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CLIMBING AT ALTITUDE

Investment volumes hit new heights

Climbing at altitude requires preparation and good conditions.
Plenty of oxygen, forward planning and acute awareness of risk.
So it is with the investment cycle in CEE commercial real estate
presently. We ascended to record volumes of EUR 13.8bn of
purchases in the CEE-6 markets, up 5% year-on-year in 2018. The
air is rarer up high, as global credit markets tighten and evidence of
a slowdown in world economic growth snowballs.

Liquidity to help pricing plateau...

The most important macro indicator for CEE real estate this year is
Eurozone interest rates, which we see flat-lining at zero. This should
stem some of the potential angst over tightening credit conditions,
keep liquidity high, buyers interested and help pricing to plateau in
2019. We foresee selective compression in prime yields in capital
city offices and still like the logistics sector. Absent a Eurozone
financial crisis, funding from lenders should remain a support.

..as wages support consumption

A continuation of the pattern of pay hikes well above inflation
should support consumption and rents in 2019. It is that recent
pattern of wage rises that should see the service sector grow
within CEE economies in the coming years, sheltering the region
somewhat from any blizzards appearing in the global economy.
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A global growth precipice...

Several leading indicators we follow suggest that a slowdown is
unfolding in the world economy. Chinese growth surveys, the oil
price, Chinese imports, South Korean exports, the German IFO
Expectations subcomponent all point the same way: down. More
worrying for CEE and Germany is the recent drop in Chinese auto
demand, which presaged China’s trade “stand-off” with the US.
Europe’s largest economy may be in a “technical recession” right
now. Expensive assets carrying risk have sold off around the
world. Central Banks might loosen policy but conditions might not
clear soon, as debt levels are very high in the US and China. This
stock market cycle feels more like the slower downslope of 2000-
2002 than 2008's “blizzard".

..or rocks to stumble over?

We believe investors in real estate in the CEE-6 have to be
increasingly wary of other risks in this thinner air. These include
an overheating development cycle, labour shortages, progress in
the ease of doing business of competitor peers around the world,
Brexit and related EU funding cuts, “populist” CEE politics and
asset taxation risk. E-commerce and “flex-working” are longer
term disrupters.
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Key data

Fig.1: CEE-6 fund flows between 2005 and 2018 (EURbn)*
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* Totals exclude land transactions. Figures for 2018 are provisional.
We are excluding from our Romanian figures the third buildings from two prominent Bucharest office transactions, as we believe these have yet to be paid.
Source: Colliers International

Fig.2: CEE-6 2018 fund flows by country (EURmn) Fig.3: CEE-6 2018 fund flows by sector (EURmn)
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Fig.4: Prime yields in CEE-6 capital city markets in Q4 2018 (direction of expected movement
in yield in 2019 indicated)
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Low funding rates

Further yield compression unlikely...

The availability of cheap funding was undoubtedly a major factor in
the strong performance real estate markets in Europe and CEE in
recent years. It has triggered volumes in the CEE-6 to new highs
in 2018, with EUR 13.8bn of flow, up 5% yoy (Colliers International
data). Yields continued their downward momentum in 2018 only in
capital city office and via selected retail transactions.

We expect, again, in 2019 that only selected locations will see
further compression (capital city office, mainly). Funding rates for
transactions are low but with the capital gains seen in recent years,
the yield premiums have shrunk. Only 5 of the 18 categories in
Figure 5 have premiums above the often-used long term market cost
of equity in listed Emerging stock markets of 4.5%. Like many asset
classes globally, CEE-6 real estate’s increased liquidity has propelled
it to new highs. Premiums look most attractive in the industrial
sector. We prefer logistics exposure rather than manufacturing.

..as the consumption driver plateaus

But is this the whole story? In both the previous cycle to 2008

and in this cycle, buoyant sentiment and realisation of growth in
consumption and the service sector across the CEE-6 has delivered
economic growth, job growth, wage growth, government tax revenues
and accelerations in real estate market activity.

