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DEAR COLLEAGUES, MEMBERS, SUPPORTERS
OF AREMD AND READERS,

The sizeable team of authors presents to you Trend
Report 2017.

This is the tenth edition, and once again we provide you
with a comprehensive and up-to-date look at the main
developments and trends in all segments of the real
estate market in the Czech Republic.

We persevere in our effort to publish a TR for you every
year. As in previous years, the report is based on an
extensive questionnaire survey. We address our member
base, as well as a number of specialists and experts
that are active in the field of real estate. For this reason,
the TR can be considered an independent study that
reflects the opinions of the authors themselves, as well
as those of the wider professional public.

2017 has been an extremely successful year for us

all. Thanks to a number of favorable circumstances,

the market flourished. We witnessed high liquidity and
record low interest rates at the same time. Mortgages
were granted in a historically high volume. The vacancy
rate of office space declined. The volume of investments
in the Czech Republic reached the respectable amount
of 3.5 billion EUR. A number of obsolete commercial
buildings are undergoing reconstruction and revitaliza-
tion, as new construction did not meet the demand.

In this flood of positive figures and news, we should not
forget the fact that only 33,000 m? of office space was
completed in 2016. We see the same deficit in housing
construction. As a successful metropolis, Prague is

INTRODUCTION BY THE PRESIDENT
OF AREMD BORD

growing and developing. It attracts new subjects and the
number of inhabitants is increasing, which corresponds
with the demands of companies for modern commercial
premises and the demands of candidates for quality
housing. Developers are unable to flexibly and adequately
respond to the demand. The long approval processes and
the lack of our capital's Metropolitan Plan prevent it.

At the same time, however, as prof. Frait says in his
introductory chapter, unemployment is declining. This
leads to the fact that companies are increasingly focus-
ing on their employees' interests, in addition to the price
and efficiency of offices. Projects where employees have
a number of out-of-work incentives, services and relaxa-
tion zones in addition to optimal working conditions, are
becoming a new trend.

The decline in residential construction has led to a rise
in the price of apartments, in both original and new
buildings. | therefore hope that we will continue to see
this positive market atmosphere in this year and the
next, and that developers who have survived the difficult
times when the market was in recession, will have the
opportunity to further develop the capacities of our city
and saturate the growing demand for high-quality offices
and new housing...

| hope we all continue to prosper

PhDr. Ing. ZDENKA KLAPALOVA, CSc.
Prezidentka Asociace pro rozvoj trhu nemovitosti

O’Z/{/ /(%My,



The Association for Real Estate Market Development
(AREMD) is a non-profit organisation, which was established
as a legal entity on 12 September 2001 after a year-long
informal prelude. Its members include leading representa-
tives of developer and investment companies, real estate,
legal and advisory offices, banks and other organizations
active on the real estate market, as well as prominent
representatives and senior management of the public ad-
ministration. The objective is to bring together also teachers
and university students, who are interested in this area.

The member base of AREMD consists of 102 members
in 2017 and apart from prominent personalities active
in all the areas of the real estate market, it recently also
includes 14 corporations. Owing to this, the AREMD
group is modern, unique and has professional compe-
tences, which are unrivalled in the Czech Republic

THE MAIN GOALS OF AREMD ARE FORMULATED
IN 5 FUNDAMENTAL AREAS:

* enhancing of the quality and transparency
of the Czech real estate market

» standardisation of procedures and processes
on the Czech real estate market

¢ an increase in awareness of both the professional
and lay public in the given field

* promotion of the Czech real estate market both
at home and abroad

¢ an increase in the quality of education and better
education of the professional public in the field

The activities consist of those for AREMD’s members,
especially the regular monthly discussion meetings on
current topics of the real estate market development and
further of the activities focused on both the professional
and the general public. The most visible is the publishing
of the regular summary report about the situation of the
real estate market in the Czech Republic Trend Report,
which has gradually become an integral part of the library
of all the players on the real estate market. The activities
further include the organization of round tables with the
participation of leading professionals, including their medi-
alization or the promotion of the Czech real estate market
at prestigious foreign events (MIPIM, MAPIC, Expo Real)
and in foreign partner associations. Since September 2015,
AREMD has been included in the database of the consult-
ing organizations DataKo within the government system

of the assessment of the impact of the RIA legjslation.

DISCUSSION MEETINGS

Last year, we organized six discussion sessions, during
which selected topics were discussed with the assistance
of moderators and active speakers. The participants in
the discussion meeting included representatives of devel-
opers, consultants, lawyers, bankers, mortgage brokers,
appraisers, representatives of realtors, government agen-
cies and other professionals. Many topics also attracted
considerable interest in the media.

ABOUT US

Besides the high attendance rates the answers of the
participants are a positive incentive for us: in the ques-
tionnaire surveys, they especially highlight the very high
professional level of the meetings. The preparation and
selection of topics are also evaluated positively, as well
as the professionalism of the addressed experts from
the expert panel.

MARKET RESEARCH

AREMD performed a comprehensive research of the real
estate market in the Czech Republic again in collabora-
tion with the research agency GfK Czech. Its primary
purpose is to obtain an objective and comprehensive view
of developments on the Czech real estate market includ-
ing current trends. 71 active experts participated in the
questionnaire survey this year with a significant represen-
tation of AREMD members among the respondents.

EXPERT PUBLICATIONS

Trend Report has been issued since 2002 as a regular
professional study on the situation of the real estate
market in the Czech Republic. This year’s already tenth
edition offers readers and those interested in the Czech
real estate market a view on current issues and analytics
of various segments of the real estate market. The same
as last year, the texts of individual chapters are based
not only on the experience and opinions of the collective
of authors, but they are also based on the results

of AREMD’s own survey.

Since 2014, the study has been available to both

the professional and the general public on-line on the
website of AREMD. Last year’s edition was downloaded
by 260 unique users.

BEST OF REALTY

The 18th Best of Realty competition Estate (Nejlepsi z re-
alit) again took place under the official auspices of AREMD.
The decisive criteria for the assessment of the quality of
the submitted projects were: location selection, urbanistic
and architectonical solution, the quality of realisation and
especially the success rate on the real estate market.

During the ceremonial gala evening of the Best of Realty,
AREMD granted its annual AWARD FOR EXCELLENCE, this
year already for the thirteen time. The members of AREMD
decided to present this award to the laser centre ELI BEAM-
LINES based in Dolni Bfezany. ELI Beamlines is a major
scientific "Pan-European infrastructure", which excellently
combines usefulness (prestigious scientific laser institu-
tion) and aesthetics/exceptionally successful architectural
design. The premise for the implementation of the project
was the excellent coordination of scientific institutions, an
architecture studio and the extraordinary understanding
and operating capacity of the local government.

MORE ABOUT US AT WWW.ARTN.CZ
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Squire Sanders, v.0.s., advokatni kancelar
KNIGHT FRANK, spol. s r.o.

KPMG Ceska republika

Konecna & Zacha, s.r.o., advokatni kancelar
Advokatni kancelar JUDr. Dana Kofinkova
KAAP Media

Ceskoslovenska obchodni banka, a.s.
Havel, Holasek & Partners s.r.o.

PRK Partners, s.r.o.
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PSG International

Gepard Finance a.s.

Ceska spotitelna, a.s.

Czech Comfort s.r.o.

Crest Communications

Dentons Europe CS LLP

Sociologicky Ustav AV CR

YBN consult, znalecky UGstav

Metrostav Development, a.s.
Penta Investments

SATPO broker, s.r.o.

Sekyra Group, a.s.

Skanska Property Czech Republic, s.r.o.
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UBM Bohemia Development s.r.o.

Marek Petr
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Mel¢ Michal
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Mladek Martin
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Nehoda Radek
Némec Petr
Némecek Radomir
Nepala Pavel
Novotny Martin
Opletalova Daniela
Péacal JiFi

Placha Iveta
Pokorna Magda
Porupka Tomas
Prasil Jifi

Prchlik Dusan
Prikrylova Pavla
Sadil Jan
Sedmihradsky Jakub
Schodelbauerova Pavla
Skalicky Martin
Skotnica Jifi
Stransky Karel
Sykora Ludék
Simonek David
Skvara Pavel
Sourek Michal
Spalek Ondfej
Stépankova Klara
Svanda Zden&k
Tlababa Jan
Tucek Martin
Urbanek Petr
Vaculik Frantisek
Valka Zdenék
Vecan Pavel
Vesely Alexej
Vobruba Ales
Zaslavsky Timur
Zeman Petr
Zemanova Eva
Zalsky Karel

Bursik Ondrej
Palicka Petr
Pokorny Jifi
Anderle Leo$
Fabian Tomas
Soural Marcel
Kulhankova Simona

CVUT FSv

The Property Advisory Group

Deloitte Advisory s.r.o.

KARLIN PORT REAL ESTATE

INVICTA Law

Cushman & Wakefield

Letisté Praha

Decathlon Russia

Obermeyer Helika a.s.

RENOMIA

NSG Morison advokatni kancelar, s.r.o.
Bird & Bird s.r.0. advokatni kancelaf
Central Europe Holding, a.s.

CMC Cameron McKenna, advokat
Allen & Overy LL.P., organizacni slozka
KKCG, a.s.

t. €. na matefské dovolené

Ungelt Services, a.s.

PETERKA & PARTNERS advokatni kanceldr s.r.o.

Hypotecni banka, a.s.

Lexxus a.s., partner

Ministerstvo pro mistni rozvoj

EDULIOS

RSM Tacoma, a.s.

Colliers international s.r.o.

Univerzita Karlova, Pfirodovédecka fakulta
Baker & McKenzie s.r.0, advokatni kancelar
AmRest

MS architekti s.r.o.

Panattoni Development CZ

Kinstellar s.r.o0., advokatni kancelaf
Technical Consulting Group s.r.o.

DBK Praha a.s.

PPF Real Estate s.r.o.

Petr Urbanek - Poradenstvi pro nemovitosti
PSJ, a.s.

Stewart Title Limited

GES REAL, a.s.

Trikaya Czech Republic a.s.

Orco Property Group

KOPF Advisory

ARGON s.r.o.

Ernst & Young s.r.o.

Interprospekt CZ s.r.o.
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AREMD SURVEY: LIQUIDITY IS PUSHING
THE PRICES (OF ALL TYPES)
OF REAL ESTATE UP

In 2017, we expect a growing demand for residential property, accompanied by
a gradual rise in prices.

The disappointing situation in Prague associated with the disproportionately long
construction permit process continues, which will slow construction and lead to
a decrease in new apartments offered by development companies.

The key and most discussed event is the release of the CNB's exchange rate com-
mitment and the subsequent potential increase in interest rates.

Another important fact that will influence the real estate market in 2017 will be
the adoption of the Real Estate Brokerage Act, which will also introduce mandatory
qualification requirements for real estate agents.

In the traditional survey conducted by the ARTN in early
2017, we focused on the main prospects and trends in
the past year of 2016, and also in the following period.
We asked you what we can expect in individual real esate
market areas and related economic sectors: What events
will have a crucial impact on the
real estate market? In what sec-
tors of the real estate market can

"The pressure on the price of new apartments we expect the largest increase in
given by the minimum number of approved new projects? What will investors
projects will be enourmous and will continue target? The structure of survey

to increase. Unsatisfied demand is shifting

to the market with old real estate and panel
block apartments. There are local unbelievably
absurd extremes, where the price of a "panel
block" apartment exceeds the price of a flat in

respondents and authors of the
Trend Report has comprised and
connected experts from diverse
areas of the real estate market

new projects. The efforts of politicians, insti- to ensure that Trend Report
tutions, associations, etc. to preserve Prague 2017 is the most complex and

is returning to citizens like a boomerang in the objective news report on the real
form of inaccessible housing prices, both in estate market once again, for the
sales prices and subsequently in rental prices." tenth time. The renowned agency

GfK Czech helped with the

Jan Rezab, JRD results of the survey again.

There is a consensus among
experts on the issue of the most
important trends this year -
especially in the anticipation of
the influx of new investors into the
Czech Republic and the growing
interest from private equity funds.

"In addition to the construction of new projects,
there will be an increasing number of "renewed"
old buildings, and their offer as modern B Class
offices at a reasonable price." Other factors include the release
of the exchange rate by the CNB
(with which we have been living for
several weeks), a more conserva-
tive LTV and LTC, and an overall
moderate increase in the cost of

Jan Fical, Arridere

real estate financing. The prepara-
tion of the Metropolitan Plan and

,Rekonstrukce, respektive repositioning the possible shift and accelera-
starsich center, nahradi dosud dominujici novy tion of the currently prolonged
development.“ issuance of building permits will

also play an important role. Many
experts also expect higher levels
of brownfield revitalization.

Martina Jiizova, Ceska spofitelna

Overall, it is assumed that the moderate increase in
residentail property prices will continue, especially in
economic centers such as Prague and Brno, where new
development is failing to meet the demand. The same ap-
plies to quality commercial real estate, whose prices are
stimulated by the overpressure of "investment" finances.

WHICH REAL ESTATE MARKET AREAS WILL MAKE THE
BIGGEST CHANGES?

Respondents believe that the residential market will un-
dergo the biggest change, followed by real estate financ-
ing and the investment market. Compared to forecasts
made a year ago, we are seeing the relatively biggest
change in real estate financing.

In the residential market, despite the increase in (mort-
gage) financing prices, the demand outwieghs the supply,
and prices will continue to grow. Free public resources
and the rising popularity of real estate as an alternative
investment option will also play an important role.

In 2017, the office market will offer a significantly
higher number of completed projects than it did

in 2016. We expect a slight overall increase in the
vacancy of office space, as well as an increase in the
highest rent. Tenants' emphasis on quality will continue
to grow. The main reason for this is the increase in the
originality of the employee environment, which is not
seen in many fields.

The retail market will remain stable in the following year.
Most experts expect to see a strengthening trend of the
reconstruction and modernization of exisitng premises.

New construction is only taking place in a limited range.

The investment market will be likely affected most by the
strengthening of the koruna, the effect of free capital and
the still relatively inexpensive financing, for which there are
not enough investment opportunities. Overall, experts ex-
pect to see further growth in 2017 and in the next period.

The conservative approach of banks to lending money
and raising interest rates are the most commonly men-
tioned effects on the real estate financing. It is also
necessary to take into account the already released
crown exchange rate, the rising inflation and other
bank regulators.



GRAPH Areas of the Czech real estate market that will undergo the greatest change in 2017.
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GRAPH Increase in new projects in 2017 in individual real estate market sectors.
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Retail space

Industrial
space

Tourism and leisure
projects

GRAPH Types of real estate according to attractiveness for investors in the period of 2017-2018.

V%

Residential Office Retail

In connection with providing the highest possible comfort
to tenants, commercial buildings will continue to improve

their services. Quality property management, with regard

to the limited supply and competitive market, is becoming
increasingly important. Experts also mention the growing

popularity of BIM (Building Information Modeling).

THE ECONOMY HELPS DEVELOPMENT

The good condition of the economy will have a positive ef-
fect on the whole real estate market. Respondents expect
the largest increase of new projects in the residential, of-
fice and industrial sectors. The slow and difficult process
of obtaining a territorial decision / building permit, the
lack of suitable land, and, in the case of retail projects,
the significant saturation in the market, will continue to
hinder significant growth.

On the other hand, strong export and the weak crown
contribute to the industrial real estate market, where
growth is expected in 2017. According to respondents,
tourism represents unfulfilled potential.

THE MOST ATTRACTIVE RESIDENTIAL SEGMENT
According to respondents, the residential segment will
remain the most attractive segment among real estate

segments for another two years. The industrial sector is
the second most promising.

Industrial Tourism and leisure

projects

Regarding the future development of rents and prices in
individual sectors, more than half of respondents believe
that the prices of new apartments will increase by more
than 5%. In terms of rents, the view is slightly more
conservative, with a third of re-
spondents expecting an increase
by more than 5%. The develop-
ment of office, retail and indus-

Source: prizkum AREMD

2016-2017

6 5 B 2017

Source: prizkum AREMD

| cannot make an estimate
Stagnation, a minimum of new projects
A slight increase in new spaces

A significant increase in new spaces

Source: pruzkum AREMD

I don’t know

A significant decline in the interest
in these types of project

Slightly declining attractiveness
Average interest
Increasing interest

Very attractive

"I predict an interest in creative, active and

qualified property management related to
other additional services such as project

trial space rent is expected to
stabilize, with a tendency towards
moderate growth. An increase in
rental prices is expected primarily
in top real estate.

WHAT IS PRAGUE LACKING?

The next part of the expert inter-
view focused on what is prevent-
ing Prague from becoming

a developed European metropolis
that is considereda quality place

management, asset management and office
equipment, all with respect to the satisfaction
of tenants and their employees..."

Zdenka Klapalova, Knight Frank

"A comprehensive concept with a clear vision

to live by its inhabitants. The re-
spondents agreed on the aspect
of safety in all parts of the city
and transport infrastructure. This
concerns a better system of park-
ing facilities and their sufficient
capacity, the modernization and

that will strengthen the development of a modern
concept of the city, easy and affordable mobility
throughout the city and ample public space with
active use, is essential."

Daniela Opletalova, Bird & Bird
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development of a suburban railway network, traffic
regulation or the inefficiency of Prague's administration
in the distribution of its resources.

According to experts, other points for improving the qual-
ity of life in prague include the emphasis on the neces-
sary revitalization of Wenceslas Square. Furthermore,
better management of public spaces and green areas

in the city and neglect of the construction of new public
buildings in the field of culture or sports. Another men-
tioned aspect is a clear vision and long-term concept

in the development of the city.

WHAT IS INHIBITING THE REAL ESTATE MARKET?

In terms of the real estate market itself, respondents
most often mentioned the long and complicated decision-
making processes in the area of legislation, the lack

of a clear concept for city development, and the vague
development of the Metropolitan Plan. According to some
respondents, however, weak local investors and a lack

of high-quality new projects also play an important role.

MARTINA KADEROVA
AREMD
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MACROECONOMIC DEVELOPMENT
AND REAL ESTATE PRICES IN THE CZECH
REPUBLIC AND ABROAD

In 2017 and 2018, analysts expect a slight recovery in the dynamics of economic
activity in developing economies, and a continuation of the current growth in developed
countries. From the perspective of domestic economy, the forecasts of GDP growth
in the eurozone are important, which suggest a growth of around 1.6% in this and
the next year, similar to 2016.

According to the March estimate by the Czech Statistical Office (CZS0), the GDP increased
by 2.3% in the Czech Republic in 2016. The January prediction by the Czech National
Bank (CNB) expects the domestic GDP to increase by 2.8% in this year and the next.

The continued growth of domestic economy will continue to have a positive effect
on the labor market. According to the January prediction by the CNB, the general
unemployment rate should decrease to 3.7% this year. Wages in the business sector
will increase by 5.3% this year, and by 5.1% in 2018. The development of wages

in the non-business sector will be similar this year, and only slightly lower next year.

The dynamic of bank loans to the private sector in the Czech Republic remained
strong throughout last year, and it was one of the highest in the EU. In addition

to the continuing economic growth, loose monetary and credit conditions supported
the demand for credit. The dynamic of new loans to households was especially
high, which mostly reflected the growth of housing loans.

Housing prices accelerated further in 2016. If the current forecasts of the domestic
macroeconomic development are fulfilled, housing prices should continue to grow
quite rapidly this year as well, followed by a gradual decline.

THE EXTERNAL ENVIRONMENT AND GLOBAL
ECONOMIC ACTIVITY

The development of global economy in 2016 was char-
acterized by a partial recovery of economic growth in the
eurozone, a slight slowdown in the US economy, and weak
growth in many developing countries. However, in the
second half of last year, the US economy started to gain

a strong dynamics, and it is approaching full employment.

In parts of developing economies, the decline in prices

of raw materials and commodities continued to manifest
itself in a negative way, which, however, began to signifi-
cantly weaken in the second half of last year. The consid-
erably different development in different parts of the world
and types of economies, combined with the persisting
high debt in many countries, maintains global imbalances
and makes the global economy more vulnerable.

The prospects for economic growth in major economies
slightly improved in early 2017. The forecasts of analysts
for both this year and the next expect to maintain a rather
weak but stable economic growth in Germany and the
eurozone as a whole (Table 1). Despite some tightening
of monetary policy by the Fed and the strengthening dol-
lar, the US economy should return to a growth rate exceed-
ing 2% in the next two years, also thanks to the expected
fiscal stimulus of the new president's administration.

For developing economies, the forecasts are mostly
moderately favorable. Thanks to government interven-
tions, it is expected that the rapid growth of China's
economy will be sustained. After declines last year, the

output of Russian economy should start growing again,
which is also true for Latin America. However, it is also
true that the forecasts for a number of other major
economies (e.g. Turkey, India, Brazil and Mexico) were
reevaluated with a downward trend at the beginning of
this year. Table 1 shows the averages from the February
representative overview of forecasts by world analysts
in Consensus Forecast, for this year and 2018.*

At the beginning of 2017, forecasts of price development
in major economies were mostly upward in response to
the rising inflationary pressures associated with the end
of the decline or slight recovery of commodity prices. The
outlook of oil prices in the one-year and two-year horizon
has an approximate value of 57 USD/barrel.

The prices of industrial metals should decrease

slightly in the one-year horizon, while an increase in the
prices of food commodities can be expected. In many
developed countries, inflation, and especially its core
component, should remain below 2% in 2017. This is
implied by the continuation of the loose monetary poli-
cies of central banks.

In some developed countries, especially in the US

and the UK, long-term interest rates have increased
significantly. This was reflected in capital outflows and
the tightening of financial conditions in many develop-
ing economies. However, further strong growth in global
long-term interest rates is unlikely. In developed coun-
tries, lending interest rates will therefore likely remain
near historic lows in the next two years.

1 Consensus Forecast: a regular monthly publication by Consensus Economics, summarizing the forecasts by hundreds of prominent economists and analytical teams regarding future development.



TABLE 1 Development and prospects of world economic activity. (year-on-year real GDP growth rate in %)
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Soure: Consensus Forecast, February 2017
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2016 -0.6 -0.5
2017 25 1.6 3.1 1.4 1.5 3.1 2.2 11 2.3 1.7 4.7 6.5
2018 2.6 15 3.4 1.6 1.3 3.1 2.6 15 2.4 1.7 4.6 6.1

Note: CZ - Czech Republic, EA - eurozone, SK - Slovakia, DE - Germany, PL - Poland, CEE - 27 countries of Central and Eastern Europe, including EU member states, RU -
Russia, US - USA, LA - 18 countries of Latin America, AP - 16 countries of the Asian and Pacific region, including Japan, CN - China

DEVELOPMENT IN FOREIGN REAL ESTATE MARKETS

Globally loose monetary conditions are reflected in the
robust growth in real estate prices (Graphs 1 and 2). In
the third quarter of 2016, housing prices in countries of
Central and Eastern Europe grew the fastest in the EU.
Year-on-year, prices in Hungary and Latvia have increased
by more than 10%, and prices in Bulgaria, Slovakia, Esto-
nia, Romania and the Czech Republic also grew at a rate
of around 7% and higher (6.9 %?). In this region, prices
increased the least in Poland, by about 2%. Moreover, in
some of these countries, including the Czech Republic,
the growth in housing prices is accelerating.

In developed EU economies, these prices grew fastest in
Portugal, Great Britain, Ireland and Sweden (7% to 9 %
year-on-year). In these and other developed economies,
however, the price increase started earlier and the rate

of their growth is beginning to decline. Residential real
estate prices in the EU are only declining in Italy and
Cyprus; this is a lingering correction of their previous ex-
cessive growth and weak economic recovery. The growth
of real estate prices is very moderate only in a few other
countries (France, Croatia or Finalnd).

In response to the growth in real estate prices and increas-
ing lending activity, in 2016 the European Systemic Risk
Board (hereinafter ESRB) evaluated the risks associated
with exposures secured by residential real estate and the
measures taken. This happened in countries in which the
selected indicators suggested increased or rapidly growing
risks associated with these exposures. In November last
year, the ESRB published a warning for countries in which
a detailed analysis confirmed these risks, and where exist-
ing measures were assessed as insufficient.

GRAPH 1 Real property prices in advanced countries. (2010 = 100)
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GRAPH 2 Property prices in selected EU countries. (2010 = 100)
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2 This can be compared with data in the chapters "Residental market" or "Funding of real estate". Differences stem from slightly different methodology and data sources.
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TABLE 2 CNB's January forecast. (v %)

2016
2017
2018

These warnings were given to Austria, Belgium, Den-
mark, Finland, Luxembourg, the Netherlands, Sweden
and the UK. To a greater or lesser extent, each warning
concerned the risks associated with the overvaluation
of real estate prices, household indebtedness or bank
capital. On the contrary, although the ESRB confirmed
these risks in Slovakia and Estonia as well, thanks to
the preventive measures of local authorities they did
not issue a warning. Due to the growth rate of real
estate and housing loan prices, the Czech Republic fell
just below the line of these evaluated countries. It has
therefore not received a warning yet.

THE DOMESTIC MACROECONOMIC ENVIRONMENT
AND ITS OUTLOOK

In addition to domestic economic policies, further
development in the external environment, particularly
the eurozone, will be crucial for the development of the
Czech economy. The outlooks on which CNB forecasts
are based, estimate that the growth rate of the effective
GDP indicator in the eurozone will slow down to 1.5%,
which is 0.6 percentage points less than it was in 2016.
Next year, the growth rate should return to the level

of 2%. In addition to persistent difficulties in certain
national banking sectors, the weakened demand in
developing countries remains a risk to the economic
activity in the eurozone.

Highly loose monetary conditions will likely persist in the
external environment. Although the European Central
Bank decided in December to reduce the amount of
purchased assets in April 2017 from 80 billion EUR per
month to 60 billion EUR, this program was extended

till the end of this year. At the beginning of this year,

the ECB held roughly 1.50 billion EUR assets within the
program, 90% of which represented government bonds
of eurozone countries, and the rest of which was mostly
mortgage bonds. 3M EURIBOR market interest rates
should continue to be negative in this year and the next.

After nearly 10 years, the US Fed started raising its
monetary policy rates in December 2015. It continued
to do so at its policy meeting in December 2016, when it
decided to increase its key interest rate from the range
of 0.25%-0.5% to 0.5%-0.75%. The last statements of
Fed show its readiness to increase the key interest rate
further this year. With regard to the subdued inflation
pressures, however, it should be moderate and gradual.
The Euro should continue to weaken against the US
dollar. According to February analyst estimates, this year
and next year the exchange rate of the euro against the
US dollar should be around 1.06 USK/EUR.

