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Drawing a Line Under 2009

Welcome to the first edition of the BLME quarterly Ul
property review.2 S f I dzy OK | a (KS
residential property sectors show signs of revivaiis is
however, the fourth p2 LISNII & Oe ot S T2
team, soA ¥ ¢ SgetRearye dwaywe can nonetheless
reflect ona far more promising outlook than seemed like
earlier this year.

Back in Q1 20Q9valuations were in freefall andnany

companies forced into extreme detbns to head off
collapse. Six months later the sector is out of intensive c:
battered and bruisedbut more confident

tldad SOARSYyOS & dza3 $eécéssarilybeK
learned, but a severe correction inevitably creates re
investment opportuities and substantial funds are lined u
F2N AYy@SadySyid wrHi GKS o02i
As ever beatraps lie in wait for the unwary. The Ul
residential market defies logi¢ 6 dzii  (hé&tHing Gedv. It
rarely behaves rationallyyet has a compelling recdr of

delivering capital growth over the longer term.

We look at potential for an investor friendly recovery ar
where the smart money is going. In future issues we plar
interview industry leaders for their views and consider sor
of the key issues fahe sector.

Both sectors perked up this summer, but the commerc
sector has taken a much more severe hit and thus, we fi
better reflects the tough letting and trading environment.

After 25 monthy falls in
capitalvalue, Augussawa
0.2% rise, followed by a
robust 1.26in September
Gommercial valuesre still
43% belowtheir peakand
rents are still falling

According to IPD,
UK commercial
property values rose
by 1.3%for August

and September
In contrast, the FT house

price index increased by
0.6% in Septemberand
valuations down 5.6% yea
on year.That was the fifth
consecutive ronthly rise.

After 25 months of
declineli KS & QN.
down 43%

Thosefigures put house prices 1.7% ahead over the peri
and down just 1.2% since the start of the year. Over
residential is down by a relativeimodest15.8%, just a blip
in its inexorable long term growth.

Compare that with serage commercial yields at 7.86% fi
Fff LINRPLISNIeE&od ¢KFEGQa F  &a
at 0.5% and indeed, fivgear swap rates at 3.1%n part

that reflects the potential for tenant default, x¢ended

voids and further downward pressure on market rents
what remains a weak letting market. All these factors ¢
funnelling investment towards institutional qualit
properties and leases or bargairesfew of whichwe refer

to on the back page ohis report.

The consensugut the commercial market close to its nadi
In the short term, recovery is likely to be investment rath
than occupier led. There is significant institutional mon
looking for a home and a recapitalised and increasin
confident quoted sector. To supplement this, a number
lenders recently reopened for business. Residen
property looks more vulnerable to a double dip, for reaso
we explore in the next section.

We would be interestedo receive reader feedback and
invite comments topropertyviewpoint@blme.com
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Has UK Bsidential
Turned the Corner?

Investors are justified in
retaining a strong interest in a
marketin which according to
(I OAtfaQ NBaStk
values have doubled every 9.3
years duringhe last 30years.
¢CKFiQa RS&ALAGS
downturns

Nationwide data reveals 132% (inflation adjusted) growth in average

house prices in tk ten years to their Q3 2007 peak. Even after recent

Flrifaszs GKSBQNB adAtt | KSFIR dp: o Central London
New residential sales demand

Thetypicaleconomic rationale supplied for thignd of performancas the
structural shortage of UK housingut will that rate of growthbe repeated A\
without abundant cleap credit?

100 \

Housing market bears have been confoundedh®/performance during » \'4 \\ A
the summer. Both UK Land Registry data and lenders such as Halifax @
Nationwidereport that the market has, in price terms at leggblumes of ®
house sales remain depresgedcovered during the summer. ”
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At the start of 200%0mepredicted at least two years of price declings
to 35% Thisseemedplausible after recent strength.
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SourceCluttons

HoweverSavill§xesearch confirms quite sharp price rises in Q2 2009 fq

prime Central London pperty i.e. areas such as Knightsbridge, Chelse
al@FI AN FYyR YSyaay3aa2yz & FIF N
Hampstead and down to Putney, Richmond and Barnes in sgegh
London.Savillpicked up a notable change in buyer sentiment in the
second quartersome of whonhad waited 18 months to return to the
marketi.e. until prices reduced to a level that made acquisition attracti
CKAa &@SFNRa /AdGe o62ydzasSa Yl& IR

Q32009 Prime indices results

CapitalValues

Pricesn some areabtave been drivefack upto close totheir peak as
pent-up buyer demand chases constrained stock levels.nidrket is
highly influenced by cash and often foreign buyerkilevmortgage
dependent buyers thin on the ground. &tevival is howeveexpectedto
be tested in the Autumn, whemore stock is expected to hit the market.
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Possiblereasonswhy this may occuiincludethe substantial number of
two year fixedrate and tracker mortgagesranged neathe top of the

Source: Savills Research

market. These are due to expire shortly and couldiiécult to refinance
at affordable ratesA 18015% fall in house pricesayeasily have pushea
90-100% mortgag@to negative equity. Even where prices have fully 20%
recovered, borrowers may find it difficult to satisfy stricter iZ&:85% 15%
maximum loan to value targets

Central London
House Price Growth Forecast

10%

duttons, another specialist in prime Central Londesidentialidentifiesa %
further possiblesource ofweakness in Q4 2009 and beyoritie cheaper, 0%
interestonly mortgages popular during the boom are now quite hard tg
come by. Where they are still avdila, lenders demand minimum 25%
deposits and good explanatieas to how capital will be repaid.