In the previous cycle, slowing Eurozone money supply growth, a
measure essentially of financial sector lending/interaction with the
real economy, signaled from 2006 a turndown in consumption in
CEE. This turned ugly through the 2008-09 period. Eurozone money
supply growth has shrunk persistently since the end of 2016. This is a
harbinger of slowdown in Europe. We are seeing signs of this already
in Western Europe. It implies that, at best, consumption sentiment and
therefore growth dynamics plateau at best in the CEE-6.

Rational credit means no ECB hikes

The waning of Eurozone money supply growth is a cycle-weakening signal
to the ECB that rate hikes are not warranted. Markets were, up to recently,
predicting the first hike (from 0%) by the ECB in 8 years in 2019.

Some rationality reappeared in US debt markets in 2018, with the 10-year
US Treasury yield up, as the Federal Reserve raised interest rates and
the government increased borrowing. This shift up triggered credit yields
wider, not surprising given total global debt has expanded by ¢.60%

since 2008. Higher credit yields are not usually good news for US real
estate. And higher US sovereign bond yields do not help Emerging Market
investors. The prices of risk assets fell in reaction, especially in Q4 2018.
Debt refinancing worries will be prominent in China and the US in 2019.

The ECB can see these developments clearly and appears to have
a choice between rational pricing in credit markets and risk a
sharp recession (“the US model”) or continued very low funding
rates, to protect the financial system in a period of low inflation and
economic growth (“the Japanese model”). The “Japanese model”
looks more likely; which probably means low funding rates for CEE
sustaining into 2019 and 2020.

Colliers International | CEE | Outlook | 2019

Colliers

INTERNATIONAL

Fig.5: Decomposition of CEE capital city prime yields
into funding rates* and premiums**
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Fig.6: Eurozone M1 money supply growth and EU ESI
European economic sentiment
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I

CEE-6 composite ESI economic sentiment indicator (rhs scale)
I

16 15
14 A 110
12 ,\V 105
10 100
8 95
6 \v 90
4 85
2 80
0 75

‘99 ‘00 ‘01 ‘02 ‘03 ‘04 ‘05 ‘06 ‘07 ‘08 ‘09 10 11 12 "13 14 15 16 17 "18 19

Source: Bloomberg, Trading Economics, Eurostat, Colliers International

Fig.7: US 10-year Treasury yields and absolute yield
level of US high yield bonds (1997-2018, %)
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* Sum of US 10yr Treasury yield + BofAML US High Yield option-adjusted spread

Source: St Louis Federal Reserve, Colliers International
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Oxygen for the cycle

Consumers climbing hard..

Consumer sentiment appears to drive fund flow momentum in CEE
real estate. The link to investors’ business models, with nearly half
of flows in the region via the retail, logistics and hotel sectors and
indirectly via employment to the office and the industrial markets, is

clear. We have published Figure 8 for the last two years, successfully

predicting higher investment volumes in the region. The suggested
prognosis this time is a topping out of fund flows towards the end

of 2019. Consumer sentiment peaked in most of the CEE-6 between
6-12 months ago, before that in Romania. Applying an 18-month lead

timing to that points to mid-late 2019 as the summit.

..towards a plateau, not a precipice

Is it a precipice or a plateau that lies beyond? A plateau, we think.
Research we conducted 12 months ago suggested that wage
growth in European countries in four-year periods leads to faster
trend GDP growth in the succeeding four-year period. As most
employers in the CEE region by now know, wage growth in CEE is

a major feature of this economic cycle. We see a likely continuation

in 2019 (5%-10% in the CEE-6), though at lower rates than

last year due to the beginning of a weakening of demand in the
industrial sector (see below). The differential between this rate of
wage growth and inflation (5% in PL and CZ, for example) can be
termed “real wage growth”. Participants in these economies are
richer in real money terms and they spend or save (invest) these
surpluses. Much of the spending and some of the investing drives
the growth of the service sector.