Last year the growth of the Czech economy slowed
down. However, the CNB's January forecast sees this
slowdown as temporary. This year and next year the
GDP growth rate should increase to 2.8% (Table 2). The
economy will be supported by a continued growth in
foreign demand and a renewed increase in fixed invest-

ment, which will revive the dynamics of government
investments co-financed from European funds.

The growth rate of nominal disposable income will gradu-
ally increase to 5.4% at the end of 2018, which is an
important indicator of the development of consumption
and investments. This will continue to be most signifi-
cantly affected by the volume of wages and salaries, with
an only slightly increasing employment rate. Entreprenuer
revenue will also gradually begin to increase.

The inflation at the end of last year quickly accelerated
and returned to the 2% target. According to the forecast,
which is consistent with data on inflation development
in January this year, the inflation will increase further

to the upper half of the tolerance band, and at the
monetary policy horizon it will begin to return to the
target. Starting in mid-2017 - in the spirit of the January
forecast - the conditions for the sustainable perfor-
mance of the two percent inflation target will be fulfilled
in the future, and it will therefore return to the standard
monetary policy, as expected.

The January forecast predicts the stability of currently
very low market interest rates until mid- 2017. After
that, the forecast is consistent with an increase in
market interest rates in the second half of 2017, and

a further slight increase in 2018. The forecast expects
the exchange rate to be used as a monetary policy tool
at 27 CZK/EUR until mid-2017. Roughly from mid- 2017,
the conditions for sustainable performance of the 2%
inflation target in the future will be achieved, after

a return to normal monetary policy.

In the January forecast, the strengthening of the
exchange rate after the return to normal monetary policy
is dampened, among other things, by the fact that in

the period since the introduction of the exchange rate
commitment, there is a leakage of the weaker koruna
exchange rate into the price level of other nominal
variables. The forecast also does not take into account
the fact that the potential appreciation of the koruna ex-
change rate may be significantly dampened by exchange
rate hedging by exporters before leaving the exchange
rate commitment, as well as the closing of financial
investors' koruna positions. This "overbuying" in the mar-
ket may lead to a depreciation of the exchange rate.

Czech government bond yields were at historically low
levels last year as well. They not only reached negative val-
ues in shorter maturities, but in approx. 5-year maturities
as well. This was also reflected in interest rates on new
loans, which dropped to a level slightly over 2% for loans
to non-financial corporations, and to 2.2% for household
and housing loans at the end of the year. Given the cur-
rent and expected development in the global monetary
environment, we can assume that government bond yields
and lending interest rates will remain at very low levels in
the next two years, despite the expected growth.

Source: Inflation Report /2017, CNB

INFLATION 3MPRIBOR |  ReDI | WAGES UNEMPLOYMENT | CURRENT ACCOUNT
0.7 0.3 2.6 4.4 4.1 2.0

2.4
2.8 2.4 0.5 21 5.2 3.7 1.3
2.8 22 1.1 2.6 4.9 3.6 1.5

Note.: GDP - real gross domestic product (yoy growth in %); Inflation - consumer price growth (in %), 3M Pribor - 3-month money market rates (in %); RGDI - real gross disposable
income of households (yoy growth in %, adjusted for inflation); wages - average nominal wages (yoy growth in %); unemployment - general unemployment rate (in %); current account
- the share of current account deficit of GDP (in %).



GRAPH 3 Growth of loans for house pruchase in countries with the highest and the lowest rate of their growth in EU.
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CREDIT DYNAMICS IN THE CZECH REPUBLIC

Loose credit conditions and the robust state of the
domestic economy resulted in relatively significant bank
loan dynamics. There was an increase in bank loans to
both non-financial corporations, for which there was a
year-on-year increase in loans of 6% in 2016, which is
one of the highest growth rates on a European scale,
and especially households, with a year-on-year growth
exceeding 7%. In the household sector there was a
revival of consumer loans with a year-on-year growth of
4.5%; however, their accelerating dynamics are driven
primarily by housing loans (8.4% increase), and espe-
cially mortgage loans (see more details in next section).®

The increase in loans to domestic non-financial corpora-
tions was mainly driven by loans with longer maturities,
which reflected the growth of investment loans. The
loans increased in most sectors, and especially the
"real estate" sector constributed to their accelerated
drawdown. The year-on-year growth rate of foreign cur-
rency loans increased significantly, which reflects the
increase in the production of exporting companies and
renewed exporter hedging against exchange rate risk
through a "natural hedge". In addition to exporters, "real
estate" companies also significantly contributed to the
increased foreign currency loan dynamics.

According to the Bank Lending Survey, the demand for
loans grew in the fourth quarter of 2016 in all segments
of the credit market. In loans to non-financial compa-
nies, primarily the demand for long-term investment
loans grew, which reflected the favorable economy
news. In household demand, the prospect of further
price growth in the real estate market and increasing
consumer confidence played a significant role, in an
environment of very low interest rates. Overall, the avail-
ability of external funding for the domestic corporate
sector is very good.

According to the Bank Lending Survey published in
January this year, banks continued to loosen credit
standards for loans to non-financial corporations. For
housing loans they indicated a further tightening of
credit standards. This was in response to the CNB's rec-
ommendations regarding the granting of mortgage loans
and the entry into force of the new Consumer Credit Act.
Housing loans were also affected by increased bank

financing costs and the perceived risk of the develop-
ment of the real estate market.

DEVELOPMENT OF MORTGAGE LOANS
IN THE CZECH REPUBLIC

Housing loans, and mortgage loans within them,
crucially contributed to the growth of household loans.
In 2016, the year-on-year growth of mortgage loans
amounted to an average of 8.5%, exceeding the growth
in 2015 (7.6%). Real new mortgage loans contributed
to the growth the most, whose share in the total new
mortgage loans last year also increased slightly.* The
growth in housing loans in the Czech economy remains
one of the fastest in the EU (Graph 3).

The year-on-year growth of new mortgage loans de-
creased in 2016 from the average of 32% in 2015 to
24%. However, information about these loans is distorted
by the volume of the base from which this year-on-year
growth percentage is calculated. In 2016, new mortgage
loans in the amount of 30 billion CZK more than in the
previous year were granted, specifically 170 billion CZK.
The relatively highest year-on-year growth was recorded
in the first and fourth quarter of 2016, and the lowest
growth was recorded in the summer months.

In response to increasing lending activity, overvaluation
of real estate prices and loosening of credit standards,
the CNB issued a Recommendation on the Management
of Risks Associated with the Provision of Retail Loans
Secured by Residential Real Estate (hereinafter "Recom-
mendation") as early as June 2015, which was aimed
against the potential risks of new loans. The Recom-
mendation established the quantitative limits of the LTV
indicator (ratio of loan amount to collaterial value) and
qualitative criteria; the compliance with these criteria
should ensure that credit standards correspond with
criteria of rigor and prudence.

In order to evaluate the development of the volume and
risk of new loans, the CNB conducts surveys of credit
characteristics of new loans secured by residential real
estate. The evaluation of the survey for the second half
of 2015 and the first half of 2016 shows that the limits
for LTV values were largely respected. However, indica-
tors of clients’ potential ability to repay the loan from
their own resources in a deteriorated economic situation
documented substantial loosening of credit standards.

19
Source: ECB, CNB I
il

3 A higher year-on-year growth rate of loans to non-financial corporations in the EU can only be seen in Luxemburg and Lithuania.
4 Real new mortgage loans include new credit agreements. New mortgage loans also include an increase in refinancing existing loans.
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A number of new loans are granted with relatively high
values of the LTl indicator (ratio of the loan amount to
the annual net income) or DSTI (ratio of monthly loan
installment to net monthly income). At the same time,
these loans often have high LTV values or they are given
to applicants with lower incomes. In the event of shocks
in the form of an increase in interest rates or a decline
in income, a considerable number of debtors could have
problems with the repayment of the loan, despite the
fact that the predominant representation of fixation in
new housing loans contributes to the lower sensitivity
of households to the development of interest rates.

The CNB considers the fact that the highest share

of loans with high values of LTI and DSTI was recorded
in the second half of 2015 in the LTV loan category

of 80%-90% to be a risk factor. The significantly highest
share of loans granted to customers with low incomes
was also found in this category of LTV values. The cat-
egory of LTV 80%-90 % was also the most represented
category among newly granted loans, in which the aver-
age value of loan collateral increased the most.

Given the increasing overvaluation of residential real
estate, the CNB considered it necessary to modify the
Recommendation, especially in reducing the maximum
LTV level. Therefore, in June 2016 it issued another Rec-
ommendation in the form of an official communication.

The recommended maximum LTV limit of 100% was
therefore reduced to 95% in October 1, 2016, and from
April 1, 2017 it will be further reduced to 90%. The
transitional period allows banks to adjust internal pro-

GRAPH 4 Prague apartment prices. (maximum = 100)
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The recommended limit of 10% of the volume of new
loans with LTV in the range of 90%-100% changed on
October 1, 2016 to 10% of the volume of new loans
with LTV in the range of 85%-95%. In April 1, 2017,
the new limit will be 15% of the volume of new loans
with LTV in the range of 80%-90%. The CNB will also
evaluate the practices of banks in determining the
value of collateral in individual institutions, in terms
of internal methodologies and practices.

Certain risk characteristics of residential loans for resi-
dential real estate intended for rental, along with the de-
velopment of market prices, led the CNB to expand the
Recommendation with a recommendation to improve
risk management in this area, with regard to properly
determining the purpose of the loan. Using all available
information, institutions should identify whether the loan
is used to finance home ownership or an investment.

If there is an accumulation of characteristics with

a higher level of risk in an investment loan, a maximum
LTV of 60% should be enforced.

Given the significant share of new loans granted to
clients with lower incomes, the CNB will prepare the
introduction of quantitative recommendations for LTI
and DSTI values no later than 2018. This plan is in line
with the Consumer Credit Act, specifically with the part
concerning the assessment of the creditworthiness

of the loan applicant. The CNB also asserts the legal
anchoring of the possibility to set an upper limit of LTV,
DTl and DSTI indicators.

Source: CZSO, IRI
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GRAPH 5 Apartment prices in the rest of the country. (maximum = 100)
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GRAPH 6 Price development scenarios. (index; maximum (3Q 2008) = 100)

21
Source: CNB calculations I I

115
- = ZFS2014/2015
110
ZFS 2010/2011
105
100 ZFS 2012/2013
95 - ZFS2011/2012
90
ZFS 2013/2014
85
e zakladni scénéaf
80
- skutecnost
75
09/10 09/12 09/14 09/16 12/18

REAL ESTATE MARKET IN THE CZECH REPUBLIC®

As mentioned above, in 2016 the growth of apartment
prices of recent years accelerated further (Graphs 4
and 5). The rapid rise in prices supported the ongoing
recovery of economic activity, the improved situation in
the labor market and the rapid growth in housing loans.
The limited supply of new apartments also contributed
to the price growth. All monitored price indices rose,
and the vast majority of them recorded the highest
growth rate since the beginning of 2009, that is,

in the past eight years.

In 2016, apartment prices grew across the board with
regard to different types of price indices (offering prices
compared to realized prices), and different regions
(Prague compared to the rest of the Czech Repubilic). In
Prague, the level of apartment prices rose above the level
of its previous cyclical highs from 2008, for all types of
available indices. The offering prices are higher even after
adjusting for the unrealistic price growth from 2012.°

According to the sample survey by the Czech Statistical
Office (CSU), the realized prices for new apartments
from new development projects and older apartments
are higher (by 1.3% and 2.3%). Given that the price
growth in the rest of the country compared to Prague
was delayed, the prices outside Prague remain on aver-
age 2%-10% below their peaks from the period before
the outbreak of the financial crisis (Graph 5). The growth
of apartment offering prices in Prague has long been
significantly exceeded by the growth of realized prices,
which indicates a growing difference between the two
types of prices in the capital.

When assessing the equivalence of real estate prices,
the CNB works with realized apartment prices from tax
returns for the whole country. From the relevant indices,
these were in the lowest range (at the end of 2015

a total of 14% below its peaks; after being extended by
a number of other types of prices for 2016, only almost
3% less). In comparison with incomes, however, apart-

ment prices grew by 10% at the end of 2016 from their
lows of early 2013.

REAL ESTATE PRICE FORECAST

In addition to the initial situation described above, the
residential real estate market in the coming years will
mainly depend on the macroeconomic development
and the situation in the mortgage market. The estimate
for future real estate price growth is subject to many
uncertainties. The presumptions of Baseline stress test
scenarios conducted regularly by the CNB within the
Financial Stability Report and the autumn Update

of these tests may be a partial clue (Graph 6).

In the past three years, these scenarios anticipated

the recovery of the real estate market, which really did
take place. The speed of the recovery of the real estate
market, however, was higher than expected. This is
explained by the better than previously expected labor
market development and a significant decline in interest
rates on housing loans. This can also be reflected in the
non-fundamental factors’ of real estate price growth.

However, it is still possible to draw certain conclusions
from the presumptions of the last stress tests from®
December 2016. If the economy developed accord-

ing to the Baseline scenario of these tests (Graph 6),
real estate prices would maintain a dynamic growth of
about 10% for the rest of 2017, while maintaining the
historic links between indicators; in 2018, the growth
would slow down to 7.5%. Legislative changes affecting
the provision of housing loans, and the tightening of
the CNB's recommendations regarding mortgage loans,
should continue to moderate the rate of the growth

of apartment prices.

JAN FRAIT, HANA HEJLOVA AND MICHAL HLAVACEK
Czech National Bank

@

See more in chapters "Residential market" and "Funding real estate".

>

sources, according to which the prices dropped in this period.

<

According to the Czech Statistical Office, offering prices in Prague in the first half of 2012 grew by almost 9%, but this was not in accordance with data on offering prices from alternative

The fundamental value of real estate is the part of the price that can be explained by the movement of relevant variables (macroeconomic indicators, labor market indicators, demographic

characteristics, financial market indicators...). The market prices of real estate are also influenced by non-fundamental factors, which often have a psychological and behavioral nature, such
as mass psychosis, self-fulfilling expectations, etc. These factors often create real estate price bubbles.

®

These stress tests are based on the CNB's macroeconomic forecast from November 2016. The latest CNB forecast from January 2017 was not projected in the scenarios. The differences between

both macroeconomic forecasts, however, are not very significant (see last CNB Inflation Report).
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RESIDENTIAL MARKET

In 2016, 6,650 new apartments were sold in Prague, which is a 5.1% increase;
in Brno there was even a 50% progress.

The average price of available apartments in Prague rose to 75,520 CZK/m?,
which is a year-on-year increase of 17.4%.

The top-functioning sub-segment in the residential market are family houses.
Apartment houses are only built in a minimum extent.

There are still problems in the functioning of the Association of Unit Owners (AUO).

"Rental housing is distorted by social bene-
fits. The state was unable to process rental

pricing maps."

Petr Némecek, Hypotecni banka

"The rental housing segment is characterized
by tenants' lack of information about their

The residential market is a crucial part of the lives of
the population and economy of the state. The balanced
and proper functioning of all its parts is very important,
including owner-occupied housing in family houses, own-
er-occupied apartment housing, cooperative apartments
and housing in rented apartments.

Unfortunately, the government's
approach to the housing sector
based on the latest approved
state housing concept or other
materials and laws is only a
motley series of isolated inter-
ventions in housing without a
long-term vision. One example is
the steering towards ownership
housing first, and then switching
to rental without a deeper analy-
sis of preferences, without being
accompanied by any meaningful
measures, or the long-term fail-

rights and obligations, as well as the low culti-

vation of the market by real estate offices."

Tomas Béhounek, bnt attorney-at-law

GRAPH In terms of apartment use, the distribution of the population in the Czech Republic is strongly leaning
towards ownership housing. Distribution of the Czech population according to type of housing, 2017:

ure to address social housing.
Our politicians' opinions of new
housing construction at a na-
tional and especially local level
appear similarly confused.

There is lately no point in lead-
ing the popular discussion of which type of housing is
the right one, whether ownership housing or rentals are

Family house

[l Housing co-ownership

44 % . Cooperative apartments

Rental housing

| other

best. All forms are essential for the functioning of the
market, and each of them has its own specifics, advan-
tages, disadvantages, risks and benefits.

The best functioning forms in our residential market
include the ownership of family houses and cooperative
housing. Rentals and housing co-ownership is compli-
cated by poor legislation and lengthy and unpredictable
court decisions. New housing construction can be
assessed similarly. Family houses are being built across
the board throughout the country, mostly individually.
However, almost no new apartment buildings were built
in recent years, with some exceptions.

With a 21% share of rental housing, the Czech Republic
lies in the block of Eastern European countries. The
highest proportion of ownership housing is in Romania,
Slovakia, Lithuania, Croatia, Hungary, Bulgaria and
Poland. On the contrary, the most economically advanced
countries of Europe have the highest proportion of rental
housing, with Germany, Austria, Denmark, Great Britain,
France and the Netherlands in the forefront. The EU aver-
age is approximately 30% of rental housing.*

The Czech housing fund consists mostly of family houses
(about 1.55 million houses), of which 1.15 million are
stand-alone houses, 133 thousand are duplexes, and 257
thousand houses are terraced houses. More than 5.05 mil-
lion inhabitants live in these houses. The family house fund
and the number of households living in them continues to
grow. We can expect this trend to continue in the future.

Source: Central Europe
Holding a.s. from CSU

1 Source: Eurostat 2014.



GRAPH Czech population age distribution.
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In contrast, the owned and co-owned housing segment will
not expand significantly after many years of saturation, and
it will reach roughly a quarter of the total housing fund.

Approximately 10,000 apartments are modernized and
about 25,000 new apartments are built in our country
every year. New construction consists of the individual
construction of family houses, very few apartment
buildings are built in this relationship. Prague and Brno
are the only exceptions. However, new apartments are
lacking even in these cities.

Approximately 19,000 apartments were built in Prague
between 2013 and 2016, of which about 13,000 were
built within development projects, which is a very small
number. As expected, this had to have repercussions
on real estate prices, which are rising due to a lack

of suitable real estate and a change in the orientation
of developers from cheaper to more expensive projects.

New construction in Prague is insufficient to meet the
housing needs resulting from population growth. Since
2011, this is about 30,000 mostly adult citizens. The
population growth in Prague is mainly due to the positive
migration balance. The population is increasing most

in Prague 6, 5 and 8, and decreasing in the city center.

Demographic change is one of the most important factors
affecting the apartment and house market. The number

of young people in the age group that usually buys its own
housing is steadily decreasing. These used to be people
around 30 years of age, now we can see a decrease in
population in people around 40 years of age.

In 2013-2016 (Qlll), a total of 92,656 apartment units
were built in the Czech Republic, with about 25,338
units in apartment buildings. This shows that mostly
family houses are built.

From the total number of about 6.2 thousand monitored
municipalities, the strongest construction following
Prague and Brno took place in Plzen, Ostrava, Olomouc,
Ceské Budgjovice, Pardubice, Liberec, Opava, Hradec
Kralové and Kladno. Increased construction can also

be seen in many smaller municipalities in the suburban
zones of these cities, such as Brandys nad Labem, Neh-
vizdy, Jesenice u Prahy, Rigany, Hostivice, Slavkov u Brna,
Slapanice, Moravany, etc.

ASSOCIATION OF UNIT OWNERS AND HOUSING
COOPERATIVES

In previous Trend Report editions, we focused on the
pitfalls of the Association of (housing) Unit Owners (SVJ).
For many clients this may be a reason to focus on the
family house segment. Now we will try to compare the
Association of Unit Owners and cooperatives, if only
because they have similar or common problems.

TABLE Demographic evolution in the Czech Republic in 2017-2033.

AGE GROUPS (2017) AGE GROUPS (2033)
40+ 61

25

Source: Statistisches Bundesamt 2009 I
il

Source: CSU

5654 628 53.7 52.7 40+ 6301 695 52.3

26_39 2121761 20.1 48.7 26_39 1484 205 14.4 48.5
<26 2759 393 26.2 48.7 <26 2537 065 24.6 48.6
total 10 535 782 100 50.9 total 10 322 965 100 50.9

GRAPH Distribution of new apartment construction in the Czech Republic in the period 2011 -2015.
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"The actual functioning of Unit Owners' Associa-
tions is often very problematic; not only in terms
of their legal framework, it is also necessary for
owners to learn to care for the property and not

justown it."

GRAPH Increases in the number of apartments registered in the Cadastre of Real Estate in the CR.
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The extortion of payments (debt) in co-ownership payments
for management and maintenance is a growing problem.
Cohabitation with unadaptable, irresponsible owners of
units or cooperative members also poses a problem.

Unfortunately, the new Civil Code or Business Corpora-
tions Act does not give other members of the associa-
tion or their statutory body many options for solving
these problems. Cooperatives and the SVJ do not have
priority in satisfying claims against their members, and
debtors usually have multiple creditors, leaving

no resources for the cooperatives or the SVJ.

Courts work very slowly and often see these law suits
as unreasonable, where the strong SVJ/cooperative is
suing its weak member. The fact that it is the member's
fundamental duty and responsibility to fulfill his obliga-
tions has not yet become commonplace. The law does
not allow penalties, and laws deal with the transition
of debt when transferring ownership to a unit or share
unclearly, there are a number of interpretations.
A legislative adjustment that would ensure full payment
of the cooperative's and SVJ's receivables with the
forced sale of units, or prevent the transfer of shares
or units without fulfilling all
obligations, would be helpful.

Itis true for a large part of the
SVJ that the activity of unit own-
ers in relation to the manage-
ment of common parts of the
house, i.e. the SVJ operation, is
very low. Provision §1194 of the
New Civil Code, which governs
the liability of a member of the
Association for his debts, is
important and unknown to many
members. The liability is dependent on the amount of
shares, and its amount is not limited.

Each unit owner should therefore regularly take interest
in the economy of the Association and attend meetings,
which does not happen in many cases. This poses
considerable problems for the Association.

There are almost 9,000 cooperatives operating in the
Czech Republic, with most of them in Prague (3.9 thou-
sand) and the Moravian-Silesian Region (1.4 thousand),
and the least in the Karlovy Vary and Zlin Regions. Their
housing fund contains 467,000 apartments, with most
of them in the Moravian-Silesian Region with large
apartment buildings (95,000 apartments) and in Prague
(92,000 apartments).

The number of SVJs has surged since their inception at
the turn of the millennium. Today there are over 60,000

SVJs registered in the Czech Republic. Most of them

are in Prague (10.8 thousand) and South Moravia (6.6
thousand), with the smallest number in the Liberec and
Pardubice Region. Their total housing fund contains over
1.5 million apartments. In Prague, most Associations
are in Prague 10 (1.4 thousand), followed by Prague 11,
12, and 2. There are over 400,000 apartment units in
Prague that are owned or co-owned.

The number of owned apartments regjstered in the
Prague real estate register grew evenly by about 35,000
units per year. It's interesting that in addition to large
Czech and Moravian cities, there is a considerable
amount of SVJs in Trutnov (almost 1,000), Jihlava, Znojmo
and Frydek-Mistek. The privatization of municipal and
former corporate apartments contributed to the increase
in the number of owned or co-owned apartments the
most. This privatization usually significantly affected the
functioning of the market and virtually stopped new con-
struction of residential buildings in many municipalities.

The largest amount of owned apartments in Associa-
tions is @ maximum of 40 units (57%). Only 12% of
apartments are in an SVJ that has more than 100 units.

In terms of the depth of the market, the situation of
owned apartments in the Czech Republic is not good.
There are very few transactions and the numbers are
not growing. The survey by Central Europe Holding a.s.
shows that about 22,000 units are sold in Prague each
year, and the estimate for the whole country is about
60,000 units. The apartment market is young, it only
began to form in the late nineties (the Apartment Owner-
ship Act was adopted in 1994), and it logically grew over
many years.

On average, apartment owners change every 20 years;
owners of family houses change after more than 50
years. This suggests the Czechs' conservative approach
to real estate ownership.

RESIDENTIAL REAL ESTATE INVESTMENT

Investment in residential real estate is a globally
interesting and relatively safe investment. However, it
is still necessary to carefully consider this step and be
prepared in terms of sufficient information, financial
resources and the time needed to care for the acquired
property. Insufficient information, low responsibility and
investment naivety may ruin such an investment.

An investment is not only the acquisition of real estate
for further rental, but also the acquisition for one's own
needs, when rent is imputed. The knowledge that the
protection of ownership rights is poor with excessive
protection of tenants, which the dishonest often use to
their advantage, is important in the course of renting.

Source: Central Europe Holding a.s. from CSU
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The extortion of rent debts is very limited, and losses
can be significant.

Charging VAT is also important and not often discussed.
Apartment rental is an exempt transaction, and it is
therefore not possible to deduct VAT on input costs,
resulting in higher costs for the lessor.

* FAMILY HOUSES: this type of investment is a tradi-
tional form of real estate ownership functioning for
hundreds of years. The Czechs love owning houses
and building them across the country. The area of
properties of newly built houses is increasing, usually
exceeding 1,000 mZ. Selling prices have little volatility,
and they are roughly at the same level as inflation.

In our country, we associate living in a family house
with ownership. Unlike most developed countries, in our
country the rental of family houses is not in demand,
and the realized rent for family houses is relatively low.
The yield (calculated by the ratio of charged rent to

the market price) usually ranges between 1-2%. The
ownership of a family house in the Czech Republic is
also associated with very little transaction activity, the
owners of family houses change very rarely.

OWNED APARTMENTS: co-ownership of apartments
works since 1994, after the adoption of Act 92/74
Coll., and it continues in the form of apartment co-
ownership in the New Civil Code. The advantage is
the ability to purchase one's own apartment with the
advantages of real estate ownership under relatively

TABLE Number of sold apartment buildings in Prague.”

CADASTRAL NUMBER OF TRANSACTIONS

AVERAGE PRICE

existing contracts, the average rent inside Prague is
around 180 CZK/m?, but in the center it may reach val-
ues exceeding 350 CZK/m?. Smaller apartments have
higher rent relativized to m? (approx. 220 CZK/m?), and
it decreases with the increasing area of the unit.

