adding to the
already congested pool of buyers in core countries.

However, while stock shortages will persist, the opportunity for
investors to find targets throughout the wider European market
remains, with some alternatives offering stimulating prospects.
Indeed, it follows that with increasing levels of demand, the weak
supply balance will extend the destination of capital beyond
favoured western targets, towards, for example, a number of
Central Eastern (CE) and Southern (S) European cities where
there may be a mix of somewhat higher yields, growth potential
and in some cases slightly better stock availability.

Main cities, rather than countries, continue to be the focus of
investor’s attention with those CE and Southern cities which
harbour strong operational fundamentals attracting the highest
investment volumes. At the same time, the conventional core
remains abuzz and interest in Western European markets will
continue to move beyond first tier cities as buyers chase
improvements in occupier demand, a pattern which is likely to be
most evident in second tier UK and German cities looking
forward.

Investment - Crossing Borders

While European CRE has maintained its position as the global
market of choice, these trends have started to shift, with North
Americas market share creeping up thanks to stronger
performance and its safe haven status. At the same time, cross
border investment in Europe has spread out, with international
capital strengthening in CE and S Europe for example,
accounting for 78.3% of the market in the year to Q3.

At the same time, cross border investors reduced their share in
the three main economies of Western Europe: Germany, the UK
and France. indeed, the movement of investor appetite across
Europe is being led by foreign capital, with new investors entering
a wider range of markets as an entry point into the continent, and
in search of portfolio diversification to hedge against domestic
risks. Markets such as Montenegro, Serbia and Poland have
gained from enhanced South African interest for example while
Chinese capital pursued opportunities in markets as diverse as
Ukraine and Germany. Meanwhile, Western Europe underwent a
modification of cross border investment with inter-continental
capital increasing its stake as global risk and the weakened euro
ensured local buyers kept more focus closer to home.
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Table 1 - Key European Risk Factors: 2017/18

January 2017
Donald Trump's inauguration
ceremony

March 2017
UK target to trigger Article 50
for Brexit

March 2017
Netherlands general election

April - May 2017
French presidential election

August - October 2017
German federal election

December 2017
Current end-date of the European
Central Bank's Quantitative
Easing Programme

March 2018
Russian presidential election

May 2018
Italian general election is to be
held no later than this date

October 2018
Greek general election is to be
held no later than this date
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On January 20th, Donald Trump’s inauguration ceremony is due to

take place and greater substance will then start to form around his

policy agenda and priorities for his first 100 days in office. Business

and investment implications are of course uncertain proceeding this

but the Fed’s programme of policy tightening is continuing, with two
further interest rate hikes expected in 2017.

The UK government is appealing against a High Court ruling that
parliament must be consulted before Article 50 is triggered initiating
the process of negotiating the UK’s exit from the EU. Theresa May
appears intent on starting this process by the end of March in order

for the agreement to be reached by October 2018.

A fragmented parliament and coalition government are seen as likely
outcomes of the general election to be held in the Netherlands on
March 15th. The right wing, anti-EU Freedom Party have been riding
high in the polls and hence the election is seen as another test of the
strength of EU-scepticism.

The first round will be held on the 23rd April with a run-off on May 7th.
According to polls, Marine Le Pen of the far-right National Front party,
and Francois Fillon of the centre right Republican party will reach
round two. Meanwhile, Manuel Valls of the Socialist Party
has stood down as Prime Minister in an attempt to become
the left's candidate and win back votes.

Elections are to be held between 27th August and 22nd October.
Opinion polls suggest that the rising momentum of the anti-
establishment Alternative fur Deutschland party is threatening Angela
Merkel's position as Chancellor, with German voters disillusioned by
current government policies. Nonetheless, anything other than a
Merkel victory would be a major shock.

Following the 2016 Italian referendum, the European Central Bank

has extended its current Quantitative Easing scheme to at least the

end of 2017. From April however, it will reduce the amount of bond
purchases made from €80 billion a month to €60 billion.

On March 11t 2018, the first round of voting will begin in order to
determine the next leader of Russia. Intrigue over potential candidates
and policies will increase but, while Putin has not confirmed
he will stand, recent polls show a strong majority would
support him running for a fourth term.

Elections are to be held no later than May 2018 although the recent
referendum on Senate reform has increased the potential for an
earlier poll. According to one senior minister a general election could
be seen as early as February 2017, thereby potentially triggering
further uncertainty in the EU.