This growth is commonly faster than that seen in the EU, so even
in recession phases, the region is “converging” gradually to EU
levels. We believe this faster growth of GDP per capita, driven
also by changing demographics (some return migration from the
west, immigration of young workers from elsewhere) is a reason
to expect lower commercial real estate yields in the coming

few years. Or maybe decades. For 2019, these trends probably
underpin steady or growing rents in CEE (Figure 11). Figure 10
suggests that Prague and Warsaw's prime yields may be pricing in
some of this growth already.

Colliers

INTERNATIONAL

Fig.8: CEE-6 investment flows and EU ESI consumer
sentiment (18-month lagged, RHS scale)

EC composite consumer confidence for
CEE-6 (18-month lagged, rhs scale)
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Source: Eurostat, Colliers International

Fig.9: National wage growth estimates for 2019 (%)
versus December 2018 consumer price inflation (%)
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Fig.10: Average prime capital city real estate yield* (latest, %) vs. GDP per capita in 2018E (EUR)
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Fig.11: Colliers CEE capital city rent outlook, January 2019 - 12 month forecasts, 2018 rent growth

and 2018E-19E national GDP growth
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A precipice for global growth?

A major risk for the relatively “open” (high trade volumes vs.
GDP), plateauing CEE economies is that global growth falls over

a precipice. Certain leading indicators we track suggest that
conditions at altitude may be deteriorating. One of the most
sensitive is the crude oil price: assessing its year-on-year change
is a good indicator of future demand in the global economy and the
eventual progression of inflation. Crude is presently down -13%
yoy. The world's largest oil importer and second-largest consumer
is China. Leading indicators of manufacturing (the PMI surveys)
are dipping to and below the recessionary 50 level. They have done
so in the past when the oil price has plunged.

At best, with fresh stimulus, we might have flattish growth
dynamics in China in the near run. The slowdown is cyclical in
nature, though the trade “war” with the US is not helping matters.
The build-up in consumer goods and, especially, debt in China has
reached excessive levels. The 3 January 2019 profits warning from
the world's hitherto largest listed company, Apple, is an illustration.
Separately, Chinese imports shrank -7% yoy last month: not a blip
but a trend. December’s South Korean export growth, another
leading indicator we follow, also dipped negative (-1% yoy).

For the CEE, any further deterioration in Chinese and global auto
demand might prove a dangerous downslope to avoid. Auto sales
fell -13% year-on-year in the world's largest new car market in
December 2018, capping the most sustained period in negative
growth territory in recent times. Will global auto demand shrink
in 20197 Commentators blamed Germany'’s troubles with diesel
regulations for its -0.2% dip in growth in Q3 2018. The German
IFO Expectations subcomponent we track suggests Europe’s
economic behemoth might be in a technical recession (two
consecutive quarters of negative economic growth).

The IFO's historical relationship with CEE industrial sector sentiment
points the latter down in 2019. And we cannot forget the region’s large
autos industry: leading the way is Slovakia, with 31% of 2016 exports and
25% of GDP directly from the sector. Beware CEE industrial exposures?

Avoiding a blizzard up high

A resolution to the trade “war” might improve conditions. As might
large economic stimulus from Beijing, though it will not improve the
US's mood if the Yuan is devalued. The US Fed halting interest rate
hikes and cutting might also be perceived as a positive sign. But a
recession in the US has accompanied every rate-cutting cycle since
1987 bar one. Valuations in most risky cross-asset classes are still
high, despite 2018's soggy performance. And global debt is 60%
bigger than in 2008. This stock market cycle feels more like, the
slower deterioration of 2000-2002 than 2008's “blizzard".