It is necessary to deduct costs for managing the house,
contributions to funds for the repair of common parts,
insurance policies and vacancy from the rent payment,
and to create reserves for the repair and modernization
of the apartment interior. Interest and fees on loans or
the costs of equity are also additional costs. The yields
from renting an apartment without extra costs are cur-
rently at the level of 2.0%-3.0 % per annum.

Convenient interest rates decrease the growth of
acquisition costs. The location of a residential invest-
ment significantly affects the purchase price and the

rent, but yields are relatively the same in all segments.

We might see differences in the functioning of the
management of the building and the SVJ and in the
responsibilities of the unit owners in the building. With
mismanagement of common parts of the building or
irresponsible behavior of the apartment owners, the
investment can be undermined, and vice versa.

APARTMENT BUILDINGS: the apartment building mar-
ket started with restitution in the early nineties. The
number of transactions is not high and prices are still
unbalanced. The type of funds that an investor enters
the market with is very important.

Source: Central Europe Holding a.s., data from the CUZK

CADASTRAL NUMBER OF TRANSACTIONS

AVERAGE PRICE

AREA IN PRAGUE PER CZK/M?2 AREA IN PRAGUE PER CZK/M?
Nové Mésto 10 20 15 50 614 VrSovice 3 5 4 30600
Zizkov 9 13 13 32600 Karlin 6 3 3 38 500
Vinohrady 8 10 12 42 500 Kosite 2 4 3 34 800
Smichov 4 11 15 28 500 Bubenec 2 2 4 31100
Nusle 6 5 12 38200 Strasnice 2 0 3 25 100
HoleSovice 4 10 7 24 700 VysSehrad 0 1 2 54 800
Liben 7 4 7 38900 Josefov 0 2 1 58 020
Staré Mésto 6 5 6 64 200 Dejvice 0 0 1 55 000
Mala Strana 5 3 5 94 700

more acceptable financial conditions. The pitfall,
however, is the co-ownership of common parts of the
house, which requires cooperation, responsibility and
the activity of unit owners (see above).

The acquisition of residential units for further leasing is
not a new phenomenon; apartments were acquired for
this purpose since the market emerged. According to
the survey by Central Europe Holding a.s., 30% to 40%
of acquired units in the SVJ are subsequently leased.

Investment yields vary. Apartment rent in Prague grew
slightly in recent years, but it doesn't copy the growth
of apartment prices. According to the survey by Central
Europe Holding a.s. conducted among selected admin-
istrative companies, which have accurate data from

The acquisition of an apartment building and its sub-
sequent management requires large amounts of infor-
mation and time. One must expect many influences,
especially from the government, which attack the
return on the investment. Recently, these influences
include the installation of heat meters in all heaters,
an energy performance certificate for buildings, chim-
ney inspections, elevator modifications, registration of
foreign tenants, etc. Most of these are costs incurred
unnecessarily, because they have no impact on the
housing quality. The only actively functioning market
with apartment buildings is in Prague; in other cities

it is only functioning in rare cases. With data obtained
from the CUZK, Central Europe Holding a.s. created an
overview of all transactions with buildings (excluding

2 Average prices were calculated with the ratio of the achieved purchase price to the total area of the building. In most buildings, these areas are available to the executor from his own investigations, or they

were derived by the standard procedure of multiplying the built-up area by the number of floors, minus 20%.
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trades through shares) in the period 2014-2016.
They indicate that the largest number of transactions
took place within the (broader) center of Prague, in
the cadastral areas Nové mésto, Zizkov and Vinohrady.
The following table shows a summary of data from
selected cadastral areas.

SOCIAL HOUSING

The issue of social housing and its satisfactory resolu-
tion is a matter for both politicians and social workers.
It directly affects the commercial sector, which often
replaces the function of the government's social policy
due to its failure and pays for it. Simplifying it to a "trade
with poverty" is a distraction.

If it is possible for private entities to get rich and exploit
social housing, why don't municipalities and state organi-
zation do so themselves? The privatization of public hous-
ing for low prices and plans for the expensive construc-
tion of new apartments seems like a "Gotham solution".

The law on social housing that was in preparation for
many years cannot be commented on seriously due to
its constantly changing form.” However, previously pub-
lished versions showed that the law is very politicized
and is not well developed. For its final version and suc-
cess, it is important that it meets several requirements:
* |t should not be defined too broadly and the target
group must be clearly defined. It must include people
that are competent for housing, but have no chance of
paying commercial rent for objective reasons. It should
not serve people who parasitized the system and
repeatedly disappointed. A target group that is defined

too broadly or vaguely will lead to the collapse of an
overloaded system, favors and corruption.

The possibility of the method of terminating social
housing must be clearly indicated, the need for a
special eviction regulation in the Civil Code.

It must contain motivation to leave the social rental
and make way for others; an incorrect setup can lead
to an increasing number of people attempting to get
into the system and stay there.

* An analysis of state and municipal budget costs, which
is currently lacking, must be performed in advance;
it is not entirely clear how the social housing will be
financed.

* The law must not damage the market housing and
commercial construction area or limit the competence
of municipalities; the system should also motivate
municipalities to operate social housing, as well as
protect it and properly care for it.

* Social housing apartments should not be segregated

in limited areas; social housing should be a system

that uses part of the housing fund.

There is no dispute about the fact that we need social
housing. However, adopting an incorrectly set up system
could cause a disruption in the existing housing environ-
ment, bring significant financial losses, and also cause
moral damage, while possibly not helping those who are
most in need.

JIRI PACAL
Central Europe Holding a.s.

3 The Minister for Regional Development Karla Slechtova (ANO) signed the bill on social housing with reservations on February 1, 2017.
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Despite the increasing price, the sale of new apartments prospered in 2016. A total
of 6,650 new apartments were sold in the Prague market. This was a 5.7% year-on-

DEVELOPMENT

OF NEW APARTMENTS

-year increase, if we take into account the outcome for 2015 adjusted for the sale

of projects without a valid zoning decision. If we also include apartments in projects

without a zoning decision, the year-on-year growth would amount to 7%.

Several facts contributed to the relatively good sales.
New projects with a price below the average limit
appeared on the market. The planned tightening of
the provision of mortgage loans and their announced
price increase apparently had an effect on indecisive
candidates, despite the fact that interest rates reached
historic lows last year.

At the end of the year there were over 110 developers

in the Prague market. Four thousand available apart-
ments were offered in almost 200 development projects.
The number of new apartment buildings in the outer
center of Prague increased relatively, quantitatively out-
weighing the activities of developers in Prague's outskirts.
People were mostly interested in 2+kk apartments

(2 rooms + kitchen corner). The most interesting districts
to buyers were Prague 5, Prague 9 and Prague 10.

GRAPH Development of the sale of new apartments 2011-2017.
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GRAPH Development of the average price per m? of available apartments in Prague 2012-2016.
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The results in Czech regions were similar to those in 2015.
Sales topped 5,000 units. Approximately 4,500 available
apartments were on offer towards the end of the year.

The pricing conditions for the purchase of a new apartment
differ from the situation in the capital in the vast majority

of regions, reflecting local conditions. For example, the aver-
age price in the Liberec Region, Moravian Silesian Regjon
or the Vysocina Region is half as high as it is in Prague.

PRICE DEVELOPMENT OF NEW AVAILABLE
APARTMENTS

2016 was characterized by a fall in the supply of avail-
able apartments and their rising prices. The number
of apartments offered in the market decreased by 1,800
year-on-year, which represents a 31% decrease.

The estimated value of available apartments on the
market fell below 25 billion CZK.

Source: Ekospol (2007-2010)

Trigema (2011-2013)

Trigema, Ekospol, Skanska Reality (2014)

Trigema, Central Group, Skanska Reality (2015-2016)

Estimate: Trigema

Source: Ekospol (2007-2010)

Trigema (2011-2013)

Trigema, Ekospol, Skanska Reality (2014)

Trigema, Central Group, Skanska Reality (2015-2016)

Estimate: Trigema
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GRAPH Comparison of the price segments of available apartments in Prague in 2015 and 2016. (detailed view)

40 %

30%

31%
67 %

20% +19%
b

+19%
-38%

Share of available
apartment segments

10%

0,0
<40

The main reasons for this decline include the lengthen-
ing preparation of new development projects, which is
caused by the current state of domestic legislation and
the generally complicated process of the authorization
itself. The absence of mandatory plans that govern where
and under what conditions one can build in the city
contributes the uncertainty in the market. This primarily
includes the Metropolitan Plan and Prague Building
Regulations, which have fortunately finally gained their
final form during the year, and the market can follow them
since August 1, 2016.

Since mid-2015, specifically the second quarter, we can
see a continuous rise in the average prices of new apart-
ments per square meter. Since the given period, when the
market started to develop dynamically, the average price
of available apartments in Prague rose to 75,520 CZK

GRAPH Development of average price per m? of apartments sold in Prague in 2012-2016.
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Source: Trigema,
Skanska Reality, Central Group
2015 k 31. 12. 2015 (5800 dostupnych bytu)
2016 k 31. 12. 2016 (4000 dostupnych byt(i)

wee%  tA2%

Segment (in thousands)

including VAT/m?2. In a year-on-year comparison, this is
a 17.4% increase.

If we eliminate pricing extremes on the market, i.e. we
remove the 5% of the most expensive and cheapest
apartments on offer from the data, according to the
average price per m?, then the average price at the

end of the year was 70,094 CZK including VAT/m?2.

The median, or the mean average price per m?, amount-
ed to 66,872 CZK including VAT/m? in the same period.

The average price of apartments sold increased year

on year by 19.5%, and at the end of the year it reached
71,567 CZK including VAT/m?2. The average price adjusted
for extremes, 5% of the most expensive and 5% of the
cheapest apartments, amounted to 70,280 CZK includ-
ing VAT per m?, and it increased by 6.3 % compared to

Source: Trigema, Skanska Reality, Central Group
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GRAPH Comparison of price segments of apartments sold in Prague in 2015 and 2016. (detailed view)
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GRAPH Development of the sale of new apartments in Brno 2014-2017.
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GRAPH Sale of new apartments in the Czech Republic in 2016.
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the third quarter of 2015. The median was 67,481 CZK
including VAT/m2.

DEVELOPMENT IN REGIONS OF THE CZECH REPUBLIC

In Brno, which is the second largest market with new
apartments after Prague, 1,507 apartments found new
owners. Given that in previous years there were about

a thousand sold apartments, the local market increased
in one year by more than a half.

With regard to the rising price of new apartments in
Brno, the gradually thinning supply (same symptoms as
in Prague) and complications around the Zoning Plan of
Brno, we can assume that the demand for new housing
will continue to grow, but most likely at a slower rate.

In regions, sales took place mostly in South Moravia,
Central Bohemia and the Plzen Region. At the end of the
year, there were around 4,500 available apartments in all
regions of the Czech Republic, of which two thirds were
in these specific regions.

In the South Moravian and Central Bohemian Region,
the relatively high demand for new housing caused the
average price per m? to increase by 7.9% and 11.3%
respectively. This may also be one of the main reasons
why the average price increased nationwide at the end
of 2016 to 44,597 CZK including VAT/m?2.

OLD HOUSING

The housing fund in the Czech Republic is one of the oldest
in Europe, averaging 53 years. Compared to most other
countries, its renovation has been slow. According to data
from the Association for Real Estate Market Development,
this is only about 10,000 apartment units per year.

Source: Trigema

ZL Region

Analyses and the experience of protagonists of the real
estate market show that the reconstruction of apartment
buildings significantly increases the price of individual
apartments and accelerates their eventual sale. The eval-
uation of individual apartment units is about 10%-15%.
The most common forms of reconstruction include the
replacement of windows, insulation or the installation

of new electrical wiring and water pipes.

At the end of 2016, about 9,400 second hand apart-
ments were available. The market with older apartments
is nearly 2.5 times larger than the market with develop-
ment apartments. In the capital city, the largest offer of
available second hand apartments is in Prague 5, where
17% of all apartments in Prague are located. In Prague
10 and 4 it was 16.0% each.

At the end of last year, the average price of a second hand
apartment was 70,943 CZK including VAT/mZ2. The median
was 66,489 CZK including VAT/m?2. With the elimination
of extreme values, the average price at the end of the year
was around 68,775 CZK including VAT/m?. The source

of information for the given price analysis were about
9,000 ads on about 20 local real estate websites.

For the next period, we can assume that the demand
for second hand apartments will continue to rise slightly.
This will most likely be accompanied by the continuing
increase in the average price of old housing. In the capital,
this trend will primarily concern Prague 3, 5, 6, 7 and 8.

MARCEL SOURAL
Trigema a.s.

Source: Second hand apartments: as of December 31, 2016, Trigema
(approx. 9,000 publicly avaialbe records in Prague from about 20 real estate websites
in the Czech market). Adjusted for new apartments currently offered in development projects.

New apartments: Trigema, Skanska Reality, Central Group.

CITY DISTRICT NEW APARTMENTS SECOND HAND m

Prague 1 124 910 CZK 125 286 CZK -0.3%

Prague 2 121 574 CZK 102 778 CZK +18.3 %
Prague 3 72003 CZK 78 842 CZK -8.7%

Prague 4 71 246 CZK 58 819 CZK +21.1%
Prague 5 88 159 CZK 69 003 CZK +27.8 %
Prague 6 100 937 CZK 79 747 CZK +26.6 %
Prague 7 87 907 CZK 84 504 CZK +4.0 %
Prague 8 89 346 CZK 69 160 CZK +29.2 %
Prague 9 64 525 CZK 59 546 CZK +8.4 %
Prague 10 64 164 CZK 63 793 CZK +0.6 %




TABLE Apartments sold in Prague in 2016.

AVERAGE PRICE IN CZK

Source: Trigema

AVERAGE PRICE IN CZK

CHMDISIRICY INCLUDING VAT/M? CHDSIRICH INCLUDING VAT/M?
Prague 1 130 565.17 Prague 12 58 171.81
Praha 2 163 213.21 Prague 13 65221.23
Prague 3 67 451.54 Prague 14 55 050.51
Prague 4 91933.15 Prague 15 57 396.67
Prague 5 85231.28 Prague 16 52 468.33
Prague 6 81 687.90 Prague 17 66 480.72
Prague 7 6 627.29 Prague 18 55 977.62
Prague 8 74 300.22 Prague 19 60 555.77
Prague 9 64 005.07 Prague 20 43 617.00

Prague 10 66 168.43 Prague 21 52 680.67
Prague 11 70454.19 Prague 22 51 439.23
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Prestigious locations in Prague form discontinuous areas. They largely copy historic
luxury residential areas. The most expensive residential locations are located in the
historic center on both sides of the Vitava River: Old Town, Josefov and Mala Strana,
Hradcany. These locations also include the villa district Bubenec, as a traditional
diplomatic district.

Vinohrady with its typical Art Nouveau apartment build-
ings is now somewhat lagging behind the mentioned
"top" areas. Residential districts with comparable price
levels include selected areas of central Smichov and
Letnd, along with traditional villa districts of Dejvice
(Hanspaulka, Baba), StfeSovice (Ofechovka), Troja,
Smichov (Hrebenka) and Barrandov. The traditional
locations end with selected areas of Brevnov, Vokovice,
Smichov (Malvazinky) and Sarecké ddoli.

Modern, formerly industrial locations that are entering
a higher price level include the areas of HoleSovice and
Karlin/Liben (former HoleSovice port with docks and
Rohansky ostrov) with new luxury projects.

A new phenomenon among prime locations is the Pankrac
area, where the first high-rise residential building in Prague
in a luxury standard and corresponding prices is under
construction. The required high costs in the project may
have an impact on the price of new scheduled projects in
the area. Individual luxury real estate properties - separate
villas are located in the wider Prague area. These are
mostly new buildings imitating either austere functionalism
or the flamboyant castle style. The locations generally do
not match their expensive furnishing and price.

Efforts to build a luxury villa resort near Prague "on a green
field" were met with the incomprehension of potential
clients. A common phenomenon and attraction for those
interested should be the connection to a golf course or re-
nowned foreign architects that are signed under the project.

Luxury real estate reaches the highest prices in Prague;
prices in the rest of the country are much lower. Karlovy
Vary and Marianské Lazné are two exceptions, thanks to
their unique historical character and popularity among
affluent visitors from countries of the former Soviet
Union, Germany and the Arab States.

DEVELOPMENT OF SUPPLY AND DEMAND

The demand for apartments in the luxury segment

in Prague is permanent. People are interested in both
"one-bedroom" apartments at a good address with
parking included, and large apartments, ideally with

a panoramic view of the city with a terrace. Apartments
in new buildings or in completely reconstructed houses
are clearly preferred. Finding a buyer for individual
renovated apartments in houses in their original condi-
tion with no elevator and parking takes longer, and their
price corresponds with this fact. Luxury apartments with
no parking automatically have 50% less candidates.
Convenient parking without an elevator, automatic
stackers or platforms is ideal.

PREMIUM
REAL ESTATE

The demand is concentrated in the abovementioned
luxury locations, and their specific selection depends on
the current supply and the client's preferences. Clients
favor one location over another depending on the dis-
tance to their office, their childrens' school or their other
properties and activities.

The supply of projects in the luxury segment is slightly
increasing with the increase in prices and the stability

of the residential market. Projects that have been delayed
for years, which often changed owners or were put on hold
due to the real estate crisis, are in preparation. After a drop
in prices and the freeze in demand, placing them on the
market would be too risky. In the meantime, the project
preparation and lengthy authorization procedure took place.

CUSTOMERS

Buyers of luxury housing in Prague are largely affluent
Czechs and Slovaks, and the rest consist mainly of
foreigners from EU countries or the former USSR. The
reasons for buying vary, but the main reason is deposit-
ing funds and good investment liquidity in the event of
a crisis. One of the groups are expats who wish to return
to their homeland permanently, or who have decided

to buy their own property in Prague for occasional visits
and stays. Many candidates don't buy a luxury apartment
at first, but after a few years they decide to buy a new
one, offering the old real estate for rent or selling it.

Finally, the buyers are investors who use the real estate
to store their savings and profits. They monitor a rental
income of around 3% a year, while speculating on the
appreciation of their investment due to the growth in
real estate prices.

Another group in the market that increases the demand
are investors that rent premium real estate in the short
term, mostly to tourists. Thanks to easy applications,
their number has increased significantly, and the historic
city center is their safest option.

PRICE DEVELOPMENT

The luxury segment is a specific part of the real estate
market. It consists of various unique real estate proper-
ties that cannot be easily compared. In luxury residential
areas there are premium microlocations, therefore the
address does not necessarily mean that it belongs to
this segment. Each real estate must be considered sepa-
rately, when averaging the prices can be misleading.

On the contrary, we can see the development of maxi-
mum offer prices of luxury real estate, which experienced
unprecedented growth in the past year. While the maxi-



GRAPH Areas of the luxury segment in prague and their price level.

mum required average prices of apartments in luxury
areas of Prague reached 257 thousand CZK/m? at the
beginning of 2016, at the end of the year the prices
reached 350 to 400 thousand CZK/m? (Pafizska Street).
The steep increase in prices charged applies to the entire
luxury housing segment, where sellers are testing what
prices the market can bear.

Maximum prices, which are high above 200 thousand
CZK/m?, can be seen in areas such as Josefov, Mala
Strana, Staré Mésto, and the Vltava riverbank. The
range between 150 and 200 thousand CZK/m? is com-
mon in Nové Mésto, Kav¢i Hory and Rohansky ostrov.
Prices at a maximum level of 100-150 thousand CZK/m?
can be seen in residential projects in Bubene¢, Smichov
and Vinohrady.

The average price growth in the luxury housing segment
is about 10% over the past year. The growth in selling
prices is associated with an increase in charged rents,
which reach up to 1 000 CZK/m?/month in the most
luxurious real estate.

TRENDS

In luxury real estate at a good address, primarily the
uniqueness and originality is assessed, but few interiors
deviate significantly as a result. Many owners have their
apartments designed and arranged by designers who
have their own style, and the owner's personality is not
significantly reflected in the furnishing.

. Highest price segment
. Medium price segment

Lower price segment
) Villa districts

High-rise buildings

The effort to present interiors in luxury real estate

in @ minimalist technical modernism style with design
accessories is a visible trend. On the other hand, lavish
furnishing is offered, often imitating the castle style. Re-
alistic visualizations often present interiors in the future
appearance of reconstructed apartments.

Glass walls without sills, sliding balcony doors, hid-

den heating and air conditioning are all in demand.
Designers took a liking to freestanding bathtubs placed
in bedrooms, as well as bathrooms without bathtubs
with spacious showers. When designing apartments,
one must remember the hot tubs on terraces and roof
gardens, which are both highly in demand. Another
recent trend is the demand for greenery in apartments,
especially on terraces and roof gardens.

The sale of unfinished apartments (shell&core, white
walls) is a permanent trend; the owner can then finish
the apartment according to his requirements and
budget. The number of clients who buy luxury "paper”
real estate immediately after it is placed on the market
is increasing, where there is speculation on the price
growth during the sale of the project.

ONDREJ DIBLIK
LEXXUS a.s.
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TRENDS IN THE LUXURY
REAL ESTATE RENTAL MARKET

The luxury real estate rental market in the Czech Republic has undergone a number
of significant changes in recent years. The most important change is probably the fact
that while it was clearly a tenants’ market in the period in the period of the lingering
econhomic crisis, the current situation displays clear features of a landlords’ market.

DEFINITION

Although the luxury category has an indispensable subjec-
tive dimension and it is therefore difficult to precisely
define it, we can say that the one key feature of luxury real
estate is a premium location. In Prague, this includes the
Old Town, Lesser Town, the Janackovo and Rasinovo water-
front, as well as some parts of Vinohrady, Podoli, Dejvice,
StreSovice, Troja and Letna, and for luxury family houses
primarily villa districts in Prague 6 and other areas near in-
ternational schools. In Brno, these areas include locations
such as Staré Brno, Masarykova Ctvrt or Kralovo Pole.

Other attributes defining luxury real estate include attrac-
tive views, a high standard of design and furniture, the
use of smart home technologies, and a balcony or ter-
race. In luxury apartments for rent, these features include
lavish common areas, onsite parking, reception and

a surveillance system (often connected to ARCs).

TABLE The ratio of Czechs to expats in the segment of luxury real estate rentals in Prague.

ership is binding" and therefore choose a more
flexible option of high standard leases.

CURRENT SITUATION

Primarily the rise in the popularity of rental housing
among affluent Czechs contributes to the strong demand
in the segment of luxury real estate rentals. This trend
is reflected in the persistent lack of luxury real estate
rentals, especially apartments. Nowadays, landlords
can choose between several tenants, and they usually
prefer the one that is more creditworthy.

The excess demand over supply pushes rents up in
virtually all segments of the rental market. Since 2016,
vacant attractive apartments for rent therefore generally
enter the market with a rent that is 5-10% higher than
what the previous tenant was paying.

Source: Svoboda & Williams

RENT CZECHS EXPATS

35 000-50 000 CZK 45% 55 %

50 000-80 000 CZK 35% 65%

80 000-120 000 CZK 20 % 80 %

<120 000 CZK 15% 85%
Luxury houses for rent often also offer a private garden PROSPECTS

and stylish exterior. Current trends include architecture
combining original features with contemporary design

in completely refurbished palatial houses. Apartments
that offer urban living close to nature or energy-saving

"green" properties are also sought after. On the contrary,

the size of the property is not as crucial.

Of course, this is all reflected in the rent, which is often
around 500 CZK/m?/month for apartments with these
parameters, and from 80,000 CZK/real estate/month

for luxury family houses.

CLIENTELE

Luxury real estate tenants are generally people who are
looking for temporary housing (the lease contracts are
usually concluded for 2 to 3 years). These are mainly
expats from senior management ranks of multinational
corporations, but we also see an increasing demand
from Czech clients. These are usually very busy people
or individuals in a transitional phase of their life (e.g. a
change in family circumstances), who realize that "own-

In the coming years, the development of the luxury real
estate rental market may be affected by the stricter rules
for granting mortgage loans by the CNB. The economic
upturn of the new generation known as "millennials" will
also be important; they are less oriented towards owner-
ship and prefer "sharing economy", and often refuse to
commit to the repayment of a mortgage loan.

Both of these factors may push rents up further, even

in the luxury segment. In the long term horizon, however,
we can expect Prague to follow the usual trend in western
cities, where a significant percentage (approx. 30%)

of the population live in a rented home and own their
own recreational property in the country. The growth

of rents will reflect the growth of real estate prices.

PROKOP SVOBODA
Svoboda & Williams
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I SMIC

SEKYRAGROUP

ov

DAVAME MESTU NOVOU TVAR

Sekyra Group jiz 19 let pusobi na ¢eském realitnim trhu. Za tu
dobu vybudovala sidla napfiklad pro Ceskou spofitelnu, T-Mobile,
Narodni technickou knihovnu (ocenéni Stavba roku 2009) a posta-
vila vice nez 7 000 byta.

V dnesni dobé rozviji své nejvyznamnéjsi projekty, nové méstské
&tvrti v centralnich prazskych lokalitach: Rohan City, Zizkov City
a Smichov City, jejichz prostrednictvim chce dat méstu novou tvar.

Projekt Smichov City, ktery v budoucnu proméni dnes nevzhledné
anevyuzivané Uzemiv prostoru nakladového nadrazi Praha-Smichov
na novou plnohodnotnou méstskou Ctvrt plnou zeleng, je prvnim
soukromym projektem, ktery nabizi svoje Uzemi k participaci ve-
fejnosti, a prispiva tedy ke spoluvytvoreni nového mésta stavajici-
mi obCany. Zapojeni vefejnosti probiha na zakladé unikatni spolu-
prace mezi Méstskou ¢asti Praha 5, Institutem planovani a rozvoje
hl. m. Prahy a investorem.

Vice informaci na:

800 30 40 50 / prodej@sekyragroup.cz / www.sekyragroup.cz

PARTNER



nizkoenergeticke domy prémiove kvality
moznost individualni prohlidky vzoroveho domu
vystavba a prodej 2. faze v plném proudu!
24/7 recepce a servis, sluzby Chamberlain

prestizni lokalita Praha 6 - Sarecké adolf

top rezidence

v ramci arealu soukromy park a klubovna
uprostied pfirody s dostupnosti mésta
termin dokonceni 2. faze: 30Q 2017
1.faze dokoncena

75 % dom{ md svého majitele

projekt KKCG Real Estate



Nové byty chytre...