-5%

-10%

-15%
The agenexpects to see large numbers of forced sellers of prime cent 20% -

London property It believes thathe surge in supply that results could 2005 2006 2007 2008 2009 2010 2011 2012 2013
knock arounds% off prices. Sourcecluttons




In the UK, mvestment in residential is
mainly the preserve of the retail
investor. Institutions focusupon
commercial sector$or economesof
scale andncomeuvisibility.

Ironicaly, research shows thdbtal
returns fromresidential investment
have actually been more competitive
and less volatile than other asset
classes.

Investment in UK residential has typically been th
preserve of small scale private investors.

During the current decade, the market has bes
dominated by an estimated one million btg-let
landlords, while large scale institutional @stment
typically focused on the commercial sector.

The main issue appears to be that resident
investment does not conform to the commerci
property investment model. What makes sense to
individual, buyto-let investor may seem irrational to at
ingtitution, especially as it lacks the visible, letegm
revenue stream provided by a 3@ar lease.

A counterintuitive argument is made by Savills its
recent Residential Investment Spotlighsuggests that
total annual returns from residential propy have
actually been more competitive and less volatile thi
other asset classes. It also believes that it offers bet
diversification of risk relative to equities and gilts the
commercial property.

The report consequently makes an interesting cage
residential investment in apost credit crunch
environment.

As borrowing continues to be rationeSavills expects
to see increasel demand for private rented
accommodation, particularly as first time buyel
struggle to raise suitable deposits.

It also epects increased scarcity of the types
housing for which there is the greatest need, in tt
locations where they are most in demand. Tt
situation is exacerbated by adk of funding to provide
accommodation within the social rented and
intermediate howing sectors, either directly fron
public funds or by private developers.

Rental Values Prime Central London

-30%

mm Prime central London yoy growtl =—Prime central London gqoq growth

Source: Savills Research
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Nonetheless, it has identified four barriers to entry fi
institutional investors:

1. The relatively low returon investment due to
relatively high management costs.

2. Uncertainty of income stream due to shoi
lease terms and a higher perceived expost
to voids.

3. Small lot sizes and a fragmented markeétich
makes it difficult to achieve economies of
scale.

4. The distation caused by owner occupiers
rather than investors in setting prices. Tr
former is driven by reference to short tern
affordability in a market characterised by a
inherent lack of stock.

These issues are unlikely to be solved in the short te
Invegors attracted by yield may be disappointed &
initial returns. While niche models, such as stude
housing and leased housing association stock h
produced better yields, they may be difficult to acquir

Investors mayhoweverconsider residential as\say to

diversify their risk exposure. Valuati®mre not yield

based and may provide a defensive model in
downturn, with an increasing scarcity of housing

new development falls behind the projected growt
rate of new households.

Industry initiativesto kickd G F NIi Wo dzA f R
create the foundations for a professional rented sectc
via development of bespoke, corporately manag:
stock of sufficient scale.

These may evolve into institutionagized portfolios
that follow a model familiar to LS investors.



The commercial secto
Is finding its feet

Rental values and
voidsmay remain an
ISSue as recession
lingers

Year of two halves

2009 began badly, but the sectol
looks set toend the year in much
better shape than might have been
expected.

The first quarter produced the
heaviest ever recorded plunge in
commercial property values and thi
quoted sector scrambled to raise
billions of pounds to shore up balanc
sheets and head off expensive
conversations with lenders. Som
£5bn of new equity later, a more
confident commercial property
industry has switched strategyto
capitalisingupon recovery.

A 25 month longleclineleaves values
at pragmatic levels, but the marke
might not resime its poise for a while.

Capital values should recover ¢
institutional investors drive down
yields, but rental values are still fallin
in all sectors and regionand voids,

currently at 12.3% (IPD) continue tc
grow. Rental values may fall further ¢
the recession takes hold in particule
regions and industries.

Lettings may not deliver much in the
way of short term income. In early
September, Nomura agreed an initi
sixyear rentfree period on its new
City of London headquarters.

A highquality tenant, willing to

commit to a longterm lease (20 years
in this instance) could clearly dictat
terms.

Some see this as the nadir for ne
lettings. Optimists argue that Nomur:
absorbed such a bighunk of the new
office pipeline that other landlords
may irorically benefit from the deal.

Smart Money

Earlier this year, oe of the property
a4 S O 2 NI»dccesstal safidreliable
AYy@Saiz2NaE NBTFSNNE
LINE LIS NI & Ol NBSNE
acquire assets.

The teams behind quotegroups such
as Helical BarLondon & Stamford anc
Max Property have consistent record
for timing investment and sales. Whe
dealshave they completed so far

Interestingly, London & Stamforc
recently made its first residentia
purchase; 146 units at the forme
Arsenal football stdium in Highbury at
a 27% discount to individual marke
prices. Average rents are expected |
generate a 7% return on investment.
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Both were high yielding assets (13.8+
net for Fleet Place) includirie benefit *
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of low-cost, longterm debt that was +

part of the deal.

LINE GA |
acquisition of One Fleet Place in th:
City of London and a 50% stake *

Ly I dz3dza G = bAO
Property spent £232m on the
acquisition of a portfolio of 86 Uk
industrial estates at a 12.7% p.:
initial yield, or 10.3% p.a. aftel
deducting all void and running costs

Although Helical Bar hat
considerablecash to spend, it has
recently been disposing of assets
regarded as egrowth.

These groups have considerab
resources to invest, but dddappear
to be n any particular hurry This
market still has potential to mduce
special situations for at least anothe
12-18 months

Monthly movements in influences on capital grow
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