Tab.1: Auto and parts exports as % of total exports and
as % of GDP in CEE-6 countries in 2016

2016 DATA PL (o¥ 4 HU SK RO BG
0
Auto exports as % | 15 6o, | 21 6% | 17.8% | 30.6% | 14.7% | 2.3%
of total exports
0
Auto exports as % | 4 gou | 1689 | 14.4% | 24.8% | 51% | 1.1%
of GDP

Source: Observatory of Economic Complexity (latest 2016 database),
Colliers International
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Fig.12: China State PMI monthly reading and Brent
crude oil price, year-on-year change (%, rhs scale)
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Source: investing.com, Colliers International

Fig.13: China auto sales growth (%, yoy change)
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Fig.14: CEE-6 Industrial sector sentiment versus
German IFO Expectations subcomponent
(3-month lagged, rhs scale)
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Stumble or fall?

Key regional risks: overheating...

A classic sign of a real estate cycle topping out is an overheated
construction sector. We outlined in our January 2019 report “The
Icarus effect” that the expansion in active construction seen across
the region has led to significant pricing pressures, especially on labour

costs, which may choke off profitability and demand in coming quarters.

Another symptom of overheating is a loss of competitiveness.
Wage inflation (Figure 9) does this by itself if not matched by a
growth in production. Competitiveness is being lost in a relative
sense if the World Bank annual Ease of Doing Business surveys
are to be believed. The CEE-6 have all slipped down the rankings
since 2017. This is not due to a deterioration of absolute scoring
in the region but more to do with the advances in competitiveness
across the world. Hunger breeds drive.

..politics/Brexit/taxation...

Are the CEE governments hungry enough? Overall fiscal positions
are enviable, with the exception of Romania, leaving room to
spend. The Czech government announced last year an EUR 133bn
investment plan for 2019-30. And the impressive infrastructure
programmes already executed in the likes of Poland are testament
to that hunger. The UK's Brexit will most likely see cuts to the
EU's Structural Funds programme and a recalibration of eligibility
of regions within the CEE-6. Investment bank ING in November
estimated the range of real terms reductions for the CEE countries
between -9% (Bulgaria) and -28% (Hungary) in the 2020-27 EU
spending round. Those countries in a better fiscal position will
have more ability to increase co-financing.

Brexit's other effects include a marginal reduction in remittances
and a shift in the migration balance of workers, which could help
CEE's labour shortages at the margin, as we argued in our July
2018 research “Labour force riddle”.

Political risk is an ever-constant across Europe presently. Fresh
impetus to the political balances in the region will be given in 2019
from the European elections in May, with Poland alone holding a
general legislative election in October. The often-nationalistic ruling
PiS party has a chance of a fresh mandate.

Behind the rise of so-called “populism” across democracies
appears to be voter frustration with low wage growth and a sense
that since the 2008 Crisis, those with ownership of assets have
thrived. A manifestation of this from political parties in power is
some attempt to increase taxation on assets, or on “greed”. Moves
by the Romanian government to raise such taxes in December
2018 are an example. More may come.

..and disrupters

We believe, as we set out in our Sept. 2018 report “Survival of

the Fittest” that there is room for both online and traditional/
omnichannel retail to keep growing in the CEE-6 out to 2022. That
said, early indications of e-commerce volumes in the Czech market
for 2018 are suggesting a market size perhaps higher than our top
end estimate. The Logistics sector stands as a hedge.
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The “flexible working” and “co-working” disrupters have not yet
gained sufficient traction to affect office demand in the CEE-6 in
2019. A worry may be that these gain momentum into tougher
market conditions in 2020-22.

Fig.15: Office sector space under active construction as % of
stock in Warsaw/Prague/Budapest (2009-18, quarterly)
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Fig.16: World Bank Ease of Doing Business global rank
(2019) and change since 2006 and 2017
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Source: World Bank, Colliers International

Fig.17: Government budget deficits as % of GDP
in 2018E and 2019E
2018E 2019E
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Tab. 2: Timing of next legislative elections*
in CEE-6 countries

PL cz HU SK RO BG

2019 2021 | | 2022 | | 2020 | | 2021 2021

*all have European elections in May 2019
Source: Colliers International
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