Zjednodusené jsme koncept Chytrého bydleni rozdélili do péti navzajem propojenych segment(:

ekologie a energie, moderni technologie, zdravi a bezpeci, cena a sluzby na dosah, které spole¢né

ovliviiuji spokojené bydleni nasich klient(.

Aktudlné muzete vybirat byty v projektech SMART byty Nové Butovice, CLB@Letnany,

BLV@Horni Mécholupy, JRM@Luziny a nové v prvnim mimoprazském projektu KLR@PIzen. t H

Prodej projektu CSV@Repy bude zahajen po jeho dokonéeni v priibéhu roku 2017. A rlgema
chytré bydleni

Dal&i informace na www.chytre-bydleni.com nebo na lince 800 340 350. www.trigema.cz

REZIDENCE i "W  VITALITY
SACRE COEUR:  goi mem i REZIDENCE

Praha — Hrebenky

Praha — Hrebenky

prémiové bydleni a péce
nejvyssiho standardu

l-:h.u.ﬁ': - o sl
e . r , j 2+kk a 3+kk, 76 az 170 m?
velkorysé bydleni s vyhledy | o obchodni prostory 185 az 370 m?

kousek od Malé Strany recepce 24/7, SOS sluzby
podpora a asistence

volnocasové aktivity

2+kk az 6+kk, od 73 do 230 m?2
komer¢ni prostory 156 m?
vzdusné a neotrele modern/
bezpecnost, kamerovy systém
sluzby recepce 24/7

www.satpo.cz | +420 702 205 205
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The strong demand for offices continues: the total volume of transactions
in 2016 reached 414 400 m? - this represents a slight decrease compared
to 2015 (448 900 m?).

In total, only 33 400 m2 of office space was completed. The volume of office
spaces in Prague is currently 3 208 400 m?, and approximately another

171 300 m? of office spaces are under construction with their completion
scheduled for 2017.

During 2016, there was a decline in the vacancy of office spaces, from 14.61 %
recorded at the end of 2015 to the current 10.55 %.

Prime rents at the end of 2016 amounted to around 19.50 EUR/m?/month
in the city center, and 14.50-15.50 EUR/m?/month in the wider center.

DEMAND

In 2016 we recorded a total volume of 441 000 m? of
concluded leases in Prague - in a total number of 726
transactions, therefore continuing the strong demand from
2015. Although there was a slight year-on-year decline, the
result is still well above the 5-year and 10-year average.

If we look at the structure of realized demand in detail,
we find that more often than in 2015 these were real-
locations or new leases. The share of extended contracts
(renegotiations) in 2016 only reached 13%, while in 2014
and 2015 the share of extended contracts was 40%.

GRAPH Addressed office demand by tenant segment.
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OFFICE MARKET

In terms of sectoral statistics, demand is traditionally
dominated by the IT and communication technologies
segment, with an 18% share in the total volume of trans-
actions. This sector was followed by the professional
services sector (12%) and pharmaceuticals (also 12%).
The most active location in terms of concluded leases in
2016 was Prague 5 (in 2015 it was Prague 4), followed
by Prague 4. For the first time, Prague 8 dropped from
the top three most active locations.

Only a minimum of entirely new tenants continue to
appear in the office market. There is therefore a continu-

Source: Knight Frank Research / Prague Research Forum

IT Production
. Advertising and media

. Other

Construction, logistics

Source: Knight Frank Research / Prague Research Forum



TABLE Overview of the ten largest transactions in Prague in 2016.

Source: Knight Frank Research / Prague Research Forum  mmmmm

DISTRICT BUILDING AREA (m?) TENANT SECTOR TYPE OF TRANSACTION

Mechanica 01 15 066 Johnson & Johnson Pharmaceutical Lease before completion
4 Enterprise Office Center 9428 CSC Computer Sciences IT New lease
5 Zlaty Andél 8300 NN pojistovna a penzijni spolecnost (ING) Financial Renegotiation
5 Palac Krizik II. 7016 Seznam.cz IT Renegotiation
5 Five! 6731 MSD Pharmaceutical Lease before completion
5 Aragonit (VW-Skofin) 6446 Skofin Financial Renegotiation
5 Paléc Krizik 1. 6 365 Seznam.cz IT Renegotiation
5 Aspira Business Centre 5875 Livesport IT / média Lease before completion
4 Trianon 5603 Ceska sporitelna Bank Expansion
5 Andél City 5240 Cetelem Financial Renegotiation

ation of the expansion and relocation trend of (not only)
qualified professional positions, as well as support
services for the Czech Republic. This is especially true
for those who already operate here: for example, the
pharmaceutical company MSD in Prague or Deutsche
Telekon in Brno.

SUPPLY

The total supply of office spaces in Prague reached
3208 400 m? at the end of 2016. Last year, developers
completed the lowest amount of new offices space since
1993 - only 33 400 m2.

Due to the continuing strong demand from tenants, it is
no surprise that the majority of new projects were fully
leased before completion.

As one of the few projects in recent years, the construc-
tion of Kotelna Park was even launched based on a pre-
lease, that is, with a tenant secured before construction

TABLE Overview of completed buildings in 2016.

began. At the end of 2016, vacant office space was only
available in South Point, Antal BC and Harrachovsky palac.

The construction of offices was fundamentally revitalized
already in 2016, and projects with a total area of

330 344 m? are currently in the construction stage.
Roughly half of this volume is located in new buildings,
which should be completed during 2017. Roughly a third
of new supply already has contractually ensured tenants.

The remaining 159 064 m? of unfinished office space
will be completed in 2018, but this figure may undergo
changes - for example, with the timely commencement
of construction during 2017. Nevertheless, in the long-
term context, there will be years with a higher amount
of completed office buildings. It is also interesting

that the share of reconstruction and redevelopment is
increasing. In the spring of 2017 we registered six such
projects with a total supply of 52 600 m2.

Source: Knight Frank Research / Prague Research Forum  mmmmmm

DISTRICT PROJECT ADDRESS DEVELOPER CAPACITY (M?)

Harrachovsky palac Jindfisska Bata 1266
5 Kotelna Park Radlicka Red Group 6 457
7 Classic 7 Phase IlI Jankovcova AFI 5550
8 South Point 5. Kvétna AMA Development 7 450
8 Futurama Phase Il Sokolovska Erste Group Immorent CR s.r.o. 10 115
4 Antal BC Antala StaSka BM develop 2369

TABLE Buildings scheduled for completion in 2017.

Source: Knight Frank Research / Prague Research Forum  mmmmm

PROJECT ADDRESS TYPE TOTAL OFFICE AREA (M?) DISTRICT COMPLETION

Rustonka R1 (phase I) New construction 11 280 Praha 8 2017 Q2
Sweerts-Sporkovsky palac Reconstruction 6 629 Praha 1 2017 Q3
Dock 02 New construction 8430 Praha 8 2017 Q1

Five! New construction 13271 Praha 5 2017 Q2

Palac Narodni New construction 7655 Praha 1 2017 Q2
Pankrac Prime Office Building New construction 7174 Praha 4 2017 Q3
Mechanica 01 New construction 15 066 Praha 5 2017 Q3
Mechanica 02 New construction 11 353 Praha 5 2017 Q3

M1 - Walter Reconstruction 4868 Praha 5 2017 Q3
Omnipol building Reconstruction 5 600 Praha 1 2017 Q3

City West A1 New construction 9332 Praha 5 2017 Q4

AFI Karlin Business Centre (Butterfly) New construction 18 929 Praha 8 2017 Q4
Main Point Pankrac New construction 24 000 Praha 4 2017 Q4
Aspira Business Centre New construction 16 365 Praha 5 2017 Q4
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VACANCY

During 2016, there was a decline in the vacancy of office
space, from 14.61% to 10.55%. It should be noted that
at the beginning of 2015 the vacancy rate of office space
in Prague exceeded 17.00%. This was the reason for post-
poning the construction of certain projects, which led to

a very low balance of completed buildings in 2016.

The restraint and caution of developers (and financing
banks) paid off. A number of buildings were occupied
over the past year. Vacancy declined even in the urban
areas that often had more than 25% vacant office
space, such as Prague 7 and Prague 9. The lowest
proportion of vacant offices is currently in Prague 8.

TABLE Vacancy in individual urban districts.

DISTRICT VACANCY

Prague 1 12,20 %
Prague 2 9,34 %
Prague 3 912 %
Praha 4 9,28 %
Prague 5 9,73 %
Prague 6 10,42 %
Prague 7 15,71 %
Prague 8 8,54 %
Prague 9 13,94 %
Prague 10 13,35 %
Total 10,55 %

I GRAPH Most respondents to the ARTN survey agree that prime rents will continue to stagnate:
|

50
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It will grow It will stagnate It will continue to decline | don’t know

RENT

Prime rents at the end of 2016 amounted to about
19.50 EUR/m?/month in the city center, and 14.50-
15.50 EUR/m?/month in the wider center. The rent

is at a stable level since 2009, and if the rent declined,
it was usually in the case of older buildings.

The rent mostly declined in the plane of effective rent,
when there was an increase in incentives. We believe that
a further increase in incentives will become a very rare phe-
nomenon - within certain locations we expect the reraising
of effective rent, and a decline of incentives provided.

REGIONS

Brno

In 2016, the gross take-up including renegotiations in
Brno reached a total of 59 797 m?, which was about 3 %
more than in the previous year. The net take-up after
the deduction of renegotiations and subleases reached
52 680 m?, which is 32 % more than in 2015.

The largest transactions in 2016 included the pre-lease
of Netsuite (7 581 sq m) in Dorn and the pre-lease

of Red Hat Czech (4 300 sg m) in Technology Park I,
building C.During the year, these transactions were

followed up with the new lease of AT&T (2 200 sq m)
in the Campus Science Park C, and the expansion of
Edwards Services (1 400 sq m in Spielberk Tower .

The total office space in Brno, taking into account new
construction, reached 525 000 m? - approximately 80 %
of this volume are category A buildings, and the remaining
20 % consists of class B offices. During 2016, four new
office buildings were completed, with a total lettable area
of 43 300 m? - CTOffice A2 (7 200 m?), Dorn (7 600 m?),
Campus Science Park C (13 400 m?) and Areal Slatina O
(15 300 m?). At the beginning of 2017, offices with a total
of area of 44 300 m? were under construction; 17 300
m? are scheduled for completion in 2017.

Source: Knight Frank Research / Prague Research Forum

Source: ARTN survey

Prime rents in Brno are stagnating at 13,00 EUR/m?/
month. The vacancy rate increased slightly to 12.1%,
which represents a decrease of 1.6% percentage points
compared to the end of 2015.

Ostrava

In 2016, the gross take-up reached approximately 12
646 m?, which represented a decrease of about 40

% compared to the balance in 2015. The net take-up
after the deduction of renegotiations and subleases
mounted to 6 195 m?. The biggest transactions of 2016
renegotiation of Moneta Money Bank (5 730 sq m) in
CTP Park Ostrava - building A and include the new lease
of an unpublicized company (1450 sq m) in CTP Park
Ostrava - building D.

The total area of office space in Ostrava is still at the

level of 208 400 m? - no office building was completed
in Ostrava in 2016. Class A buildings accounted for 72%
of the total area, and class B offices accounted for the
remaining 28%. There are currently two projects under
construction, which are scheduled for completion in 2017
- the new supply of office space in 2017 should include
the completion of administrative building Red House (4



500 m?) and the reconstruction of ABC Alfa (6 500 m?).

At the end of 2016, 41 000 m? of vacant office space
was registered in Ostrava. The vacancy rate is about
20%, and the prime rent is about 11.50 EUR/m?/month.

OUTLOOK

Low unemployment rate - how will it influence

the office market?

The Czech Republic currently has the lowest unemploy-
ment rate in the European Union. The lack of new employ-
ees is naturally also affecting the office market - if there
is no change in the economic situation - it will be one

of the factors affecting its further development.

We asked the professional public about other possible
influences on the office market in the ARTN survey. The
vast majority of respondents agree that we can (con-
tinue to) expect growth in the demand for higher quality
and more expensive office buildings, along with growing

GRAPH Labour market situation impact on the office market. (lack of employees, etc.)
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a number of companies already have to "import" experts
from abroad, often even from other continents.

Serviced offices and co-working centers - which

way forward?

In recent years there was an appreciable expansion

of operators of serviced offices and co-working centers
in the market. A considerable part of office buildings
in accessible locations already have such an opera-
tor among their tenants. This led to dozens of similar
centers throughout Prague, whether they are classic
serviced offices or "co-working" centers.

At the same time, we have registered the interest of ex-
isting operators in expansion, and new players and more
alternative and modern concepts by existing operators
are increasing.

The results of the ARTN survey among experts demon-
strated the substantiation of the described trend. 42 %

Source: ARTN survey
1]

8%
The demand for higher quality Companies'’ requirements The expansion rate Companies will not manage The situation will not | don’t know

(and more expensive) office
buildings will increase

for interiors (m?/person)
and interior costs will increase

GRAPH Serviced offices and co-working centers.

will decrease

such intensive recruitment, affect the office market
which will lead to a higher rate

of secondary vacancy

Source: ARTN survey I

42 % 25% 8% 25%
It's the trend of the There is enough demand There is not enough It's not the right direction - with | don’t know

future - the market and demand for new centers

will move in this direction

demands for custom interiors - i.e. fit-out.

The naturally increasing demands (and costs) for office
space, hand in hand with the growth of wages, may make
corporations consider whether the Czech Republic is cost-
attractive enough for their relocation or concentration

of departments in the country to pay off. 75 % of respond-
ents to the ARTN survey believe that the Czech Republic
may cease to be attractive in terms of cost and the avail-
ability of labor force for the location and consolidation

of shared service centers, development centers, etc.

The majority of respondents (89 % of those responding
negatively) even believe that we can expect companies
to leave the Czech Republic. However, this is only "one"
of the factors: we continue to see companies that are
already at the stage of choosing whether to place

a shared service center in the Czech Republic. We
admit, however, that if the situation in the labor market
continues (rise in costs / wages, lower employee avail-
ability, rising costs, etc.), some companies may leave
the Czech market. Especially in the IT department,

demand for new centers/some
centers may be closed

regard to the increase in new
offices, companies will
prefer older vacant offices
(B building leases, etc.)

of respondents agree that we can expect continued
interest in co-working centers and serviced offices,
by both tenants and operators.

The development of this type of work space is also tak-
ing place on a global level. In Western capitals, we can
now see situations where companies move their employ-
ees from traditional offices to co-working centers, includ-
ing big players in the market such as KPMG, General
Motors and Merck. A change in the perception of these
concepts occurred with the emergence of the WeWork
platform - a global giant in the field of co-working.

There are several cited motives for a radical change in
the working environment and organization of operation:
from establishing cooperation with potential freelance
talents who work here, to creating a relaxed atmosphere
that such centers provide for their employees. The finan-
cial aspect with clearly definable costs per workstation
is also important.

It is clear that this business model will continue to affect
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the demand for office spaces in the coming years, espe-
cially in terms of increasing the number of these centers,
and perhaps the preference of this model by certain
(mostly smaller) companies above the standard lease.

CONCLUSION

The office market continues to stabilize, vacancy in
Prague reached an optimum level, but tenants still have
the option to choose from the abundance of scheduled
construction. The supply and demand are slowly reach-
ing a healthy balance.

However, the situation in the office market and the
prediction of further growth cannot be viewed by itself, as
a statistical prediction of supply and demand. There are
many inputs that affect further development, such as the
local or global macroeconomic situation, the labor market
and the legislative framework for new construction.

Now more than ever, new trends will play a crucial
role. Work styles and technology are changing, which
also changes the way companies function and their

demands. We can see human labor being replaced

by artificial intelligence, some companies are switching
to home office and co-working and shared offices are
coming to the forefront. It will naturally take a while for
these phenomenons to affect the statistics of the Czech
office market - we don't expect an earthquake just yet.

However, today's environment is more dynamic than
ever. Even negative and positive sentiments are
transmitted in companies much faster. It is therefore
still necessary to be cautious - a change may come un-
expectedly. However, visionary approaches can achieve
considerable success in the rapidly changing world

of the 21st century.

PAVEL NOVAK

Knight Frank

In cooperation with the Prague Research Forum
and Regional Research Forum



. Workplaces by

g 2 glll;un
|I|'““ e N ., :
it S H]j“‘ |I,“

il ]:*' :T" '%‘%!_E-"aﬁlr': -:T:_-? W EF l‘

LS"‘““H’ HE £ E M

SKVELA DOSTUPNOST INOVATIVNi PRVKY RESTAURACE A SERVIS UNIKATNI A SETRNA
V CENTRU PRAHY MOBILNi APLIKACE PRIMO V BUDOVE ARCHITEKTURA

#MORHHANOF F I(E \T\jlv%/(\)/v?\(/);iiiif;:);yskanska.cz



CURRENT TRENDS
IN INVESTMENT TRANSACTIONS

Although with several new concepts the new Civil Code deepened trust in the
real estate register entries, investors still more and more often use other means
and options to assist in protecting their investments.

These most often include, in case of purchase and sale

of commercial buildings, insurance of title to real estate,
and insurance of seller’s representations and warranties
in real estate transactions involving transfers of ownership
interests or shares of real estate owners (share deals).

1. TRUST IN REAL ESTATE REGISTER ENTRIES,
PURCHASER’S GOOD FAITH

The new Civil Code which entered into effect on 1 Janu-
ary 2014 has introduced several legal concepts and
rules aimed at deepening trust in registration of owners’
rights in the real estate register. It is mainly the material
publicity principle, which in general gives any person the
possibility to act in trust in the real estate register entries:
it is believed that based on entries in the real estate
register, information about the identity of registered real
estate owners and/or rights attached to the respective
real estate is available to third parties.

Thus, good faith in correspondence between the
registered and actual status is assumed based on the
fulfilment of several procedural conditions. However,
this legal assumption is refutable, and, therefore, a pos-
sibility exists for objecting persons to challenge entries
and prove that they are not in accordance with the
actual status. Moreover, the preventive function of the
material publicity principle can be applied only if several
conditions are met.* Other concepts include a disput-
ability note which is entered in the register in cases of
discrepancies between entries in the real estate register
and the actual status, etc.

2. DUE DILIGENCE OF REAL ESTATE

Other risk-reducing methods are available in real estate
transactions as well. For decades, the standard for
investment transfers of commercial buildings has been
due diligence of the subject of the purchase conducted
before the transaction commences.

A problem worth attention in relation to the material
publicity principle is the protection of a purchaser acting
in good faith in real estate register entries in cases where
a material problem in an acquisition title is discovered
during detailed due diligence of ownership titles to real
estate. For example, such problem can cause invalidity
of the last real estate transfer due to which the registered
owner did not become the actual owner, as the owner’s
acquisition title was invalid. We tend to be of the opinion
that if a purchaser identifies this type of problem, such

a purchaser has probably lost their good faith in the entry
in the real estate register, and cannot consequently enjoy
the full protection of material publicity.

3. INSURANCE OF AN OWNERSHIP TITLE
(TITLE INSURANCE)

Title insurance is a solution for cases where an owner-
ship title to real estate needs to be insured. This type
of insurance covers compensation for damages which
would be incurred by the purchaser if any one chal-
lenged (invalidated) the purchaser’s ownership title.

Any defects in the ownership title and particular risks
identified during the due diligence can be insured. The
insurance applies to specified events which occurred
in the past (such as previous acquisition titles), but will
cause damage in the future. Title insurance does not
guarantee ownership of the target real estate in the
future, but it can be used to mitigate future damage
which the investor might incur due to its loss, limited
marketability or lower attractiveness.

Our experience is that investors are afraid mainly of
ungrounded lawsuits for the determination of ownership
which, as a consequence, complicate the timing

of investment plans relating to the relevant real estate,
and subsequently cause damage to the investor.

Although title insurance comes from the USA, it is
widely used also in Europe. In the Czech Republic, this
type of insurance is used mainly for larger commercial
premises, including office complexes and shopping cen-
tres. Insurability of specific risks identified during due
diligence is assessed by the insurance company which
conducts its own detailed due diligence for this purpose.

Risks which are commonly covered by this type of
insurance include mainly the risk of existence of an
acquisition title different than the acquisition title stated
on the title deed, unregistered pledge or other obligation
encumbering the real estate, or limitation of access to
the target plot of land (such as an invalid access ease-
ment (servitude)).

However, some risks may not be insurable, and
therefore it is necessary to pay appropriate attention
to the insurance parameters. Such risks may include
in particular risks arising from environmental laws or
obligations relating to utility networks which are not
registered in the real estate register.

1 Good faith of the acquiring person is required. Such good faith is assessed as of the moment when an application for registration of the relevant right in the real estate register is filed. It is also
required that consideration for the transfer be paid. Other conditions include: (i) discrepancy between the actual status and the status entered on the public list; (ii) the right is to be acquired on
the basis of an agreement which has been validly concluded and/or on the basis of a legal act; (iii) the right is acquired from a person entered on the public list as the owner; (iv) the subject of the
purchase is real estate entered in a public list, and (v) the actual owner did not exercise its right by applying the procedure and before the deadlines prescribed by Section 986 of the Civil Code.



4. INSURANCE OF OBLIGATIONS UNDER THE SELL-
ER’S REPRESENTATIONS AND WARRANTIES
(W&I INSURANCE)

Growing use of W&I insurance, i.e. insurance of obliga-
tions arising from the seller’s representations and
warranties under acquisition contractual documentation
for share deals, has been recently seen which increases
the purchaser’s comfort. Purchasers typically take out
this type of insurance policy when in doubt as to the
seller’s ability to fulfil their financial obligations arising
from a future breach of the seller’s warranties and
representations.

This instrument is also used in a situation where the
seller’s future liquidation is expected (typically in the
case of real estate funds) or in a situation in which the
duration of the seller’s obligations (liability) arising from

a breach of representations and warranties is limited and
the purchaser wishes to extend the time-limit. Its disad-
vantage is a higher insurance amount; the taking out of
such an insurance policy and its exact scope is a matter
of negotiation between the purchaser and the seller.

Based on our experience, it is a standard practice to
exclude from W&l insurance claims which are, or should
have been known to the purchaser from due diligence
(taking into account disclosed documents). Also excluded
are any claims attributable to criminal activities and/or
contractual penalties. It applies in general that claims
which are excluded from the seller’s liability are excluded
from the insurance as well. With regard to the fact that
this type of insurance does not cover problematic facts
discovered via due diligence, a combination of title insur-
ance and W&I insurance is opted for rather frequently.

As a standard practice, to take out the relevant insur-
ance policy, the interested party provides the insur-
ance company reports from the legal, technical and
environmental audit (due diligence) of the target real
estate. But the choice of title insurance or W&I insur-
ance may be attractive also for the seller, as the seller

is not obliged to pay claims that are not covered by the
insurance, since such claims are covered by the insur-
ance company.

Insurance companies offer different insurance periods
in relation to certain groups of representations and
warranties. Claims related to warranties and representa-
tions can be insured in the full extent, i.e. the insurance
covers all provisions of the transactional documentation
in relation to the seller’s representations and warranties
(except for representations which might be uninsurable),
or it covers only some of them. The purchaser’s discre-
tion is relevant in such a case, as the scope of insur-
ance substantially influences the insurance amount.

However, it is not unusual that the seller and the
purchaser commence negotiations on transactional
documentation (including negotiations on the scope

of the seller’s liability for a breach of the seller’s repre-
sentations and warranties) presuming that the purchas-
er will take out a W&I insurance policy in such a manner
that the insurance amount (or its part) will be paid from
the purchase price. It is also possible to imagine an ar-
rangement under which the parties will bear equally the
costs of W&l insurance. It should also be noted that in
general, the insurance company compensates damage
incurred only up to a certain limit amount.

Title insurance and W&I insurance are becoming

a standard part of real estate transactions increasingly
often on the Czech market. In particular, title insurance
no longer serves as some sort of a safeguard for a situ-
ation when a problem is identified during due diligence,
but is used as means of prevention against potential
problems which could be still identified in the future.

DANIELA KOZAKOVA
Havel, Holasek & Partners s.r.o.,
attorneys-at-law
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RETAIL PROPERTY MARKET

The increase in retail sales continued - retail benefited from a favorable consum-
er climate and the growth in retail spending of Czech households.

Most investments in the sector are directed at redevelopment and refurbishment,
new construction is only carried out to a limited extent.

There is a convergence of traditional "brick and mortar shops" and the online
world; omnichannel is a new trend.

The market continues to show a high volume of transactions, there was a change
in the owners of a number of commercial complexes.

SUCCESSFUL PERIOD FOR CZECH RETAIL

2016 was very successful for Czech retail. The positive
turnover trend that started at the turn of 2013/2014
continued. The economic growth and favorable
consumer climate positively impacted the volume
of expenditure of Czech households in retail.
Consumer confidence has again reached the values
that we were accustomed to before the downturn

at the turn of the decade. The greater willingness

to spend is reflected positively in the development

of sales in most retail categories.

I GRAPH Development of retail spending and the consumer confidence index.
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This is very clearly evidenced by the attendance develop-
ment index of Czech shopping centers. According to data
from the International Council of Shoping Centres (ICSC),
in 2012 and 2013 the number of visitors declined year-on-
year. Since 2014, we can see an increase in attendance.
Although the increase in attendance was not as high in
2016 as in the previous year (+0.9 % vs. +3.5 %), the

high turnover growth is more important; in 2015, sales

in shopping centers grew by 8.4%, and in 2016 this value
was increased by a further 5.9%. This incidentally exceeds
the growth rate in the whole Czech retail market.

Source: CSU (retail sales), GfK (consumer confidence index)

Consumer confidence index

[l Retail sales

Retail sales (excluding
the sale of vehicles and fuel)

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

I GRAPH The development of visitor number and turnover of shopping centres in the Czech Republic. (yoy comparison) Source: ICSC
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GENERAL TRADE DEVELOPMENT TRENDS

The project GfK RETAIL VISION 2020 dealt with current
development trends in Czech retail, which also addressed
dozens of executives of leading trade and supply compa-
nies. This survey showed that experts and top people in
the industry perceive customers as the most important
force influencing the form of Czech retail. Their shopping
habits will change in relation to the development of lifestyle
(whether that is increasing online presence or emphasis
on a healthy lifestyle) and sociodemographic composi-
tion, of course, along with the development of purchasing
power. This will be largely determined by how the Czech
and European economy will flourish, and how the CNB can
handle the loosening of the crown exchange rate, but also
by geopolitical influences on a European and global level.