Marking one of the first moves towards a greater populist vote in
Europe, the January 2015 elections in Greece saw Alexis Tsipras of
Syriza elected prime minister as part of a coalition government with

the nationalist Independent Greeks party. With Greece remaining in a
debt crisis and anti-EU sentiment high, the next general election is
expected to be equally volatile.
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Pursuing new markets

As noted, the international investors which have been driving
volumes in Central Eastern & Southern areas do so as a means
of gaining exposure to Europe while diversifying portfolios and
securing against domestic risks. Markets in these regions offer
such an opportunity with the benefit of lower pricing than Western
counterparts and in cities which are less saturated by competition.
Differing perspectives on risk and opportunity are therefore clearly
in play investor by investor.

While yields across Europe continue to approach cyclical lows,
the average standing just 5bps above pre-recession levels,
notably higher yields are still accessible across Central Eastern
and Southern Europe. Local averages in Hungary and Romania
remain 135bps and 101bps above previous lows for example,
offering an opportunity for further growth and catch-up potential.

In response to firming economic recovery, occupier markets are
responding across CE and S Europe with rents steepening,
creating an attractive pricing point in leading cities. Consumption
growth too has outperformed the rest of Europe, further solidifying
demand and encouraging all-sector rental growth to exceed the
European average in Romania, Bulgaria and Hungary.

A caveat to investor confidence has been a hardening in
government policy, notably in Poland in the past year, but also the
perceived difficulty of entering less well-known markets. However
the success of many cross border players has frequently
stemmed from teaming up with local investors in pursuit of mutual
gains whilst lessening risk.

...but Western appeal remains

The geopolitical factors now in play across the globe will propel
those risk averse investors into familiar markets which offer
perceived stability of returns. Furthermore, increasing capital in
funds has maintained the pressure on managers to spend, with
core markets making particular gains. Western cities will remain at
the heart of these flows, led by Paris, Berlin, Frankfurt, London
and Amsterdam, while those second tier cities which demonstrate
good quality supply and strong fundamentals will progressively be
targeted.

With some European secondary cities now hubs in their own right,
capital will continue to be drawn in. Indeed, increasing
interconnectedness as a result of infrastructure programmes has
heightened the appeal of UK cities such as Edinburgh,
Birmingham and Manchester, alongside comparably attractive
pricing despite yields closing in on pre-recession levels.
Opportunities for redevelopment of historic stock will attract value-
add investment as office to residential conversions eat into supply
figures, lowering vacancy rates across a range of European tier 1
and tier 2 cities.

Opportunities ultimately depend on the risk attitudes of buyers,
and with the two most cited international safe haven markets, the
US and UK, having made changes to the status quo in 2016,
uncertainty will clearly drive some changes in target markets, with
Germany a chief beneficiary in Europe, followed by the Nordics
and France.
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European Profiles

The attractive yield premium to bonds will continue to bring opportunistic buyers into the market in 2017 with Europe’s
appeal spreading across borders into high yielding Central, Eastern and Southern cities. Core Western European countries
will be targeted for value preservation with interest continuing to filter into second tier locations as demand-supply
dynamics coupled with strengthening economic drivers twist the hand of investors.

WESTERN EUROPE

7 O 6 o/ With a 70.6% market share W Europe remained 1 4 2 o/
u 0 the European market of choice in 2016. L 0
MARKET SHARE MARKET SHARE
Despite contrary rhetoric, the UK continued to
attract the highest volumes but investment
interest in Germany in particular heated up

following the UK'’s referendum result.

Europe as a consequence of the vote, with
German cities well placed to take advantage from
any diverted interest.

Indeed, a rebalancing is expected across W ‘

Regional cities in core countries will also be in _
Domestic  WCross Border more competition, with investor interest expanding Domestic  ®Cross Border
into those cities with strong fundamentals.

As such, Edinburgh, Birmingham and Manchester,
along with other cities which have experienced
infrastructure improvements and with relative 120
8.0
4.0
7 SE

30 autonomy to regulate business attraction and
retention, will fair the best.
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With a packed timetable of elections in 2017
(table 1), investors will be alert to potential risks of
protectionism and its possible effect upon
Western European economies.

UK DE FR NL
KEY VOLUMES (€ bn)
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CENTRAL AND EASTERN EUROPE

0 * Attractive pricing as yields remain above pre- 4 7 0/
- o crisis levels, allowing for catch-up potential with u o
MARKET SHARE the core, particularly in Iegs recovered markets MARKET SHARE
such as Hungary, Romania and Bulgaria.