Customers will have increasing demands on shopping
convenience, quality, services and customer service,
shopping speed and delivery of goods, as well as infor-
mation - about the goods, among other things. They
will be more sophisticated and more discerning. Many
things will be accepted automatically - the previously
added value will become a standard. They will want
favorable prices without compromising the quality, so
it will be increasingly difficult to satisfy them.

One of the key areas will be the emphasis on a shopping
experience and shopping convenience. The importance

of time devoted to shopping and the simplicity and seam-
lessness of the entire process will increase dramatically

- this will be reflected in the use of technology in stores
(and not only there), as well as in the decreasing willingness
of customers to travel for shopping. This will significantly
affect the point of sale - both preferred retail formats and
the further development of the shopping environment and
technology. At the same time, the differences between retail
segments and customer segments, between "fast prag-
matic shopping" and "experiential shopping" will deepen.
The personalization of products and services and adapting
them to a specific customer will also be a strong topic.

The main threat to the development of retail is the
shortage of qualified staff. A large part of requirements
for change is linked to the increasing quality of people
in the store - at all levels.

MARKET AND RETAIL FORMAT DEVELOPMENT

Retail in the Czech Republic still has a lower concentra-
tion than in Western or Northern Europe. Ten of the
largest fast-moving chains currently control 74% of

the market. In the last measured period, the fastest
growing turnover was in Kaufland Czech Republic and
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Lidl Czech Republic. These are indicentally chains that
have a very different range of items offered (more than
ten times higher in Kaufland), but both originally based
their market success on low prices, and both are placing
increasing emphasis on raising the quality of products
and the shopping experience.

The ten largest retail chains in
the Czech Republic only include

’ ) . "The lack of staff and hence the increase
chains that primarily operate

in its price, appreciation due to the crown's
exchange rate and other regulations by the
state, may represent a barrier to growth."

fast-moving consumer goods
stores. The key point of sales

of non-food categories of goods,
however, are shopping centers,
to which a separate chapter

is devoted in this text.

David Pazitka, Klépierre

Consolidation of the retail

market will continue in the coming years, both in the
e-commerce segment and the classic brick and mortar
store. It will primarily affect smaller companies, but
some larger companies may also "get caught" in the net.

The main wave of expansion is already behind us, but
thanks to investments in modernization and actions
aroused by demand, the retail network is undergoing

a gradual transformation." Existing definitions of the for-
mat are ceasing to apply - especially supermarkets and
discount stores will continue to converge. The growth of
retail formats will be primarily driven by productivity rather
than expansion. There will be a further reduction in the
area of hypermarkets (especially those that are unable
to provide sufficient surface efficiency), and the market
will cover convenience concepts in a better way.

Quality specialists have good prospects ahead, online retail
will grow across all segments, and particularly non-food
categories will ride the economic growth wave (if it lasts
till the end of the decade). There will also be a development
of hybrid formats (retail+gastronomy or services, etc.).

The connection of retail and services will be one of the
key trends. It will show the variety of services provided
by retailers in and outside stores, as well as in the devel-
opment of technology. The "social function" of trade will
strengthen - stores will increasingly become a meeting
place for people, from rural stores and petrol stations

to shopping centers.

Online retail will continue to grow at double digit rates. On-
line/offline integration will become increasingly sophisticat-
ed, and it will become a necessity for retailers. The motor
of e-commerce growth across all sectors will be the increase

TABLE The largest retail chains in the Czech Republic (with a turnover of over 20 billion CZK

- sales according to balance sheets from 2015 and 2016)

Source: GfK, Commercial Register, information available s

onJanuary 18, 2017, number of stores as of January 1, 2017

COMPANY NUMBER OF OWN STORES TURNOVER IN CZK BN (EXCL. VAT)

Kaufland Ceska republika 126 55,2
Ahold Czech Republic 330 48,3
Tesco Stores CR 298 43,6

Lidl Ceské republika 232 33,7
Penny Market 361 32,1

Makro Cash & Carry CR 15 30,1
Geco (prodejny Geco tabak-tisk) 261 30,0
Globus CR 15 22,9

Billa 212 21,6

1 See more in separate subchapter "Remodeling shopping centers" on page 57.
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== TABLE Largest shopping centers in the Czech Republic (according to number of tenants).

SHOPPING CENTER MUNICIPALITY NO. OF TENANTS TOTAL GLA IN SQM “

Source: GfK, public sources, data from March 1, 2017

Centrum Chodov Prague 55 000 Unibail Rodamco
Galerie Santovka Olomouc 200 46 000 SMC Development
Forum Nova Karolina Ostrava 193 58 000 Meyer Bergman
Olympia Brno Modfice 186 102 000 Deutsche EuroShop
Galerie Harfa Prague 179 45 000 Wood&Co
OC Letnany Prague 176 120 000 Union Institutional Investment GmbH
Centrum Cerny Most Prague 169 82 000 Unibail Rodamco
Avion Shopping Park Ostrava Ostrava 165 85 000 Inter Ikea
Palladium Prague 162 39 000 Union Institutional Investment GmbH
Novy Smichov Prague 158 57 000 Klepierre

in shopping convenience and time savings, the develop-
ment of online retail outside large cities, and the extension
of the "presence " of the retailer in all environments where
the customer is. The key condition - on the customer's
side - will be the full integration of all channels and a
smooth transition between them. The term "omnichannel"
will only begin to fill with real content, also thanks to new
media. The barrier to faster online development is the still
functioning and efficient security of product distribution.

SHOPPING CENTERS

Shopping centers are still the most popular place to buy
non-food goods in the Czech Republic. There are cur-
rently more than four hundred shopping centers of vari-
ous types and sizes operating in the country: shopping
malls, retail parks, hypermarkets with small shopping
malls with an area over 5 000 m?, specialized centers,
etc. Their total lettable area is 4.5 million m2.

According to the categorization by the ICSC, about ninety
shopping centers are large or medium-sized, with their
total area amounting to 2.3 million m? of GLA. Almost

a quarter of these centers (and a third of the area) are
located in Prague. More than twenty shopping centers
exceeded the amount of one hundred retail units.

DEVELOPMENT OF RETAIL PROPERTY

The main expansion wave of new shopping centers in the
Czech Republic is over. The degree of saturation in the
market is relatively high, and therefore the vast majority
of investments are not directed at new construction, but
rather redevelopment - the modernization or extension of
existing buildings,resulting in record low total acquisitions
of retail space. In addition to complexes built by retailers,
only two new shopping centers - AuPark Hradec Kralové
(21,000 m?, developer HB Reavis) and Galerie Prerov
(14,000 m?, developer DBK; however, in this case it was
a complete reconstruction of the old Prior building) and
several retail parks entered the market.

I GRAPH What increase in new retail projects do you expectin 2017-2018?
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Stagnation, a minimum of new projects

The overall amount of shopping centers per 1,000
inhabitants is slightly below the EU average. With a
conversion according to the real purchasing power, the
Czech Republic is suddenly included in the group of
countries with above-average retail space capacity.

Due to the high competition, some regions and specific
cities have an excessive supply above the real purchase-
capable demand. This negatively affects shopping
centers in these locations - about a fifth of them have
problems with attendance and occupancy.

In addition to competition, there are also other reasons

for this condition. One of the most common reasons is
improper location, the lack of demand potential of the
catchment area or unsuitable dimensions and layout of the
center. For many of these centers, the only solution may be
a fundamental change, either in the layout, targeting, ten-
ant mix, overall functional use or ownership change.

The pressure for economic efficiency is growing. One
implication is "downsizing", that is the reduction of

many retail areas, especially large-scale ones. With the
strengthening of e-commerce and the associated pres-
sure on the effectiveness of brick and mortar stores, this
trend will continue to deepen in many market segments.

New larger commercial projects in the comming years
will only emerge to a limited extent. The results of the
ARTN survey are also skeptical about the growth of new
spaces by 2018 - the percentage of responses expect-
ing such a low growth in retail space was not this low in
any other real estate segment.

According to respondents, the main reason is the high
degree of saturation in many locations. As the survey
shows, there is still space for new development. New
retail parks will be created especially in certain district
cities, which will allow traders to expand at favorable
rents and low operating costs.

Source: ARTN survey



TABLE Selected shopping centers in the construction or project preparation stage.

SHOPPING CENTER STATUS, SCHEDULED COMPLETION TOTAL GLA IN SQM DEVELOPER

Source: CBRE, public sources  mmummmm

Centrum Chodov Prague under construction, 2017 40 700 Unibail Rodamco
Central Jablonec Jablonec under construction, 2017 11 300 Crestyl
IGY Il Ceské Budéjovice under construction, 2017 9 000 CPI
Borislavka Prague planning, 2018 10 000 KKCG
Palac Stromovka Prague planning, 2018 13 000 Lordship
NC Kralovo Pole Brno planning, 2018 7 600 Bainbridge
The Style Outlets Tuchoméfice under construction, 2017 20 000 The Prague Outlet + Neinver

Despite sobering forecasts for expansion, we can look
forward to a number of interesting projects in the future.
The main event of 2017 should be the extension of the
Prague shopping center OC Chodov, by another 41,000 m2.
It will take place in two stages, after which the number

of shops, restaurants and other establishments at the
end of the year will be close to three hundred, which will
be 50% more than the second largest shopping center

in the country offers.

The opening of new outlet center The Style Outlets near the
Prague airport is also scheduled - strong international inves-
tor Neinver joined the project in 2016. We can also expect
additional investments in the construction and expansion

of centers in Prague and in the regions. In the coming years,
the greatest hopes are placed in development projects of
some of Prague's railway stations (Smichov, Bubny).

INVESTORS AND TENANTS

In previous Trend Reports we predicted that retail will be-
come increasingly attractive to investors. This trend became
fully apparent in 2015, and it was exceptional in terms

of investment activity. A high volume of transactions was
also characteristic for 2016 and the first quarter of 2017.

Two really large retail transactions (shopping centers
OC Letnany and Galerie Harfa were acquired by new
owners) were carried out in recent months in Prague.
However, the highest amount was paid by investment
company Deutsche Euroshop, which acquired the large
successful regional center Olympia Brno from Rock-
spring and ECE.

The activity of investors in retail will not decline in 2017.
Negotiations for the sale of other centers are underway
- we therefore expect the volume of investments to be
above-average this year.

Investors seek retail real estate (and often overpay),
despite the risk of diminishing returns. Due to the high
investor interest, retail yields are further declining.
According to CBRE, the yields in 2016 dropped to 5%,
and on high street they even dropped below 4% .

Buyers naturally assume that they will get a return on
their investment with a sufficiently high rent income.
However, most experts believe that rents will not change
much, or that they will only increase slightly. Speak-

ing about average rent is simplistic - the differences
between rents of successful and less successful centers

TABLE Selected retail transactions in 2016 and the first quarter of 2017.

PROPERTY CITYy VENDOR PURCHASER PRICE EST. (MIL. EUR)

Source: CBRE, public sources =

Olympia Brno Modfice Rockspring + ECE Deutsche Euroshop
OC Lethany Prague Tesco Union Institutional Investment 240
Galerie Harfa (+ Harfa Office Park) Prague Lighthouse Wood & Company 120
Atrium portfolio CR AERE Arcona Capital 103
Forum Usti nad Labem Usti nad Labem Meyer Bergman NEPI 80
Forum Liberec Liberec Tesco Rockcastle 80
0D Kotva Prague Markland Prazskéa sprava nemovitosti 80
Bondy Centrum Mlada Boleslav Raiffeisen Leasing CPI Group 50

OC Sestka Prague

Immo Group Wood & Company

X

GRAPH Will retail space be attractive to investors in 2017 -20187?

Very attractive

Increasing interest

Average interest

[l slightly declining attractiveness

Significantly declining interest in this type of project

[ 1 cannot estimate

Source: ARTN survey

2 See more in the chapter "Investment market" on 89.
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TABLE Prime rents. (in EUR/m?/month)

Prime high street rent 215 70
Prime shopping centre 125 65
Prime retail park 12,5 11

"Quality property management will be crucial

for the growth of project value."

Karel KleCka, Patria investicni spolecnost

are increasing every year. While some successful cent-
ers in exposed locations increased the rents for smaller
areas to more than 120 EUR/m?/month, in centers that
are losing visitors and tenants the value often dropped
to about 10 EUR/m?2/month. This methodology is also
affected by the combination of the deduction of part

of the sales and other methods

of paying rent.

The rent level is also greatly diver-
sified according to the tenant's
strength. Simply put, the stronger
the brand, the more difficult the
developer's or owner's negotia-
tions are (unless it is a greatly
profitable shopping mall), and the
more convenient the offers are for the tenant.

There are brands on the market that are necessary
for an attractive and well-established tenancy mix. Con-
versely, storng centers can choose between dozens
of candidates, and they take advantage of this possibil-
ity to the fullest. To them, a new tenancy means higher
rental income or a reputable brand, optimally both.

PROSPECTS OF THE SHOPPING CENTER SEGMENT

In the coming years, investments will be directed at
modernization, redesign and possibly expanding some

Source: ARTN survey

Source: CBRE

existing centers. The return to city centers will continue,
while many centers in the periphery will have to cope
with a decline in attendance.

The differences between successful and unsuccessful
centers will grow (both in attendance and turnover, as well
as the rent). If the market growth stops, centers that are
not in ideal locations, centers with a non-complex offer or
a less attractive tenant mix than that of their competition
in the catchment area, will face a difficult situation.

Quality management and the continuous upgrading

of centers will be the conditions for success. Customers
and retailers will primarily look for centers with continu-
ous innovations that offer more than before and more
than the others. More so than today, centers will focus
on quality leisure opportunities.

Fashion will continue to be the main product assort-
ment in shopping centers. Services, gastronomy and
entertainment will play a larger role in their offer. Good
shopping centers will increasingly become a meeting
place for the local community. Shopping centers will
also build a clear profile and their position as a brand
more strongly than before.

TOMAS DRTINA
GfK



The topic of remodeling shopping centers has only be-
come current in recent years. This is due to the fact that
this market is still relatively young in the Czech Republic.
Despite this fact, in recent years there were several major
remodelings of shopping centers, which were opened in
1996-20086, that is during the first boom in the construc-
tion of shopping centers in the country.

The subject of this short probe are not small adjustments
to shopping centers, which tend to be for marketing

TABLE Shopping centers opened in Prague between 1996 and 2006 .
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REMODELING
SHOPPING CENTERS

response to changes in customer behavior and preferen-
ces. A large part of the new retail space will be occupied
by restaurants and entertainment, which many surveys
indicate as the future dominant features of the tenant mix
of successful centers. Other future magnets will include
services and distributing points of major internet retailers.

Another reason or impulse that | believe is important,
is the change of the owner of the shopping center.
Since the center was realized by the developer or even

Source: David PaZitka ===

Budova Myslbek 1996 Metropole Zli¢in 2002
Park Hostivaf 1996 Palac Flora 2003

Cerny Most 1997 Galerie Butovice 2005

Avion Shopping Park Zli¢in 1998 Eden 2005
Letiany 1999 Chodov 2005

Novy Smichov 2001 Novodvorska Plaza 2006
Europark Stérboholy 2002 Sestka 2006

purposes, but rather major remodeling worth millions

of euros. We must view this type of remodeling as an
investment, as we would the construction of a new
shopping center. There are several reasons why owners
would choose such an investment. The main reason is
always a long-term increase in the shopping center's
value, both through the growth of expected revenues from
rent and increased yields.

In markets that have worked for decades (with an
appropriate dose of regulation), such as in France,
remodeling is viewed as a part of a natural cycle. After

a certain amount of time (about 20 years), it is necessa-
ry to fundamentally change the center, and the owner,
who is usually a long-term investor, is more or less
willing to implement this change.

| dare say that because of how young the Czech market
is, this is not yet a natural cycle in our country, despite
the fact that the main impulse for the renovation of Novy
Smichov (2010-2011), which is owned by our company,
was the abovementioned natural cycle and its phases.

REASONS FOR REMODELING

The largest and most successful achievments in remodeling
in the Czech Republic are associated with expansion. We
can see additional commercial space being attached to the
existing functioning center, the size of which is significant.
Since it is not conceivable to offer customers a visibly "old"
and "new" part of the center, the original part is modernized.

A side effect is the use of new technology, which either
leads to increased customer comfort or savings in future
operating costs. Cerny Most, Letfiany or the ongoing
expansion of OC Chodov are good examples.

Indicentally, in the case of Chodov we should also menti-
on one more significant effect of remodeling, which is the

planned, many factors have changed. Whether in the
field of transport (metro stations, Prague tunnels, etc.),
competition, but especially different customer behavior
in the center or in its catchment area.

Changing the interior design, vertical connections within
the center or even replacing one or more anchor tenants
with appropriate structural modifications, are some of the
only possible answers of the new owner with a long-term
strategy, who often buys the center with a specific remo-
deling plan. We've seen this in Novodvorska Plaza.

REMODELING TRENDS

We can assume that both of the abovementioned rea-
sons for remodeling shopping centers will begin to fade
in future years. There is no longer as much space in the
area of expasion (expecially in exceptionally successful
centers), and the possible extension of centers is and will
be more challenging in terms of administration. Centers
that still need revolutionary change deal with the situati-
on with partial gradual remodeling.

| therefore expect that remodeling will become a natural
part of the life cycle of shopping centers in future years.
Changes will take place regularly based on the develop-
ment of design and technology, and this process will be
driven by the competition, which may in rare cases be as-
sociated with repositioning the center and/or the arrival of
a major new anchor tenant, such as Primark. On one hand,
remodeling will become an obligation, whose omission the
market - tenants and customers - will not forgive; on the
other hand, it will be a regular opportunity to review and
correct the strategy for each shopping center.

DAVID PAZITKA
Klépierre
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Robust change of ownership in the market of commercial buildings continued

in 2016 with all the repercussions, including the slowdown of revitalization activi-
ties and the uncertainty of property managers. Nevertheless, we expect that new
owners who are interested in the long-term holding of assets will bring a breath
of fresh air to the market, and we will see a wave of reconstruction and mod-
ernization of older retail and office buildings, also because the relatively weak
construction of commercial real estate in the recent period virtually wiped out
the supply of new rentable spaces, and the revitalization of older spaces is one

of the few ways to meet tenant demand.

With a few exceptions, (Jablonec this year, Galerie Prerov
and Aupark in Hradci Kralové last year, announced

"The greatest challenge in property manage-
ment in 2017 will be maintaining the position
and independence of this service in the market,
convincing owners of its added value and dealing
with owners' argument that they see no diffe-
rence between a Property manager and

a skillful Facility manager, who can make order

in the property owner’s issued/received invoices."

Radek Nehoda, Letisté Praha

projects in Brno...), new retail
facilities are not being built,
only a few shopping centers are
expanded and revitalized. In
other buildings, the expansion
or revitalization is in the ap-
proval or preparation stage. This
is also true for older office real
estate that lost its tenants after
the increase in construction in
recent years.

A new trend is that especially
Czech owners tend to provide
building management with their
own personnel. This reduces the

space for companies engaged in real estate management.

REVITALIZATION AND TECHNICAL TRENDS

It is now a good time to revitalize older real estate. Build-
ings from the largest building boom of commercial facilities

GRAPH Volume of commercial building construction in the CR (thousand m?)
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in the 2000-2008 period are getting to the stage where
the interiors are visually and physically obsolete, and there
is also a need for major repairs of technological equipment.

If the older buildings are to compete with newly built build-
ings, they must offer comparable comfort and services.

PROPERTY
MANAGEMENT

The supporting structure and building envelope usually
remain unchanged during the revitalization. Revitaliza-
tion focuses on improving the technical equipment of
the building and the interior, and equipping the building
with modern technology.

An essential element of the appearance of shopping
centers and shopping malls is a general increased light-
ing of public spaces. A well-lit interior with leisure areas
and elements of entertainment can be clearly linked
with a general shift towards the concept of entertain-
ment, food&beverage and platforms for longer stays.
This is due to the fact that with e-commerce, shopping
facilities are less important for sales than they were in
the past. However, an increasing number of dispensing
points for classic e-shops (Alza, Notino) are moving to
shopping centers, in connection with showrooms, which
are visited by new customers in shopping centers.

In offices, increasing emphasis is placed on both the
appearance and functionality of the space. The transi-
tion from standard offices to premises that provide em-
ployees with a format for interaction, entertainment and

Source: CBRE research

. office

shopping
centres

inspiration for joint activities, as well as the possibility
of rest, has become a general trend and even a
standard. This is a response to the situation in the labor
market, where companies have a hard time finding qual-
ity employees, particularly in highly skilled professions.



They are therefore trying to offer their candidates a bo-
nus (such as a wellness center), which would motivate
them to work for the company.

This is not only about the appearance and interior ele-
ments; in order to ensure the top performance of their
users, office spaces must provide excellent internal envi-
ronment parameters. In addition to thermal comfort and
ventilation, this includes high-quality lighting, acoustic
comfort and air circulation, which can affect employee
work productivity in the order of tens of percent.

The still unknown WELL certification, which is similar
to LEED certification, but is designed specifically for the
indoor environment, could be used to evaluate similar
investments. The certification does not only cover the
technical aspects of ensuring the internal environment,
it also assesses the behavior of users and the method
of operation of the premises, which are important for
long-term standard ensurance.

The following factors are assessed:

¢ Air quality

* Thermal comfort

* Light climate

* Acoustics

* Ergonomics

* The concept of an active working environment

» User comfort

* Transport links and facilities of the given location

The creation of this certification was preceded by long-
term studies involving major universities, real estate
companies and developers. The results have led to the
evaluation criteria and metrics of their impact on users
of offices spaces.

The results of these analyses are interesting in
themselves. For example, office acoustics can change
employee productivity by up to 52%! If we convert such
an effect to quantified performance, we find that the
cost of ensuring a quality indoor environment in com-
parison with the possible drop in employee performance
is an excellent investment. Wage costs account for ap-
proximately 90% of non-manufacturing company costs.
Therefore, each one-percent drop in productivity repre-
sents the loss of almost one percent of the company's
achievement.*

In new buildings, sophisticated lighting control systems,
shading elements, long-term recovery (night/day), moni-
toring of the occupancy of the building and the space
and elements of the Internet of things, which guarantee
high efficiency, are increasingly promoted. Unfortunately,
this trend continues to deepen the deficit of qualified
operation and maintenance personnel, for whom there
is no education system and which are fought over by
supply companies. There is therefore almost no one
qualified to manage the systems: At the same time,

this deficit does not allow holistically newly designed
buildings - as one unit of operational, organizational,
technical, aesthetic, financial and social requirements
for spaces - which would be adequate for the applica-
tion of new technologijes.

We see a number of other technical innovations.
In terms of electrical equipment, we can mention the
combined circuit breaker with (non-billing) electricity me-

tering, which can be installed in place of the regular cir-
cuit breaker. Camera systems are also appearing on the
market, which in addition to the classic supervision, can
help supervising workers guard specific areas/ doors
with a set alarm, monitor abandoned baggage, count
visitors, create heat maps according to the movement
and concentration of visitors, etc. Led Light technology
is continuously enhanced and can be used, such as for
lighting large spaces and public lighting.

The development of applications for smartphones offers
users and owners of commercial buildings endless
possibilities, from office device control, ordering coffee
through a machine, navigating around buildings, and in
the case of shopping centers, previously unprecedented
marketing opportunities. The cooperation of such ap-
plications with control systems and security features

of the building provides the user with increased comfort,
as well as increased security in the building.

A large amount of technological innovations are appear-
ing, and their market is fragmented. There are many
start-up companies that come up with great ideas,

but the majority of innovations are not yet developed
enough to be deployed across the board.

"GREEN LEASE" CONCEPT

Green Lease is a lease agreement concept that is so
far virtually unused; it is based on closer cooperation
between the owner of the building and the lessee.

It articulates the mutual efforts to reduce the energy
and material consumption of the building with a set

of measures that can have an investment and organiza-
tional nature.

In terms of the effect of buildings on the environment,
as well as for long-term ownership, it is preferable

if the building has a longer life cycle - i.e. the longest
possible life at an affordable cost. The extensive prin-
ciple of development construction and commercial use
of real estate have the opposite effect on the long-term
strategic view of the building, which is necessary to
guarantee a long life cycle. Most owners only own the
building for a fraction of its useful life, and only a portion
of commercial owners (developers and investors) follow
a long-term strategy.

For a long life cycle, the building should be built using
high-quality materials and the most advanced technolo-
gies. It should be flexible enough to absorb changes

in the requirements for its use (for example, predict
changes in demands on the IT infrastructure) and have
reserves in transport services, which can vary depend-
ing on changes in the use of the property, as well as
social changes.

The Green Lease agreement concept, which takes
into account the elements of sustainable building
operation, assumes that the user/lessee of the building
in cooperation with the owner of the building/lessor
will do everything possible to operate and use the
building in a way that is most environment-friendly.
Green Lease includes (in a varying extent and number)
the following principles:

* A document describing the general principles of sus-
tainable operation will be drawn up, which both parties

1 This trend is also confirmed by the Meeting Room of the Year competition, which has inspired a number of companies to create modern office spaces over the three years of its existence. The
annual announcement of results is a showcase of creative solutions that help companies and their employees strengthen their market position.
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will undertake to respect. It can also contain simple
obligations, such as training employees, recommending
the use of public transport, instructions for proper and
thorough sorting of waste and general principles

of energy conservation (e.g. turning the lights off).

The parties undertake to ensure that all equipment,
materials and services that will be used in the building
will comply with a specific energy or environmental
standard that is specified in the contract (for example,
the energy consumption label will be at least category
A, materials used to equip the space will be recycled/
biodegradable/renewable/local)).

Users will not question the selection of the supplier
of services or materials, if the decision was influenced
by sustainability criteria.

The parties will regularly inform each other about
energy consumption and the volume of generated
waste, and agree on a savings program in which they
will participate. This program will be regularly reviewed
and adjusted for the next period.

One of the provisions may be, for example, the obliga-
tion to reduce lighting consumption by XY% compared
to the current situation.

Suppliers of services in the building (cleaning, main-
tenance and others) will only use environmentally ac-
ceptable products and materials. Work will be planned
so that energy is not wasted (for example, only lighting
necessary for cleaning).

¢ During construction, the owner and tenants will use
materials that are environment-friendly and engineer-
ing principles that lead to economic operation.

The contract should solve the tenant's obligation
(if he moves out) to leave his components of fitting-
out the premises, which help or are part of the
sustainable operation of the building.

Although the aforementioned provisions are ultimately
beneficial to both parties, the Green Lease contract is
rarely used in local conditions. For example, even inter-
national chain stores that place great emphasis on the
sustainability of their business in Western Europe do not
implement these policies in the Czech Republic, or they
only use them formally.

BIM TECHNOLOGY

New technologies are implemented slowly in building
design. This is not only due to their slow penetration into
the field, but also the persistent education system in voca-
tional schools, which educate designers without a sufficient
overlap and without leading them to cooperate with other
participants in the design and construction process.
Holistically conceived projects that comply with the princi-
ples of sustainable architecture are therefore very rare.

A number of developers are trying to enforce BIM
technology * - building information modeling - however,
their efforts currently end with the construction contrac-
tors. We will have to wait for the completion of these
projects to see the quality and completeness of the
information that the manager and owner of the building
receives. However, due to the fact that communication
between designers, developers and property managers

about the capabilities of the BIM model and the needs
of the building management is minimal, there are some
concerns about the outcome.

SECURITY

Let's return to the operation of already completed com-
mercial real estate. One of the key issues in the past
period was security. Although the situation in the Czech
Republic is stable and calm, the risk of terrorist attacks
also bears on the local public. It is therefore appropriate
to prepare for these scenarios.

The increased risk of an attack on "soft targets" (places

where a large amount of people gather that are poorly

secured), which include commercial buildings and espe-

cially shopping centers, creates the need to improve the

quality of security and security guards. Shopping centers

may be the target of fundamentalist Islamic terrorists

as a symbol of the "Western (decadent) lifestyle".

In addition to the symbolic meaning, they become

a target for the following reasons:

* There is a high concentration of people

* The buildings are poorly protected against attacks
(existing security is particularly anti-theft)

* They are publicly known and therefore newsworthy

Serious security agencies, in cooperation with the man-
agement of the shopping centers, have taken a number
of measures after the first attacks in Europe. The situa-
tion is further reflected by state authorities and armed
forces. Communication between real estate managers
and the Police of the Czech Republic was simplified
thanks to the work of the Ministry of the Interior of the
CR, which drafted a methodology for the protection of
soft targets and set up a telephone line for owners and
managers of such properties, which is used to consult
security methodologies.

However, real estate managers cannot rely solely on
police work. The importance of the verification of techni-
cal security systems and the organization of evacuation
increased, and it must be performed thoroughly and
responsibly. Companies providing security of soft targets
must pay more attention to the training of their staff and
their own organization. The current focus of property
security must be extended by the aspect of protection
against violent attacks and terrorist attacks. A potential
terrorist attack may be fatal for unprepared buildings
and their security.

The technological equipment of security guards is im-
proving with the development of new procedures. Today
it is possible to some extent to automate the monitoring
of public spaces through surveillance camera image
analysis, which in addition to the possibility of recogniz-
ing abnormal behavior and forgotten luggage, can also
count visitors or monitor the patterns of their behavior
and recognize faces. Some of these technologies,
however, are in conflict with the Act on the Protection

of Personal Data, or its interpretation that is used by the
Office for Personal Data Protection. Wi-fi network activity
in shopping centers can be analyzed in a similar way.

The recent increase in the minimum wage increases
the costs of security companies for guard duty. Security
will therefore certainly be more expensive than it was
in the past. According to our estimate, the concurrence

* Note: BIM technology enables designers to enter more information into the building's data model in the project, which is part of the text part of the project in the classic "paper" documentation,
but the model may also include calculations and connections of individual parts of the project. The building contractor adds construction changes to the data model, particularly information
about installed technologies and their properties, including the adjustment of individual construction calculations according to reality. The building administrator should therefore receive a detai-
led summary of information that can be processed by a computer.



of the need for more security and the increase in the
price of workers will lead to an increase in this service
by more than 10%.

Security costs, particularly in shopping centers, already
form a significant portion of operating costs. Their
growth will therefore increase the overall operating
budget by more than 1%. However, with regard to the
outlined risks, savings in this area may not pay off in the
future. After all, according to the survey by CBRE, secu-
rity is one of the highest rated factors by visitors.

The aforementioned increase in the minimum wage also
applies to cleaning services. The lack of skilled mainte-
nance and property management workers in the market
will mean increased pressure on wages, which will trans-
late into the operating costs of buildings. We can expect
the growth of wages in the field to grow faster than the
average due to the lack of qualified workers (4.5 % year-
on-year in Q3/2016 according to the Czech Statistical
Office). This trend will not even be affected

by the loosening of the crown exchange rate.

Energy prices also experienced turbulent development
at the end of last year. After dropping in early 2016 and
growing by more than 20% at the end of the year, the
price of electric (power) energy, which declined quite

regularly in the last few years, ended at approximately
the same level as in the previous year. In 2016, gas
experienced even more extreme development when
the price of the commodity at the end of the year was
more than double what it was in March. It is currently
higher than it was in 2015.

In summary, all these factors mean the end of the
long-term satisfactory decline or stagnation of operating
costs for owners and users of buildings. The turbulent
state of the commodity market also increases the stress
and risk of an unfavorable purchase for property manag-
ers and owners. Such an error can result in increased
costs by several percent in a typical budget, such as that
of a shopping center. Those with a fixed energy price
with suppliers based on supplier tenders can be calm.

We can therefore expect operating costs to grow after
several stagnant years, due to the abovementioned
trends. The estimate is from a few percent to 10%. The
worse news is that in terms of property management,
we do not see the possibility to compensate for this de-
velopment with any savings or increases in rent, with the
exception of prime locations for new office buildings.

CBRE

Design & Consultancy
for natural and

63

A ARCADIS

Pavel Cermak
CEO
pavel.cermak@arcadis.com

built assets

Arcadis is the leading global Design & Consultancy firm
for natural and built assets. We are 27,000 designers,
consultants and engineers active in over 70 countries

that generate €3.3 billion in revenues.

Marian Heckl

Branch manager

in Slovakia
marian.heckl@arcadis.com

We have branches in Prague and Bratislava
with nearly 150 professional consultants.

Arcadis. Improving quality of life.

www.arcadis.com Arcadis Czech Republic s.r.o.

MRS
IR



64



INDUSTRIAL AND LOGISTICS
REAL ESTATE MARKET



66

INDUSTRIAL AND LOGISTICS
REAL ESTATE MARKET

In 2016, the Czech industrial real estate market reached another milestone: the total
volume of commercially leased warehouses exceeded 6 million quare meters.

Since last year, there are commercial warehouses in all regions of the Czech Republic,
although the total area in f some regions is minimal.

In the coming years, we expect further growth in the volume of storage and produc-
tion areas in virtually all regions, especially those that provide sufficient infrastructure.

The year-on-year growth in the volume of industrial
space was 8.7%, which represents more than 501,000
square meters of new warehouses and industrial build-
ings. This was a slight decline compared to 2015, but
developers were still very active. The figures in 2015
indicated that there could be a revival of speculative
construction, which was confirmed in 2016. However,
last year the demand was so strong that even ware-
houses which commenced construction on speculative
basis were often largely leased before completion. This
resulted in a further decrease in vacancy, which during
the year decreased to 4.5%. However, by the year end
the vaancy stood at 4.75%.

The reaction of developers to the decline in vacancy and
the strong demand was relatively easy to predict - there
was a further revival of construction. At the end of 2016,
more than 477 thousand m? of new premises were un-
der construction. In comparison with the 388 thousand
square meters that were under construction at the end
of 2015, this represents an increase of 23%. However,
even these new warehouses will have a limited impact
on vacancy increase: 70% of these warehouses were
already leased during construction.

DEMAND

There is a clear shift in demand: while in 2015 the largest
part of the demand was by manufacturing companies, in
2016 the demand was dominated by distribution compa-
nies. These were mainly companies from the e-commerce
sector, followed by other retail and wholesalers.

The total share of distribution centers in the demand in
2016 reached almost 44%. Of the seven largest transac-
tions of 2016 (which exceeded 30,000 square meters).
five were done by distribution companies, and the
remaining two transactions were carried out by logistics
companies, which largely work for retail chains. From
this perspective, different forms of goods distribution in
the market lead and show a positive development in the
Czech retail trade, supported by the rising purchasing
power of the population and the higher spending appe-
tite. This is also indicated by the Consumer Confidence
Index, which was almost continuously positive during
2016 for the first time since 1996.

The total gross take-up reached 1.455 million m2, which
is a record number in terms of market development,
although it was only one percent higher than in 2015.
However, the net take-up was 5% lower year-on-year.

Pre-leases have a large share in the total take-up; pre-
leases are transactions concluded before the developer
starts building. It is preferred for prospective tenants

to conclude such a contract, particularly when they are
seeking larger premises. One of the reasons is the more
or less tailored construction of the premises, as well as
the limited supply of such premises. At the end of 2016,
there were only 16 locations in 7 regions where it was
possible to rent a warehouse area larger than 5 000 m?
in the Czech Republic. Given that 82% of net demand
last year took place in the form of leases just above

this size, pre-leases are virtually the only way to secure
suitable premises.

Prague

The capital city and its immediate surroundings contin-
ue to be the largest logistics hub in the Czech Republic.
At the end of 2016, almost 40% of all storage premises
were located in the Prague area. Prague also dominates
in other indicators: 32% of new warehouses were built
around Prague; the gross demand here was 46% of the
total and 36% of net demand. Prague also dominates
new construction with 27%.

Regions

Regional development is bound to regional capitals

to some extent. The South Moravian Region, that is
Brno and its surroundings, was historically the second
strongest region in terms of activity in the industrial
space market, but in 2015 it was overtaken by the Plzen
Region. This is due to its advantageous position at the
German border, from which it recruits a large portion

of its clientele for warehouse and manufacturing facili-
ties in the area.

However, thanks to the massive development of Plzen
in recent years, investors and tenants are faceing with
a labour shortage in some cases. The unemployment
rate of 3.4 % (in the third quarter of 2016, CSU) leads
to an increase in labor prices in this region. This is
one of the reasons behind the rise of the Karlovy Vary
Region and locations such as Cheb.

Commercially leased warehouses in the Karlovy Vary
Region were virtually non-existent until 2016; however,
by the year end. more than 80,000 square meters of
warehouses were completed with another 34,000 m?
under construction. All the facilities, both existing and
emerging ones, were fully occupied. Only the South
Bohemian Region could boast similar statistics, but



here the amount of existing and leased space was mini-
mal - only 6 thousand square meters. This is due to the
region's limitation resulting from transport accessibility.

HIGHWAY AND ROAD NETWORK

The road infrastructure is crucial for the development and
operation of logistics and production capacities. Last year
saw the long-awaited opening of the missing segment

of the D8 highway between Lovosice and Usti nad Labem.
Although it is only about a 16 km long stretch, it is crucial
for the development of adjacent areas.

Before the opening of D8, we conducted a survey among
industrial developers and logistics operators, thatose
askeded at labout their opinions on savings associated
with the operation of the new road and the possible
expected development of adjacent areas. Although the
expected savings are compensated to some extent by the
toll on the new section of the highway, logistics operators
reported time savings, which will be reflected primarily in
domestic traffic rather than international traffic.

The opening of the new section meant a noticeable
impulse to the development of certain industrial and
distribution zones. 12% of the total area currently under
construction is located in the Usti Region, which is the
third largest amount after Prague and Plzen.

The survey also aimed to determine what parts of the
highway and road network are most lacking. The clear
"winner" was the completion of the ring road around
Prague. This is largely associated with the fact that

a highway network runs in all directions from the capital
and its immediate surroundings with a huge allocation
of industrial zones.

Other highly necessary highway sections include the
alternative to highway D1, i.e. R35 between Olomouc
and Hradec Kralové (especially logistics operators would
welcome this section), and highway D11 to Poland or
D3 to Austria, which are sections preferred by develop-
ers. Especially in the aforementioned South Bohemian
Region, the lack of a highway network is a determinant
of development: in terms of commercially leased ware-
houses, it only contributes to 0.1% of the total volume
of warehouse space in the country, and there is current-
ly only one property under construction in the region.

Although the Hradec Kralové Regjon is connected to

a highway network, it lacks access to Poland. Its share
in the total volume of warehouse space is only 1.5%,
which is the fourth smallest market in the Czech Repub-
lic. The Zlin Region is second after the South Bohemian
Region, with a share of only 0.2%. Again, this is partly

67
due to accessibility. Zlin is connected to a highway
network, however the main transit routes are passing by
via Olomouc, which is due to a missing section of the D1
highway around Prerov.

The Karlovy Vary Region is an exception in this scheme.
Although it is not directly connected neither to a Czech
nor an international highway, great development
occurred here last year. There is still no highway connec-
tion to Prague, but highway D6 enables quick transport
at least within the region, and it is close to the German
highway network (highways 93 and 72). In combination
with relatively inexpensive and still available workforce,
this creates an attractive environment for companies
that focus on the German market.

RENT

The achievable rent remained unchanged during 2016.
In standard five-year leases of class A industrial spaces
in Prague and Ostrava, rent ranges from 3.70 to 3.90
EUR/m2/month, and rent in Plzen reaches around 3.75
to 3.95 EUR/m2/month. Brno remains at the forefront
with rent amounting to 3.95-4.25 4,25 EUR/m2/month,
which is due to the exclusive status of the dominant
single landlord in this market, namely the absence

of a competitive environment.

The declining vacancy rate creates space for the
possible rental growth: in 2017 we expectthe rent to
increaseby 10% above the 2016 level. The absence

of suitable larger spaces gives tenants limited room

for negotiation. Options include a pre-lease of planned
oremerging halls or renegotiating lease terms, which is,
however, often limited to a mere lease extensionwith the
current conditions, including already indexed rent.

Offices in industrial buildings are offered at 8-9 EUR/m2/
month, and service charges remain stable at 0.50-0.65
EUR/m2/month. Smaller commercial units with around
500 m=2 are an exception, where service charges are
slightly higher, amounting to 0.90-1 EUR/m2/month.

With the decline in vacancy, the volume of lease
incentives offered is also declining. These are usually
restricted to "rent free periods" or their equivalent in the
form of a fit-out contribution. In the case of pre-leases,
it is possible to achieve certain advantages over con-
tract extensions. The total volume of incentives, as well
as the acievable rent, varies significantlydepending on
the competition in the region.

ONDREJ VLK
Colliers
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CURRENT TRENDS

IN TOURISM WITH AN EMPHASIS

The recovery of tourism last year was confirmed, and further prospects
of its development are positive.

The phenomenon of shared economy affects tourism, especially in certain
traditional Czech tourism destinations.

Innovation in the form of modern technology is increasingly affecting the hotel
environment and determining the success of hotel facilities in the market.
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The hotel market in the Czech Republic has undergone
rapid development in the recent period. The rapid
growth was followed by a slump and uncertainty. All this
perfectly mirrored the economic situation in the country.
This shows that the necessary preconditions for success
are correct interpretation and a timely response to both
economic and socio-economic trends.

Especially the tourism industry is particularly vulner-
able to the current situation and overall health of the
economy. The line between successful and unsuccessful
business is thin, and it seems that in some highly com-
petitive industries properly understanding the develop-
ment of the industry in a broader context is essential.

GRAPH Average wages vs. Prices of accommodation and catering services ( in wage and price % of 2005).

ON HOSPITALITY

The Czech economy is experiencing a revival; the average
and minimum wage are at historic highs. The median
wage for the third quarter of 2016 even exceeded 23,500
CZK. Year on year, the average gross monthly wage
increased by 4.5%, while consumer prices only increased
by 0.5%, which also means an increase in real wages (by
4%). The purchasing power of the population is therefore
growing disproportionately faster than the prices of ser-
vices, and this also applies to hotels and restaurants.

The input commodity that is most important and most
difficult to replace, human capital, is therefore becoming
very expensive for hotel operators in the Czech Republic.
This fact is amplified by the abnormally low unemployment
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rate, which is far below its estimated natural rate. There is
therefore a shortage of workforce, and capable qualified
employees will need to be well paid. The pressure on wage
growth will naturally compel operators to more efficient be-
havior and to save costs in other areas, which may impact
the quality of services provided in the future.

MILESTONE: SHARED ECONOMY

If we were to call the shared economy phenomenon the
new great transformation in the industry that destroys
well-establishes arrangements, this claim would not
be exaggerated. Airbnb is already the largest provider
of accommodation in the world, and the fast growth of
this project and other similar platforms is not slowing
down. It used to be a rule that fixed costs for entering
the industry were relatively high. With the advent of
Airbnb, however, this no longer applies. If longstanding
paradigms are changing, it is most likely that the entire
industry will change.

The global number of offers on Airbnb is growing sharp-
ly. In 2015 about 17 million offers were published on
this portal, and more than 350 thousand guests used
the service. This is also evident in the Czech Republic,
where an 80% increase in the number of offers on this
platform was recorded between 2015 and 2016. We can
see a similar increase in Cesky Krumlov, Karlovy Vary,
Brno and mountainous areas.

The main reasons for the increasing popularity of Airbnb
and similar platforms is the possibility of quick price
comparison, an elaborate system of references, a wide
range of services, and the option of experiencing

a whole new dimension to travel, to which the traditional
accommodation offer is unable to respond flexibly.

In the phenomenon of shared economy, the hotel busi-
ness competition has significantly increased. Hotels are
therefore forced to innovate, improve service quality,
and expand and individualize their offer much faster.
The ability to adapt to customer needs will be crucial
for maintaining their competitiveness in the long term.

The current state of the legislative environment poses

a problem; it cannot respond to constantly emerging
new types of services based on the principle of shared
economy. The business environment, especially in ac-
commodation services, is bound by a number of laws,
which leads to different starting conditions for business.

The main impact of shared economy on tourism can be
summarized in a few points, and it is up to accommoda-
tors whether they can quickly and properly respond to
this new trend.
* Increased market diversity
* Pressure for traditional providers to innovate
- the need to change the offer
* Increased importance of Online Reputation
Management
» Safety, missing legal framework and regulation
* The entry of new providers and the increase
in current providers of shared economy
» Savings and the possibility of making money
* Convenient reservation, easy recommendations

RECOVERY CONFIRMED

Available data show that the Czech economy has fully
recovered from the global economic downturn and most
of its negative impacts. The tourism industry has respond-
ed to this recovery with an approximately two-year delay.

The total number of tourists in the Czech Republic
declined steadily between 2007 and 2010. There were

also significant travel cost cuts in companies, which has

become one of the ways to reduce their costs. A change

in development can be seen from 2012. Since then,
there has been a gradual increase in demand as well as

a growth in travel expenses. The following data suggest

that tourism has finally overcome the effects

of the recession:

* According to the Czech Statistical Office, in 2016 over
18 million guests stayed in collective accommodation
establishments, staying for almost 50 million nights.

¢ In 2015, tourism consumption increased further,
reaching 250 billion crowns, which was a year-on-year
growth of 5.3%. Inbound tourism contributed nearly
60% to the overall tourism performance.

* The average bed occupancy in hotels and similar
establishments is also increasing, exceeding 45%.

Increasing the demand in tourism enables hoteliers

to gradually raise prices. This helps to increase the
overall profitability of the business. Hotels are therefore
once again becoming a desired investment commodity.
However, the situation is different than it was before the
crisis. Investments must be well planned, and it is not
true that any investment in accommodation guarantees
future profits. It is appropriate to consider the location,
focus on customers and the overall concept of the ac-
commodation facility very well.

NEW TECHNOLOGY

Industrial revolution 4.0., coupled with automation,

the internet of things, social networking, big data...
These are all hot topics that also represent an opportu-
nity for the hotel industry. Every provider of accom-
modation services that wants to be successful should
actively engage in these topics. New technology and
modern trends are simply a part of customers' lives.
We are beginning to require the comfort and standard
that technological progress affords in our daily lives.

Itis no longer enough to simply offer free internet
access or the possibility of sharing your own content

on interactive hotel televisions. High-quality technical
equipment of the rooms themselves is now standard.
The increasing demands of guests are leading to further
necessary investments in new technology.

A new trend is the emergence of smart rooms, which

are completely controlled by smartphones. This allows
for maximum customization to the individual expecta-
tions and needs of the guests. New trends are also in-
creasingly penetrating the MICE (congress) sector, where
advanced technologies are helping to build more attrac-
tive congress and conference facilities, as well

as a number of new types of events.

New technologies can help deal with the situation

of workforce shortages. Automation and robotics are
no longer such a distant reality. Processes that require
human resources will probably gradually diminish in
the hotel industry as well. Such services will be stable,
accurate and most importantly reliable. Automation will
most certainly lead to the release of human resources
from the industry, which is a major opportunity for the
services sector, including the hotel industry. This trend
will benefit both the customer and the provider.

New technologies and the amount of data also allow
better customer satisfaction management, as well

as the introduction and use of new sales channels.
This also resulted in the growing popularity of reference
and booking portals (tripadvisor, booking.com or four-
square). For operators, it is not only necessary for them
to play an active role, they must also work effectively
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TABLE Global Peace Index 2016.

with the data these systems provide. The benefits in-
clude increased customer satisfaction and loyalty, lower
operating costs and overall optimization of the modus
operandi of hotels.

SECURITY FIRST

The global security crisis is a sensitive and topical issue,
not only in relation to tourism.

Global security has recently been declining, and the
question is how this will affect travel. Surveys linked to
significant incidence of past years show that the impact
on the overall performance of tourism is minimal. The
selection of a particular destination is fundamentally
changing, but not the willingness to travel: in the conflict
affected areas the total number of arrivals is dramatically
decreasing. This may benefit less popular destinations,
as well as regions where the perceived danger is lower.

According to the ranking of the Global Peace Index (GPI),
the Czech Republic is among the ten safest regions in
the world. It has ranked in top positions since 2008. In
the unstable development of the global security situa-
tion, this result is of increasing importance. Countries
that have a long-term stable security situation and offer
their visitors a relatively safer stay have a substantial
competitive advantage in this respect.

The Czech Republic even ranked higher than most
neighboring countries, which are also direct competi-
tion in inbound tourism. The only exception is Austria,
which in one of the overall safest destinations. The
perception of the Czech Republic as a safe destination
is therefore positively reflected in the performance

of domestic tourism. There is not only an increase

in the arrivals of foreign visitors, but domestic tourism
is also strengthening.
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GPI can be considered a credible source of information,
because it assesses a total of 23 criteria for the overall
security of the country. It monitors the size of the coun-
try's army, the number of police officers, terrorist activity,
the likelihood of violent demonstrations and political
stability. These are important selective premises, which
are often the decisive criteria in choosing the perfect
destination for a holiday.

In terms of future development, we can expect a continu-
ation of the upward trend, especially if the Czech Republic
continues to be perceived as a safe destination. We

can expect a steady increase in the number of visitors,
as well as a growth in the revenue of hoteliers. However,
the competitive environment in the market will deepen,
with new service providers in shared economy or the
emergence of new global hotel players in our market.

It will be necessary to prepare for competition from
foreign destinations. The anticipated end of the Czech
National Bank's exchange rate commitment, or the
improvement of global security, could mean a partial
restriction of the positive development.

We can especially expect sustainable growth in select-
ed destinations in the Czech Republic, in which condi-
tions are created systematically or their attractiveness
on an international scale is persistently high. These
destinations will include Prague, selected UNESCO
sites or certain spa resorts, especially if they manage
to alleviate their focus on certain high-risk markets.

We can also expect a significant increase in the visit rate
in dynamically growing regions, such as Lipensko, Dolni
Morava and others.

ONDREJ SPACEK A RADEK CHALOUPKA
KPMG Ceska republika

Source: www.visionofhumanity.org
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FUNDING OF LEGAL
ENTITIES AND REAL ESTATE

In 2016, there was a record year-on-year increase in investments in the Czech
Republic, which indicates a continuous investor interest in assets in the Czech
Republic, as well as the appetite of banks to finance these purchases.

The market is characterized by high liquidity and low interest rates.

Development, especially in Prague, is negatively affected by discussions about the
metropolitan plan and confusion surrounding Prague building regulations.

GRAPH The volume of investment transactions in the Czech Republic in the period 2010-20186, listed in millions of EUR.
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BANK FINANCING

2016 in the Czech real estate market was character-
ized by the continuation of the year-on-year increase

in the volume of investment transactions in all market
segments (offices, logistics, retail) . In comparison with
2015, the volume of investment transactions increased
by more than 20%, to approximately 3.5 billion EUR. The
average transaction size was 56 billion EUR, which is 10
million EUR more than the ten-year average.

The dynamic activity in the domestic market is support-
ed by the appetite of financing banks. The stimulants
are low interest rates and excess liquidity, both of which
lead to high competition among banks, which ultimately
benefits the clients.

Credit financing is relatively easily available for quality

projects and experienced players. Investment transac-
tions supported by verifiable cash flow are preferred by
banks over development financing.

The banks have learned to work with the regulation
requirements, (i.e. Criterion Basel ), which requires
banks to maintain the necessary level of risk-weighted
assets compared to the amount and quality of credit

N Bol

exposure. The more conservative the financing structure
is (i.e. lower LTC or LTV) and the higher the quality of
the asset (strong and stable cash flow), the lower the
consumption of regulatory capital, and of course, the
lower the margins are for clients.

It can be stated that the loan conditions of banks op-
erating in the Czech market are not very different from
each other. The financing of speculative transactions
continues to be very limited. Land for building is also
mostly bought by developers from their own resources,
without the use of credit. One of the main reasons for
this is the fact that both speculative development and
the purchase of land on credit lead to a large consump-
tion of regulatory capital, which banks operating in the
real estate market must logically save.

For the financing of development, banks require a
25-35 % drawdown of the loan from the borrower's
own resources (i.e. 65-5 % loan to cost - LTC). The
amount of the (pre)lease varies according to individual
segments: in logistics 70-90 % is generally required,
for retail space it is 50-70 %, and for offices it is at
least 50-60 %. The higher the pre-lease, the lower the
percentage of equity that the bank is willing to accept.

Source: Knight Frank
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1 You can find more detailed information in the "Investment market" chapter on 89.



However, it is not often that banks provide more than
80% LTC even in a fully pre-leased project.