The speed of GDP development in CEE is
capturing the imagination of investors as growth
outstrips the remainder of Europe.

Encouragingly, with economic recovery firming,
occupier markets are being driven into expansion
mode, with falling unemployment at the
epicentre of demand in gateway cities. Some of
the greatest falls have been documented in

Domestic W Cross Border Prague and Budapest. Domestic ~ ®Cross Border
Certain policy changes are viewed negatively by [T .
—— investors, but in general, CEE countries continue
to adopt policies improving structural weaknesses 45
o0 by encouraging competition through the 30
o reduction of taxes and streamlining business e
registration in environments with labour costs 15
30 already below the European average. ;2 I e
sy : Additionally, the high adoption of technology is PL Gz HU RO
KEY VOLUMES (€ bn) improving CEE business environments.

KEY VOLUMES (€ bn)

Strengthening occupier markets have led to lower
vacancy and increasing rents, notably of late in
Sofia, Prague and Bratislava.
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Market Data (to Q3 2016)

PRIME YIELDS INVESTMENT VOLUMES (€B)
SCENTRE.  OFFICES  WAREHOUSE W12 oW prevPeAk

AUSTRIA 3.00% 4.00% 3.50% 5.85% 2.08 -13.04% 110.43%

WEST EUROPE BELGIUM 3.40% 4.25% 5.00% 5.35% 1.82 -13.98% 52.52%
FRANCE 2.75% 4.00% 3.15% 5.00% 17.36 -25.73% 65.43%

GERMANY 3.20% 3.90% 3.20% 5.00% 35.02 -33.08% 63.97%
IRELAND 4.00% 5.25% 4.25% 5.25% 3.62 6.44% 196.27%

LUXEMBOURG 4.00% 5.25% 4.80% 6.00% 0.38 -46.73% 46.60%

NETHERLANDS 4.00% 5.50% 4.90% 6.75% 10.48 16.18% 88.58%
SWITZERLAND 3.20% 4.05% 3.60% 4.15% 3.58 -6.38% 200.44%

UK 2.50% 4.25% 3.25% 4.75% 40.01 -42.59% 64.81%

NORDICS DENMARK 3.50% 4.50% 4.15% 7.00% 3.03 -22.25% 64.16%
FINLAND 4.50% 4.80% 4.40% 6.40% 4.64 44.57% 107.43%
NORWAY 4.00% 4.25% 3.75% 5.50% 3.62 -40.65% 114.10%

SWEDEN 3.50% 3.50% 3.70% 5.75% 11.80 14.59% 99.14%

SOUTHERN GREECE 6.90% 8.30% 8.00% 8.50% 0.00 -100.00% 0.00%
EUROPE ITALY 3.25% 5.00% 4.00% 5.75% 6.85 -13.06% 131.48%
PORTUGAL 5.00% 5.50% 5.25% 7.25% 1.03 -38.88% 62.16%

SPAIN 3.50% 4.25% 3.90% 5.50% 8.77 11.11% 88.17%

CENTRAL CZECH REPUBLIC 3.50% 4.25% 4.75% 6.50% 1.75 -12.01% 62.07%
EUROPE HUNGARY 6.00% 6.25% 6.75% 7.50% 0.77 67.88% 71.11%
POLAND 5.25% 4.75% 5.50% 6.75% 3.23 20.87% 105.45%

SLOVAKIA 7.50% 5.25% 7.00% 8.00% 0.21 -64.09% 61.80%

EASTERN BULGARIA 8.50% 8.00% 8.00% n.d. 0.20 -13.55% 30.79%
EUROPE ROMANIA 7.50% 7.00% 7.25% 8.75%* 0.44 -2.45% 33.73%
RUSSIA 12.50% 11.00% 10.50% 13.25% 1.56 -41.13% 41.23%

TURKEY 6.00% 7.00% 6.80% 9.00% 0.21 -80.82% 23.44%

UKRAINE 10.00% 13.25% 13.25% 13.50% 0.07 54.15% 7.34%

Note: the figures included in the table indicate the views of Cushman & Wakefield and relate to the very best prime property in each market category.
All rates are for illustrative purposes only. Those shown in red are on a net basis. Investment volumes from C&W and RCA.
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meet their objectives and enhance investment
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