For development, banks also require the sponsors

to guarantee their obligation to fund cost overruns

(i.e. Cost Overrun Guarantee), as well as the smooth
completion of the project (i.e. Completion Guarantee).
The guarantee is valid until the project is approved and
real cash flow comes in, supported by long-term leases
with quality tenants, or purchase contracts in the area of
residential development.

For financing investment transactions, the required
loan to value (LTV) often ranges between 55-70 %.
The banks' willingness to accept a higher LTV is very
limited and quite exceptional in the market. Again, the
reason for this is the consumption of regulatory capital.
Compared to previous years, we can increasingly see

a "healthier" conservative LTV of around 50%, which is
due to excess liquidity in the market.

In terms of financing structure, it is interesting to look at
amortization schedules (the time over which the loan is
redeemable) and the ,tenor” (length) of bank financing.
The amortization schedule is essential to the investor's
economy: the longer the amortization schedule is, the
more he can use free cash flow, to pay investors, for
example, who had temporarily "entrusted" him with their
resources for consideration.

In common practice, there are reasonable compromises
made between the investor's requirements and the
bank's possibilities: the steady amortization schedule
for new real estate is between 20-25 years (offices

and retail), and up to 15 years for older real estate. For
logistics, the installment plan is generally shorter than
for offices and retail; it is normally between 15-20
years, depending, of course, on the nature of the lease
agreements (length/quality of tenant).

For the majority of investment funding, the bank provides
funding for the client with a five-year tenor. It is expected
that the loan will be repaid at the end of the five-year
period, according to the current situation of the project,
length of leases, the monetary price in the market, etc.
The long-term goal of investors is to gain a ten-year

commitment from banks (the effort to fix the current low
interest rates). However, banks very rarely take this step;
the general conditions are long-term (ten-year and more)
lease agreements with financially strong tenants.

For the financing of investment transactions, banks put
a strong emphasis on the quality and transparency of
the independent valuation, and technical, legal and tax
clearance of the property before
the purchase (Due diligence).
For the sustainability of the
quality of the investment,
professional asset and property
management is also crucial.

"Banks have exaggerated collateral require-
ments, exclusivity requirements for one bank,
limitations of business activities and intereferen-
ce with the functioning of a loan company."

The financing structure corre-

sponds with the margins, which

are currently in the range of

2.00-3.50 % for CZK develop-

ment financing, and 2.20-3.70

% for EUR development financing. The margins, also
including liquidity surcharges (costs for obtaining
resources), differ in individual banks.

Jifi Pacal, Central Europe Holding

Despite increasing competition, the margins in invest-
ment financing did not decrease in comparison with
2015. On the contrary, they were stabilized, and we can
even expect a slight increase in the forthcoming period
of 2017-2018. The margins are currently in the range of
1.70-2.50 % in CZK; and in the case of financing in EUR,
the margins are approximately 0.20-0.30 % higher.

The specific conditions for investment financing always
depend on the nature of the project, the client's history,
the LTC/LTV amount, the parameters of lease contracts
and cash flow stability. In this case it is also true that the
lower the LTV, the lower the final margin may be.

The professionalism and previous experience of the
developer/investor, quality of repayment source, legal
enforceability and the intrinsic value of collateral, con-
tinue to play a significant role in structuring financing. In
addition to credit funds, developers and investors try to
get funding in the form of bond issues - both corporate
and project. In comparison with the volume of credit,
however, it is a negligible percentage.

This extensive sector survey, which the Association for
Real Estate Market Development conducted among real
estate professionals early in 2016, also concerned the

financing of real estate. Answers to the posed ques-
tions often brought a very inspiring result, which can be
compared with previous years.

IS THE OFFER OF FINANCING FROM BANKS TO CLIENTS FLEXIBLE/SATISFACTORY ENOUGH?

It is positive that the vast majority of respondents (94%) consider the offer of financing from banks to be satisfactory
and flexible enough. Compared to years 2014 and 2015, there was a shift from 53% to the current 94 %. Respond-
ents reported a significant surplus of free capital and low interest rates in the market as a reason for this positive
trend. Both factors lead to competition and make debt financing significantly more affordable for everyone.

IS CONSULTING EXPECTED OF BANKS (PROPOSAL OF THE STRUCTURE, TAXATION, LEGAL ASPECTS), OR ARE

PURELY FINANCIAL SERVICES PREFERRED?

The latest survey confirms that customers increasingly expect banks to provide financial services combined with

consulting. This is a continuing trend, when in addition to traditional products (loans), banks provide a certain extent
of consulting, although the majority of this activity is free of charge. This often includes the design of the structure
(equity/loan), the length of the repayment schedule, etc. The aim of the cooperation between the bank and the client
is to provide a loan under conditions that are satisfactory to the client, making sure that the loan is also acceptable
for the bank in terms of risk. Currently 82% of respondents expect consulting from their bank.
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HAVE CLIENTS COME ACROSS ANY BARRIERS/CONSTRAINTS FROM THE BANK IN NEGOTIATING THE LOAN FOR
THE INTENDED PROJECT/INVESTMENT?

There is a growing percentage of respondents who stated that there are some limitations on the part of banks, but
they do not consider them important or restricting to their activity (currently 56%). Most frequently reported limita-
tions include the amount of equity and pre-leases or pre-sales, or the length of the repayment plan. A positive factor
is the fact that 13% of respondents say they have never come across restrictions from banks. On the other hand,
about a third of clients consider bank restrictions to be significant: they often refer to the lengthiness of the approval
process, exaggerated collateral claims and the unwillingness to undertake an "unknown" risk. One of the reserva-
tions concerning financing barriers indicates that banks do not sufficiently understand older and restored real estate.

DO YOU EXPECT THE LOOSENING OF FINANCING CONDITIONS IN 2017-18, OR RATHER THEIR CONSOLIDATION?

Compared to 2016, when the vast majority of experts stated that there would be a loosening of conditions, this year 47%
of respondents stated that they are not expecting changes in financing parameters. The same percentage of respondents
predicts a tightening of financing conditions, and only a small portion (6%) of respondents is hoping for a loosening of
conditions. The acquired spectrum of qualified opinions demonstrates how developed our market is. It is gratifying that the
majority of respondents are aware of the fact that further loosening of financing conditions is not realistic.

2016 confirmed that the real estate market in the Czech tening of financing conditions, both in terms of structure
Republic is healthy, dynamic and sufficiently transparent (LTC/LTV) and with regard to the gradual increase in

to investors. Assets in the Czech Republic and the yields margins, especially in long-term financing.

achieved here continue to be interesting for investors.

We will see how much Brexit or the outcome of the US

presidential election will affect the parameters of inter- LENKA KOSTROUNOVA
national transactions. | personally expect a gradual tigh- CsoB
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ALTERNATIVE

REAL ESTATE FINANCING

Roughly three quarters of respondents to the ARTN survey consider the current offer
of bank loans for financing real estate to be satisfactory. However, the quality of the
client and his rating, capital adequacy and the quality of the project as such are still
very important. Moreover, according to our estimates, financing conditions will be
gradually tightened and interest rates will sooner or later begin to increase, mainly
due to rising resource prices.

Regulatory requirements have and will have the greatest
impact on the behavior of banks in the foreseeable
future (Basel lll, which entered into force on January 1,
2015, and other specific restrictions for the real estate
sector, including the latest CNB requirements). On the
other hand, the Czech economy is in good shape, banks
are sufficiently capitalized (including foreign parent
banks), and the volume of adjustments continues to de-
crease. This allows them to allocate a part of the capital
to risky assets. However, we still cannot avoid discussing
the structure of financial resources in the economy.

The aim should be to reduce debt and increase the share
of capital in the overall balance, which has a positive im-
pact on the stability and security of the market. Real estate
is no exception, and people have long been calling for a
greater allocation of pension fund and insurance company
capital to real estate in this context. Respondents to past
ARTN surveys also repeatedly expressed the clear opinion
that these resources should be involved in investment
activities in the Czech Republic in a larger extent.

However, so far nothing major has happened in this
direction. This is due to the still valid requirements for
guaranteeing non-negative evaluation of savings in
transformed pension funds, whose portfolios currently
represent the vast majority of fund assets (about 95%
at the end of 2016). There is therefore currently no way
to make the managers of these portfolios invest in more
profitable but also riskier and less liquid alternative as-
sets, which include real estate. Only a statutory regula-
tion of parameters would help.

New subscriber funds that enable a more dynamic
investment strategy have almost 5% of assets worth

18 billion crowns. Due to this volume, we will not find

a single real estate investment among them. The share
of real estate in the investment portfolios of local pen-
sion funds is near zero (0.5 % at the end of 2016), while
the standard level is considered to be 5% to 10 %.*

More favorable legislation prevails among Czech insur-
ance companies. However, this does not correspond
with the approach of their portfolio managers.” The only
insurance company that recently developed notable
activity in the real estate market was Kooperativa.

REAL ESTATE INVESTMENT FUNDS

The capital of private investors can be used similarly
through investment funds. At the end of 2016, the CNB
registered a total of 85 investment funds in the category
of real estate or mixed investors in real estate as well.
The capital allocated in them is estimated to be worth
tens of billions of crowns. This number includes both
qualified investor funds (QIF) and unit trusts aimed at
small investors (consumers).

In terms of capital variability, 68 funds are open-end
and 17 are closed-end. Some of them, however, are enti-
ties whose portfolio consists of corporate securities of
companies in involved in real estate, they are therefore
not investing in specific real estate (directly or through
single purpose vehicles - SPV). Off-shore private equity
funds founded abroad are not included.

36 of them have registered in the Prague Stock Ex-
change, of which more than a half (20) have registered
in 2016-17. Since 2015, legislation allows QIFs to con-
tinue to pay 50 income tax provided that they are traded
on a regulated market. Even under other circumstances,
funds may benefit from this reduced tax rate, for exam-
ple, if they don't hold real estate directly but through a
SPV, or if they take the form of an open-end unit trust.
An amendment to the Act effective from June 1, added
the form of a closed-end unit trust.

Despite unfavorable tax treatments from 2015, which
were to especially affect real estate QIFs by increas-
ing the income tax rate from 5% to 19%, capital in the
market has not diminished. During the same year, new
domestic funds began to operate, and this trend still
continues today. This confirmed our prediction, which
applies to coming periods as well, that funds aimed at
private investors will increase.

Some of them are established by strong companies that
provide their name, know-how and seed money, which is
starting capital or assets. These include Edulios (CIMEX),
Central Group, NOVA Real Estate and NOVA Hotels (Arca
Capital), RSJ Real Estate, and more. Other funds are cre-
ated for the purpose of gaining capital gradually, such as
Brno-based IMPERA Invest and DRFG AIF Real Estate (the
latter is an off-shore fund based in Liechtenstein), or two

1 For comparison: according to the Annual Survey of Large Pension Funds and Public Pension Reserve Funds by the OECD for 2015 (a more recent one was not available when this text was written),
the share of real estate investments in individual funds from OECD countries is up to 25%, whereas the addressed pension funds have an average of 14% to 15% of the portfolio in alternative
assets (of which real estate may represent one third by estimation). In previous years, investments in alternative assets continued to grow.

2 Insurance companies have 0.86% of assets placed in real estate, a total of 3.8 billion crowns, with an average yield of 2.7% at the end of 2015 (more recent data was not available when this text
was written). In the vast majority of cases, these are their own operating headquarters. Nevertheless, there was a slight year-on-year decline in investment and income.



real estate funds of Komercni banka as products distrib-
uted among its private banking clients. They promise their
investors an annual return of around 5-6%.

The Catholic Investment Fund became a specific entity,
extending its reach with a real estate sub-fund in 2017.
This does not only include investments in conventional
real estate sectors such as office and retail centers, the
plans include assets that are typical for church property,
such as farmland or forests. Given the volume of funds
that the Church receives from the state in the context of
separation which will be invested somehow, this fund may
gradually become one of the major players in the market.

Open-end real estate unit trusts with a public offer aimed
at consumers have played a marginal role in our country
until recently - unlike in Western Europe. However, this no
longer applies to the CS Real Estate Fund with a current
capacity of 14 billion crowns, which is currently probably
the largest Czech real estate fund. In the past year it has
significantly increased its investment appetite and real-
ized four large transactions in Prague and Bratislava, with
the trophy City Tower in Pankrac worth 4.4 billion crowns
literally towering over them all. The ZFP fund worth four
billion, which invested in assets in Ostrava and Budapest
last year, is also worth mentioning.

TABLE Largest open-end real estate unit trusts on the Czech market.
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company Czech Property Investments, a.s. for more than
15 billion crowns, or secured project bonds CPI Alfa, CPI
BYTY and CPI Retail Portfolio.

Last year no new Czech issues were acquired, but in
March 2016 the program CPI BYTY was extended by

10 years and the aggregate volume increased from the
initial 3.8 billion crowns to 17 billion crowns. In Slovakia,
the group issued bonds in the total amount of 80 million
EUR, with 50 million EUR issued in February 2016 with a
yield of 5% per annum. The entire group's current liabili-
ties for the issued bonds are about 12 billion crowns.

In addition to issuing new securities, CPI is also actively
working with older bonds with the primary aim of reduc-
ing the interest burden or canceling issues, the majority
of which it holds on its balance sheet. In early 2016,
after an agreement with the holders, it modified the
conditions of the issue of denominated bonds issued

in 2012, primarily pushing the revenue from a variable
income of 6.5% to a fixed income of 5.1% and changed
them from secured to unsecured.

In March 2016, the CPI prematurely repaid other bonds
from 2012 in the amount of 58 EUR, and it chose the
same procedure three quarters of a year later with one

Source: ARTN

€S nemovitostni fond REICO Ceské spofitelny 2007
ZFP realitni fond ZFP Investments 2013 4,1 5,2
Conseq Realitni Conseq Funds 2008 0,84 2,7
REALITA WMS 2009 0,83 4,5
SECURITIES of the first issues of 2007 in the amount of 2.5 billion

The issue of securities may be another source of alterna-
tive financing. After the inglorious end of Orco Property
Group and ECM in the stock exchange, corporate and
project bonds began to be pursued in the country - bonds
that are usually issued in cooperation with the bank, which
also places them on the market. They can be traded both
on the stock exchange and outside the stock exchange.
They don't generate capital as such, but they usefully com-
plement the financing structure of the company or specific
project in the form of subordinated debt. The primary
target groups they are offered to are private investors or
private banking clients, but institutions that are allowed to
buy riskier securities are also showing interest.

Due to the surplus of capital on the market, the number
of issuers in recent years began to visibly increase, and
the volume of various programs and issues outside the
CPI (see below) reached an amount of about 13 billion
crowns, including those already repaid. Together with the
CPl it is roughly 50 billion crowns. This doesn't mean that
securities were actually sold for this amount of money,

it is rather the sum of the maximum levels of issues. We
estimate that about 40% of the mentioned amount found
its place, which amounts to 20 billion crowns.

Bond financing in the country is most used by Czech
Property Investments, a.s. (CPI). Since 2005 it prepared
programs worth approximately 37 billion crowns, while
the clear majority emerged during the last five years.
This includes the issue of corporate bonds of the parent

crowns. In May and August 2016, it also newly introduced
three issues from 2012 worth a total of 3 billion crowns to
the regulated market of the Prague Stock Exchange.

Another major Central European player, HB Reavis
Group, acquired more than 100 million EUR since No-
vember 2013 in capital markets in Poland and Slovakia.
In March 20186, it also planned to test the Czech market
with unsecured bonds (or bonds only secured with a
holding guarantee) in a volume of 1 billion crowns. Due
to the great interest, the issue was only completed in
May in the amount of 1.25 billion crowns with a maturity
in 2021 and current variable income of approximately
4.86% per annum. More than 71% of the volume was
subscribed by institutional investors, and the remaining
part by private banking clients.

Central Group, one of the largest Czech residential de-
velopers, already subscribed two bond issues in 2012.
They were issued with a maturity of 3 and 4 years, total-
ing 409 million crowns with an interest of 16% and 18%
respectively. They were both repaid.

At the same time, SATPO also tried out financing through
securities, issuing 3.5-year project bonds in 2013
intended for the construction of the residence Sacre
Coeur Il. in Hfebenky- Prague, worth 160 million crowns
and with a fixed income of 10%. In February 2017, it
followed them up with corporate bonds with a maturity
of 5 years, in an estimated volume of 315 million crowns
with an interest rate of 7% per annum.
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TABULKA Selected small bond issues.

Another interesting and large issue in 2013 were
secured project bonds Diamond Point worth 1.1 billion
crowns, with a maturity of 10 years and a fixed income
of 4%. In terms of older issues, it is worth mentioning
corporate bonds of Passerinvest Group from May 2014
in the amount of 550 million crowns, with a maturity
of 3.5 years and a fixed interest of 5.25% per annum;
the company used the revenue from these bonds to
co-finance a buyback of his earlier development assets
in the Prague BB Center. On the last day of March 2017,
Passerinvest Finance issued corporate bonds worth
another 1.5 billion crowns (with the possibility of an
increase to 2.25 billion) with secured liability by Pas-
serinvest Group, with a maturity of 6 years and a fixed
interest rate of 5.25%.

For several years, bonds have also been issued by a
company called Realitni Fond Praha - the first five-year
issue of 2014 worth 100 million crowns bears an
interest of 6%, and the second three-year bond worth
another 100 million crowns is valued at 5% per annum.
During 2015, the CNB approved the bond program Con-
seq Real Estate Fund as a regulator, with a maximum
value of outstanding debt of 2 billion crowns with a
duration of 10 years, but we have no information about
its real use. In the same year, the program by Bydleni

in Vinohrady worth 900 million crowns with a duration
of 25 years was approved, in which a public offer of the
first issue worth 25 million crowns with a maturity of 3
years and an income of 5% per annum was underway at
the time of the Trend Report 2017 closing date.

From last year's issues of Prague's provenance, it is also
worth mentioning six-year corporate bonds of developer
GES Real in the volume of 400 million crowns with an
annual income of 5%, or project bonds FINEP Barrandov
Zapad in the amount of 201 million crowns, with a ma-
turity of four years and an interest of 3.75%. These are
to be used for the construction of four new phases of
the project Kaskady Barrandov. Cyprus-based GRAMEXO
chose certificates (which behave like bonds) for its issue
in the amount of 1.395 billion crowns, with a maturity
of 5 years and an income of about 5.8% per annum to
finance the Rustonka project.

Activity is also increasing beyond the capital. Since 2009,
the Brno-based real estate concern e-Finance issues
corporate bonds, which is now offering several three-year
e-Finance Property issues as part of a program with a
volume of 1 billion crowns and an income of 5%. For four
years it has also been preparing project bonds through its
subsidiary eFi Palace within a 25-year bond program with
a limit of 600 million crowns. These are currently issued
as two-year bonds with a fixed interest rate of 4.5%.

Five-year bonds of Brno-based company Brooc Global
Investment from December 2016, which are worth 300
million crowns with a fixed income of 7% and intended
for investments in holiday properties on the island of Ten-
erife, seem like an interesting offer. In the same month,
there was also the addition of a new corporate issue by
Moravské stavebni - INVEST worth 320 million crowns,
for 5 years and with an approximate fixed income of 6%.
Most recently, in February 2017 Brno-based IMPERA is-
sued corporate bonds worth 200 million crowns (with the
possibility of increasing to 300 million) with a maturity of
3 years and a fixed income of 3.1%.

The activities of small issuers from different regions are
also gradually accelerating, confirming the increasing
attractiveness and awareness of this form of financing.
Some issues are bought by predetermined investors,
and for others the subscription takes a bit longer. For
example, in 2012 the Pardubice cooperative R.E.I.T.
Group, which also operates as a real estate fund, issued
a bond issue worth 50 million crowns, but by the end of
2016 it placed less than 30% of it on the market. How-
ever, due to the above-average volume, we wouldn't call
this a failure as such. The group of companies "CinZovni
domy Praha" (Apartment Houses Prague) realized sev-
eral project issues, is the revenues of which it is using
to finance the reconstruction of residential buildings.
The attached table shows selected examples of small
corporate and project issues from recent years.

KAMIL KOSMAN
KAAP Media

Source: ARTN

ISSUER DATE OF ISSUE | VOLUME (MILLION CZK) | MATURITY (YEARS) | YIELD (% P.A.) | SUBSCRIPTION PURPOSE
PRAGUE
INPARK 2015 30 3 8,23 in progress corporate
(Cinig\:::’ SdI:)amzbszrj tf: Zroup) 2016 20 5 in progress Eliér:; (I)&rlztsrr?gﬁlg:sszfé lelll?fjrle:]r%a 1
Premiot Group 2016 8,5 3 8,5 in progress corporate
Prago Investment 2016 22 2 5,7 in progress reconstruction of hotel Hnédy vrch
Prago Investment 2016 5 3 8,1 in progress in Pec pod Snézkou
Cinzovni domy Praha 2016 20 2 8 in progress
Cinzovni domy Praha 2016 50,225 2 6,5 in progress r:g:]un:;;i%tr:?iif sglhdainf
Cinzovni domy Praha 2016 5 2 8 subscribed
CEE Real Estate 2016 25 5 6 n/a corporate
2M Invest 2017 10 2 7 in progress corporate
| ovispeorpRAGUE | |
R.E.LT. Group Pardubice 2012 50 20 9 in progress (30 %) corporate
Market Balance Frydek-Mistek 2015 5 3 9 subscribed constru?;iir;yz;r;;c:’isiz:‘buiIding
Tycoon Enterprise Liberec n/a n/a 2 7 in progress corporate
BeskydBenk Frydek-Mistek 2016 17,5 5 11 subscribed corporate
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In last year's Trend Report in the "Valuation" chapter we summarized the valuation
process in the Czech environment, commented on some aspects of this service
quite critically, and commented on the valuation standards and the omnipresent
pressure on appraisers. This time we will focus on a more detailed description

of activities that accompany the valuation process, and the main parameters

that are affecting the value of real estate itself.

REAL ESTATE LOANS

Applying for a loan to purchase real estate is familiar to
readers of Trend Report, even though they most often
come into contact with this process with their (end)
clients. This could include financing the purchase of an
apartment or house for personal use, or a classic busi-
ness model associated with office or retail real estate.
The real estate valuation stage, in which the financing
bank wants to know its value, is an integral part of this
process. In extreme cases of defaults on the loan, the as-
set is seized by the bank, which then tries to sell the real
estate on the open market and thereby redeem the loan.

What can we expect from an appraiser in the process

of real estate valuation? When valuating an apartment
or house, the appraiser will most likely resort to the
method of comparison. His aim is to find realized sales
(and offer ads) of similar units from recent times. Based
on a comparison of the same, better or worse aspects of
the real estate and the realized prices of the compared
objects, he estimates the market value of the subject

of valuation. Finding a sufficient quantity and quality of
compared real estate is therefore crucial to this task.

The residential product that is easiest for appraisers to
grasp is an apartment or house in large cities, where there
are frequent sales (market presence and market transac-
tions). The unit has a standard size and shape and is easily
accessible, as well as devoid of special treatments and
equipment. Another important aspect is that the real estate
has no restrictions, unusual burdens or other liabilities.

The more the subject of the valuation (or compared real
estate) differs from the specified parameters, the more
the appraiser will have to approximate and subjectively
assess individual parameters. Therefore, while a classic
2+kk (2 rooms+kitchen corner) in Cerny Most in Prague
will be a relatively easy matter for an appraiser and the
reported market value will be demonstrable based on
strong evidence, a 180 m? atypical studio apartment
with air conditioning, an aquarium and an underground
garage on the outskirts of the regional city will be much
more difficult to compare. It should also be noted that
appraisers are much more conservative than owners.

When valuing real estate for the purpose of a loan (real
estate loan collateral), we often talk about the market
value and collateral value. While the market value has
its own clear definition in all valuation standards, the
collateral value is a broadly used term and it indicates
how much the bank itself values the property.

REAL ESTATE
VALUATION

In an ideal world these two values should be the same,
but in the real world this is rarely the case. The bank
often expects that in the case of the realization of col-
lateral, it will be necessary to quickly sell the real estate,
and the "...proper marketing and sufficiently long sales
times..." condition is not always fulfilled. Therefore, from
this perspective the collateral value is always slightly
lower than the market value.

COMMERCIAL REAL ESTATE

When it comes to business commercial real estate
that generates income (this can also be an invest-
ment apartment), the appraiser usually uses an
investment method. Here he chooses between

a direct capitalization method and a discounted
cash flow technique.

Both of these methods bring an economic benefit of
holding the property and a yield or discount rate. The
outputs of the investment valuation method are affected
by many factors. A simplified list for standard com-
mercial real estate valued by the capitalization method
would look like this:

* Current rent - currently collected from the real estate
on the valuation date.

* Market rent - the total rent for which the property
could be leased on the market on the valuation date.

* Property operating expenses - analysis of costs
that are rechargeable to the tenant, and costs paid
by the owner.

* Costs for investment in the real estate - CAPEX.

* The duration of lease agreements, the length of the
vacancy of empty spaces and the associated course
of the entire cash flow asset.

* The capitalization rate (rate of return) applied to
individual revenue streams.

When estimating key valuation inputs, such as market
rent or rate of return, appraisers find themselves in the
same situation as in the case of a residential product.
Finding suitable evidence of comparable projects is
most important.

The estimated rent per m? of commercial space should
be supported by a sufficiently strong overview of com-
pleted lease transactions, as well as the rate of return.
Here the appraiser faces the problem of an insufficient
amount of reliable and verifiable data and their distorted
interpretations. In this respect, the Czech Repubilic still
has a long way to go.
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REVENUES

In valuation, the position of commercial real estate

is slightly more difficult than that of residential real es-
tate. This is mainly due to the used investment method,
which reflects a greater number of variable inputs,

but it must also compensate for the lower number of
transactions and related details for comparison. For the
appraiser it is often very difficult to "decrypt" completed
transactions so that he can use them in his valuations.

The lay (and sometimes also professional) public may
be confused by data on yields (yield rates) reported in
the media or at real estate conferences. This is usually
information such as "...office building XY was sold for

a 6% yield", without further comment. There are several

types of yields, which are a guide for both investors and

appraisers. The basic ones include:

« Initial yield (day one yield) - the ratio of the income
from the real estate (rent minus unaccountable
expenses) on the date of valuation to the price
of the real estate.
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We can also mention net and gross yield, where the net
yield takes into account the total costs of the transac-
tion, while the gross yield only reflects the price of the
real estate (excluding acquisition costs). The net yield will
therefore always be lower than the gross yield. Therefore,
the fact whether the transaction is a "share deal", when
a real estate company is sold, or "asset deal", which is

a property transfer, plays an important role.

We believe that the media generally reports the gross
initial yield in its reports on the investment market.
However, an appraiser should be familiar with the
comprehensive yield profile of the transaction in order
to make a meaningful conclusion and use it as a project
for comparison.

For further illustration, we show how sensitive the value
of the property income is 100 (hypothetical) units when
changing the rent by +/-10 units and the yield rate by
+/- 50 basis points. The sensitivity of the asset value in
response to these inputs is clear...

TABULKA Sensitivity analysis. Zdroj: Karel KleCka ~— =
Yield rate
4,0% 4,5% 5,0% 5,5% 6,0 % 6,5% 7,0% 7,5% 8,0 %
70 1750 1556 1400 1273 1167 1077 1000 933 875
80 2000 1778 1600 1455 1333 1231 1143 1067 1000
90 2250 2 000 1800 1636 1500 1385 1286 1200 1125
100 2500 2222 2000 1818 1667 1538 1429 il 28 1250
110 2750 2444 2200 2000 1833 1692 1571 1467 1375
120 3000 2667 2400 2182 2000 1846 1714 1600 1500
130 3250 2889 2600 2364 2167 2000 1857 1733 1625

* Equivalent yield (average yield) - approximately
represents the average yield of an investment over its
lifetime, or the period between the date of valuation
and the real estate's achievement of market economic
potential. Example: if an investor owns real estate
that is leased for 10 hypothetical units, and it has
the potential to increase its rental income to 15 units
over several years after the expiry of the valid lease
contracts, the equivalent yield will be higher than the
initial yield. The number of basis points between the
initial and equivalent yield will depend on how quickly
the real estate goes from 10 to 15 units.

* Reversionary yield (yield from full market rent) - the
ratio between the market (stabilized) rent (this may
naturally differ from the current rent) to the value of
the real estate.

These basic yield rates can be easily used to determine
the yield profile of an investment and to get a picture of its
advantageousness and character. For example, if the initial
yield is lower than the equivalent yield, we can assume
that the real estate is under-rented, and the rent will grow
after renegotiating the rent and re-occupying or additionally
occupying the premises. In the opposite case, when real
estate is over-rented, we can expect a decline in yields from
rent after the expiry of the current contracts.

ESTIMATES AND SPECULATION

A good appraiser should be able to comprehensively
analyze and understand the valuated real estate. He
should be able to evaluate its technical condition and
assess potential investment costs in the near future,
as well as their impact on its market (or other) value.

He should understand ownership and legal relations
and be able to orient himself in the Cadastre of Real
Estate, in order to recognize burdens or restrictions af-
fecting the value of the real estate. An appraiser should
move safely in any commercial area and estimate the
future economic potential of the property as such.

The person valuing the real estate should also understand
the market and the given real estate segment. He should
be able to properly fit the analyzed and "read" real estate
into the current market situation and apply the correct
external market inputs. Finally, an appraiser should be able
to present his findings well (in writing or orally), explain

the inputs used depending on the selected method and
defend his outputs. Comprehensibly, clearly and always
approaching the contracting entity as his client.

KAREL KLECKA
Patria investi¢ni spole¢nost
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According to the Czech Ministry for Regional Development, the highest number
of clients in history applied for a mortgage loan in 2016 - nearly 112,000.

Mortgages were granted in the highest volume ever - a total of 218.20 billion CZK.

Nevertheless, the year-on-year growth was still about 6 billion CZK lower than in
2015, reaching 34 billion CZK (18.4 %).

These record numbers were mostly due to the very favorable economic situation
and the persistently low interest rates.

People bought a significant amount of real estate for investment, especially in Prague.

GRAPH Development of the volume of granted mortgages in the period 2006-2016 in billions of CZK.
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Interest rates reached their absolute bottom during
November and December 2016, where they were
around 1.77% according to Hypoindex. The average rate
for 2016 totaled 1.89%, which is almost 0.2 percentage
points less than in the previous year. The development
of average interest rates was also affected by a set of
recommendations by the CNB (Czech National Bank)
regarding a reduction in the mortgage loan amount to
the price of the property (LTV) from 100 % to 95 %.

The noticeable year-on-year increase in the volume

of mortgage loans was caused by two factors. Due to
the rising prices of residential real estate, the average
mortgage loan amount increased by 8.3%, to the final
1,957,000 CZK. The second factor was the overall
expansion of the development projects in large cities,
which brought 12.3% more applicants for mortgage
loans to the banks.

In Prague, the share of new apartment purchases for
investment increased further last year. While about a
quarter of apartments were purchased for investment in
2015, in 2016 it was about 30%.

All types of residential real estate experienced steady
growth last year. This was also confirmed by the index
of real estate prices in Hypote¢ni banka (HB INDEX).
The prices of apartments and plots rewrote their initial
values from 2010 last year. The prices of family houses
grew at a slower rate than those of apartments. Apart-

2009 2010 2011 2012 2013

FINANCING
RESIDENTIAL
REAL ESTATE

ments had a year-on-year increase of 11 percentage
points, family houses had a 4.7 percentage point
increase, and plots, the most stable segment with the
lowest maintenance cost, had an increase of 10.7
percentage points.

Therefore, the year-on-year growth of the prices of all
types of residential real estate significantly exceeded
the inflation last year. Especially owners of apartments
in tower blocks in large cities had a reason to rejoice.
Last year, the interest in "family housing" began to
increase - apartments with a 3+1 or 3+kk layout (three-
bedroom + kitchen, two rooms + one room with kitchen
corner). However, the apartment market continued

to be dominated by apartments in older brick houses
with a 2+1/2+kk layout (two-bedroom+kitchen/one
bedroom+one room with kitchen corner).

FACTORS AFFECTING THE MARKET

Macroeconomic environment

In 2016, the Czech economy experienced a 2.4%
increase in GDP, which is lower than in 2015, when the
growth was above 4% throughout the year. However, it is
higher than the growth in the Eurozone, which amounted
to 1.6%. The koruna/euro exchange rate remained
stable at 27 CZK/EUR under the influence of CNB inter-
ventions, and the basic repo rate remained at 0.05%.
Bank loans granted to businesses and households grew
at a comparable rate to about 7 %.*

Source: Czech Ministry for Regional
Development (MMR)

2183

2014 2015 2016

1 There is a detailed comparison in the "Macroeconomic development and real estate prices" chapter on page 15.



The very end of 2016 brought some surprises. Although
inflation was generally expected at the end of the year,
achieving the inflation target was only expected in early
2017. The state budget was also a surprise, with a sur-
plus of 62 billion CZK. There was not even the seasonal
rise in unemployment at the end of the year.

The inflation jump, which caused an extraordinary

and above all unforeseen increase in food prices, was
followed by an increase in restaurant prices, where the
introduction of EET (electronic record of sales) served
as an alibi. Companies are reporting a shortage of work-
ers of all skill levels - the labor market is overheated.
This is evidenced by the latest survey among industrial
companies: a higher percentage of companies than that
in 2007-2008 is reporting a lack of suitable labor force
as a barrier to their growth.

Industrial contracts from abroad are increasing at a dou-
ble-digit pace, and last year wages have also increased at
the fastest pace in five years. People are therefore trying
to prevent the devaluation of their savings by purchasing
real estate. However, even real estate prices are rising

GRAPH Development of interest rates on mortgage loans in 2016 in %.
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rapidly. In order to slow the dynamics of housing loans,
the central bank is introducing new regulatory measures.

Interest rate development

One of the key factors affecting the market efficiency is
the low cost of money in the interbank market, and the
associated historically lowest interest rates offered by
banks on mortgage loans.

In 2016, interest rates reached a new low, particularly
in November and December, when they fell to a historic
low of 1.77%. With the exception of July, when the drop
in interest rates stopped for a moment, the interest
rates declined continuously since January.

It is possible, however, that the effect of the new Consum-
er Credit Act was reflected in the development of interest
rates in December, which increased certain costs for the
banks. Still, compared to August 2008, when interest
rates were at their highest of the last ten years (5.82%),
this was a decrease of 4.05 percentage points.

Last year's development of the interbank rate PRIBOR at
all maturities is also noteworthy. This rate had minimal

Source: Hypoindex
il
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movement throughout the year, only by 0.01 percentage
points, whereas at the end of 2016 PRIBOR rates were
identical to the rates it began with. The only exception

"The range of different mortgage lending options,
along with building savings loans or other finan-
cing options, give citizens extensive opportunities
to fund their building plans. The CNB's interven-
tions in the limitation of mortgage financing to-
gether with the provision on consumer financing
(possibility of mortgage repayment, thorough
examination of applications), are not necessary,
in may opinion. All banks practically implement
these measures in the long term, resulting in a
practically negligible amount of non-performing
housing loans."

Pavel Berger, MONETA Money Bank

"The offer of residential real estate financing for
citizens can be considered satisfactory today;

it will, however, be complicated by the CNB's
restrictive measures in terms of financing 100%
of the estimated price. With this regulation, the
CNB will not prevent the financing of the real
estate price from credit sources; on the contrary,
clients will use more risky ways of financing with
a significantly higher price - the interest rate."

Jan Kruntorad, Gepard Finance

was a six-month rate, which
decreased by a negligible 0.01
percentage points.

However, not all banks in the
Czech market report their results
to the official statistics of the
Czech Ministry for Regional
Development. There are many
smaller banks in the mortgage
market - particularly mBank, Air
Bank, Equa bank or Expobank,
which do not share their results
with the Ministry for Regional
Develpment. According to expert
estimates, the total volume of
loans provided by these entities
may reach an approximate mar-
ket share of 6%.

Average mortgage, installment
amount, payback period

Based on a set of recommenda-
tions from CNB, mortgage loans
with 100 % LTV (loan-to-value)
disappeared from the market.
They were replaced by a new
maximum of 95%. Nevertheless,
applicants for mortgage loans
still prefered loans with an LTV
ranging between 80% and 85%.
In April 2017 2, 90% LTV should
become the new maximum.

Source: Czech Ministry for Regional Development (MMR)

Loans with lower LTV, specifically 70%, still hold
a large share.

In 2016, the average mortgage loan amount reached
1.96 million CZK, which represents a year-on-year
growth of 8.3% and a new historic record. Due to the
continuing low interest rates, the maturity of the loan re-
mained unchanged, which is on average about 23 years.

Based on available information from Hypotecni banka,
69% of newly granted mortgage loans were used to pur-
chase real estate, more than 25% were used for construc-
tion and the remaining 6% consists of other forms of use
(reconstruction, settlement of ownership, refinancing).

The typical client is a man aged 36 years with second-
ary education, married with one child and an average
income of 32,000 CZK. However, the number of singles
and women who are single applicants is rising. Most
mortgage loans, specifically 64%, were used to pur-
chase a family house.

Share of building societies

Over the past year, building societies provided loans worth
50.6 billion CZK, which was an increase of three percent
compared with the previous year. The interest in concluding
contracts for building savings also increased last year

by three percent; building societies concluded roughly
474,000 contracts. In newly signed contracts, however, the
target amount decreased by 8% to the final 350,000 CZK.

ESTIMATE OF FUTURE DEVELOPMENT

What will 2017 be like in terms of mortgages? We ex-
pect the favorable interest rates to continue in the com-
ing year, which are currently starting at 2.09 %. Due

to the increasing price of resources on the interbank
market, it is only a matter of time before they slightly

Source: Hypoindex
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2 From April 1, the LTV limit will be reduced to 90%, and the proportion of mortgages in the range of 80-90% LTV will be reduced to 15% of the overall production. More details can be found
in the “Macroeconomic development” chapter.
3 March 2017



increase. However, there should be no radical fluctua-
tions, we expect a moderate increase throughout the year.

The increase in prices of apartments and plots may
slightly slow down the mortgage market. Another factor
that will affect the market is the new ceiling of 90% LTV
for mortgage loans, which will become effective in April
this year based on a set of recommendations from the
CNB. This will be partly reflected in the interest rates.

It will also affect a significant portion of existing produc-
tion in the market, i.e. loans that are in the range of
80% to 90% LTV.

Moreover, according to expert estimates, the current
production of mortgages in the market that are in the
range of 80-90% LTV is roughly double that of the recom-
mended amount. This will complicate the path of many
clients to purchasing real estate, and the whole mortgage
market will slow down because of the described changes.

It is important to mention, however, that the demand for
real estate, especially apartments, is not yet saturated

due to a certain delay in development. In comparison with
2015, last year at least 500 apartments were missing in
the market. We can assume that developers will want to
increase their sales again this year, and many of them will
try to do so in the first quarter, when older CNB recommen-
dations for a maximum LTV of 95% from October 2016 will
apply, which did not particularly move the market.

In the development of residential real estate prices,
we can expect the positive trends to continue this year,

as well as another slight increase in price levels, which
will be supported by the overall economic situation.

For the next six months we can expect a very moderate
price growth in all segments, a stable demand for new
buildings (mostly Prague, Brno), a corresponding supply
of new buildings in Prague, an increase in prices of new
buildings, stable interest in standard family houses in

a price range between 2-5 million CZK, cheaper houses
suitable for reconstruction, or plots. The interest of
domestic and foreign investors in purchasing real estate
in Prague for investment will continue. According to
estimates, the share of such apartments sold in Prague
jumped up to 30%.

However, the koruna exchange rate could change along
with the real estate market. It is possible that in the sec-
ond half of this year the CNB will terminate interventions
to weaken the koruna against the euro, which would
affect the evolution of prices of certain construction ma-
terials, while increasing the prices of Czech real estate
to foreign investors.

According to the development of the HB INDEX, the de-
velopment of real estate prices will continue to stabilize
or moderately increase. The price of apartments and
plots may be slightly lower than they were last year. On
the other side, family houses could sustain their growth.

JAN SADIL
Hypotecni banka
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INVESTMENT MARKET

Poland and the Czech Republic retain the position as the most attractive investment
markets in Central and Eastern Europe. Hungary is the mover of the year, with more
than twice the volume of investments compared to 2015-2016.

The volume of investments in the Czech Republic reached circa 3.6 billion EUR,
which is a 30% increase compared to 2015. In 2017 we expect an investment
volume in the range of 3-3.5 billion EUR.

The reference yield (prime yield) in 2016 decreased in all the monitored sectors: under 5%
in the case of top offices (-0.80 percentage points), to 5% in the case of shopping centers
(-0.40 percentage points), to the threshold of 3.75% for real estate on shopping strees
(-0.75 percentage points), and 6% in the case of warehouses (-0.75 percentage points).

INVESTMENT MARKET IN CENTRAL EUROPE

The volume of investments in CEE (in Poland, the
Czech Republic, Hungary, Slovakia and Romania)
exceeded 11.7 billion EUR in 2016, which represents
an approximate year-on-year growth of 35%. One of the
biggest transactions that closed in 2016 was the GIC's
acquisition of the pan-European P3 platform of devel-
opment company P3 by the Singapore state fund GIC
Real Estate. The value of real estate in this portfolio in
Central Europe is estimated at 1.3 billion EUR.

The most significant transaction last year in Poland
was the change of ownership of the Echo Investment
portfolio, which was purchased by the South African in-
vestment company Redefine Property. This was a 75%
stake in a ten property portfolio of retail and office
buildings valued at 1.2 billion EUR. The total volume
of investments in Poland reached 4.6 billion EUR, with
a predominance of retail investments, followed by
offices. The uncertainty regarding the legal and tax
environment in Poland, as well as social reforms and
their long-term economic effects, are causing certain
institutional foreign investors to approach investments
in Poland with more caution. This leads to delays in the
conclusion of investment transactions.

2016

GRAPH Investments in Central Europe. (million EUR)
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In addition to the Czech Republic, record investment
results were also achieved in Slovakia, with a total volume
of 850 million EUR. The most significant transaction in
Slovakia was the acquisition of the Central shopping centre
in Bratislava by Allianz Real Estate (179 million EUR).
Additionally, due to the sale of the regional shopping cen-
tres of OC Laugaricio, Korzo Prievidza, Aupark PieStany
and the acquisition of the portfolio of retail parks by Immofi-
nanz, the retail segment had the largest representation

in real estate transactions. A key transaction in the office
segment was the sale of Twin City A by IAD Investment.

In 2016, Hungary more than doubled its volume of real
estate investments to a total of 1.77 billion EUR. The
investment activity was primarily driven by offices. The
largest transaction was the sale of the administrative
complex Millenium City Centre at 175 million EUR,
which was purchased by CA Immo. Similarly, investors
in Romania placed the greatest amount of capital into
office buildings. The most important transaction was the
acquisition of a minority stake in Globalworth, which is
(the largest owner of offices in Romania), by the South
African investment group Growpoint.

During the year, there was a yield compression for prime
real estate in monitored markets.

Source: BNP Paribas Real Estate
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4TH QUARTER OF 2016 OFFICES RETAIL LOGISTICS
Czech Republic 4,95% 3,75% 6,00%
Slovakia 6,50% 6,00% 7,50%

Poland 5,35% 5,00-5,25% 5,50-6,50%
Hungary 6,75% 6,50% 8,25%
Romania 7,50% 7,25% 8,5%

It is expected that there should be a further slight reduc-
tion in yield rates across segments in 2017.

CZECH INVESTMENT MARKET

The Czech Republic benefits from the global availability
of free capital and a low interest rate environment.

In comparison with its Central European neighbors, inves-
tors also appreciate the stable economic and political situ-
ation and balanced real estate market. The total volume
of real estate investment transactions exceeded 3.6 billion
EUR in 2016, exceeding the record result from 2015 by
30%, when investments in the amount of 2.8 billion EUR
were realized. Last year's record figures were greatly influ-
enced by the transaction of European platform P3, where
the value of the Czech part of the portfolio significantly

GRAPH Quarterly volume of investments. (million EUR)

(not including the RPG Apartments transaction). If we
include these specific transactions, the average rises to
55 billion EUR in 2016, in comparison to 56 million EUR
in 2015. The median value of the transaction in 2016
reached 24 million EUR.

Investor activity will not weaken this year. As early as in

the first month of 2017, we saw the conclusion of major
transactions, such as the sale of OC Letnany to Union In-
vestments (233 million EUR). CPI Group is finalizing the ac-
quisition of the Central European portfolio of CBRE Global
Investors Global Investors, whose value should exceed 650
million EUR, and which includes 11 shopping centers in
the Czech Republic, Hungary, Poland and Romania. Other
significant transactions from the beginning of this year in-
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exceeded 700 billion EUR. Similarly, a very specific transac-
tion in 2015 was the sale of the portfolio of apartments
RPG, with a value of 700 billion EUR.

As usual, investor activity accelerated towards the end
of the year. In the 4th quarter of 2016 alone, transac-
tions worth 2.2 billion EUR were concluded, which is
more than 6x as much as in the same period in 2015,
and 4x as much as in the 3rd quarter of 2016.

Throughout the year, a total of 69 investment transac-
tions were realized, which is more than in 2015 when
about 50 transactions were concluded. The greatest
number of transactions were registered in the segment
of 20-50 million EUR, namely 20 transactions, followed
by the segment of up to 10 million EUR, amounting

to about 17 transactions. The increasing number

of transactions exceeding 100 million EUR is striking.
The recorded number of such transactions was 7.

In 2016 there were 7 such transactions, in 2015 there
were 4, (including the residential portfolio RPG), and in
2014 there were only two.

The average transaction size, not including the P3
platform, reached 44 million EUR, similarly to 2015

2016

clude the sale of the Komeréni Banka building Na Prikopé
33, which was purchased by the Austrian CommerzReal,
as well as the sale of several administrative centers. The
sale of shopping centre Olympia Brno was concluded in Q1
2017. Another huge pan-European portfolio transaction of
IKEA retail parks, including real estate in the Czech Repub-
lic, is being completed by British investment group Pradera.

Already in Q1 2017, when real estate volumes exceeded
1.4 billion EUR, 2017 is ppoised for anoother strong
result in real estate investments. It is not unrealistic that
the investment volume could reach similar numbers as
it did in 2016. We expect a result in the range of 3-3.5
billion EUR. The long-term average for the last ten years
(2007-2016) amounted to 1.7 billion EUR.

SECTORS

With 44%, office real estate had the largest share of the
total annual volume of investments. Without a doubt,
last year's most significant office real estate transac-
tions include the acquisition of the office complex The
Park by German investment fund DEKA, City Tower

by the Czech open-ended investment fund REICO, or
Enterprise Office Center, which was acquired by the joint
venture RSJ Private Equity and Avast.

Source: BNP Paribas Real Estate I I
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Retail real estate and retail-led mixed use projects
accounted for 24% of real estate investments. Interest
in regional real estate stepped up in 2016, largely led
by retail (shopping centres)Significant transactions
included Forum Usti nad Labem, Forum Liberec nd
Bondy Centrum Mlada Boleslav. The largest transaction
was tzhe Atrium portfolio, acquired by Palmer Capital
(Arcona Capital). In regions, the owners of shopping
centers such as Forum Usti nad Labem, Forum Liberec
and Bondy Centrum Mlada Boleslav,

were changed.

There is a great deal of interest in Prague high street
retail. With the prospect of continued rental growth,

the limited offer of space and tenants' high interest in
prestigious locations, these "high street" investments at-
tract foreign institutional investors, local private capital
and private investors, as a form of wealth preservation
the value of assets. The most significant transactions

in this segment include buildings at Na Pfikopé 23-27
purchased by the Lasalle Investments investment fund,
Kotva shopping center purchased by PSN, a building at
28. Rijna 15 purchased by Generali Group, or Revoluéni
1-3, which was acquired by Vienna Insurance Group.

Transactions in the logistics segment, with a 25% share
in the total volume, consisted primarily of portfolio trans-

I GRAPH Real estate investments by sector in 2016.
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actions or the sale of pan-European platforms in the
Czech Republic and Europe. This includes the acquisi-
tion of the aforementioned portfolio by the Singaporean
state fund GIC, the purchase of the Prologis portfolio by
a Norwegian state fund (NBIM), or the transfer of the
Central European logistics portfolio HB Reavis to Mac-
quarie Bank of Australia. The attractiveness of this seg-
ment is due to the low vacancy rate, construction mainly

limited to built to suit projects and a high demand
fueled by the boom in e-commerce. Moreover, portfolio
transactions in this segment offer large (and sovereign)
investment funds the necessary diversification and the
ability to place a substantial amount of capital.

The hotel sector also reported positive news. There

was also a record total volume of investments in this
segment, and it represented almost 7% of the total
volume of investments. This reflects the high efficiency
especially of Prague hotels, supported by the high influx
of tourists and good safety situation that Prague enjoys,
in comparison with other Western European destina-
tions. The hotels Mandarin Oriental, Park Hotel Praha
and Hilton Prague Old Town, all transacted.

INVESTORS

Czech investors were responsible for more than a third
of the completed investment transactions. Asian capi-
tal also for one third, mainly due to the two major ac-
quisitions of the pan-European portfolio of platform P3
and the administrative complex Florentinum, as well
as the acquisition of Hilton Old Town Prague. German
investors significantly strengthened their activity with
the acquisitions of The Park (DEKA) and the acquisition
of OC Letnhany by Union Investments, which will affect
the statistics for 2017.

Source: BNP Paribas Real Estate, leden 2017

Source: BNP Paribas Real Estate, leden 2017

The high liquidity of the Czech investment market is also
confirmed by the entry of new players. In 2016, entirely
new entities completed transactions in the Czech market,
including Macquarie Bank of Australia, Lasalle Invest-
ments and the British investment company M7 Real
Estate. South African investors became active in the
Czech market, such as Rockcastle and New Europe Prop-
erty Investments (NEPI), primarily through acquisitions
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of the shopping centers Forum Liberec and Forum Usti
nad Labem. We can also expect investors from the Middle
East to become active in the Czech market.

YIELD RATE

During the year, the compression of yield rates contin-
ued, by approximately 75 basis points year-on-year. This
is due to the strong investor demand and excess of free
capital, which investors are trying to place in an effort to
achieve better returns than in alternative investments.
The situation is also strengthened by attractive bank fi-
nancing conditions, which are among the most favorable
in the region of Central and Eastern Europe.

The yield rate (prime yield) dropped below 5% for for
prime offices, 6% for prime warehouse space, 6% for
attractive warehouse real estate, 3.75% for premium
real estate on the main shopping streets, and circa 5%
for top shopping centers. The reference transaction that
shifted the prime yield for office real estate in Prague
was the sale of the administrative complex Florentinum
in Prague 1 by Penta Investments company Penta
Investments. Yield rates are reaching historic lows in all
monitored segments.

Despite yield compression for premium real estate, they
still compare well to Western Europe. For prime yields

GRAPH Investment volumes. (2004-2016)
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in Munich or Berlin, the prime yield is approx. 3.3% in
comparison with almost 5 % in Prague. German invest-
ment funds are therefore active in the Czech market
again. German investors, who are traditionally more
conservative, can achieve more attractive yields than

in their domestic market or other Western markets at

a relatively low risk due to the stable Czech real estate
market. Just for comparison: the yield rate for top offices
in Paris reaches 3.2%, and 3.5% in London.

A comparison with alternative risk-free types of invest-
ments shows that real estate is a very desirable asset.
Five-year yields of German federal bonds reaches 0.1%,
and the yields of Czech ten-year government bonds
reached a yield of 0.6%. The difference between the
yield of government bonds and top yields from com-
mercial real estate is shrinking, but real estate is still
proving to be very attractive in comparison to bonds,
where the difference in yield rates is higher than it was
in 2006,/2007.

FORECAST 2017

We expect the yield rate to gradually stabilize during
2017. However, we cannot rule out a slight compression
of circa 25 basis points due to the continued strong
investor activity, which is in line with the expectations
of the ARTN survey respondents.

Source: BNP Paribas Real Estate, leden 2017
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The most improtant event of 2017 was the abandon-
ment of the currency intervention scheme by the Czech
National Bank. Estimates of the impact of this change on
real estate and real estate investment vary. Most rents

on top "prime" real estate are denominated in euros, and
real estate investment transactions are also implemented
in this currency. In the segment of "B-real estate", rent

is mostly denominated in Czech crowns, and transactions
and financing are also implemented in the domestic
currency. So far Czech Crown has not recorded signifi-
cant strengthening. A period of exchange rate fluctuations
is expected.

Experts agree that abandoning the intervention scheme
will be accompanied by an increase in interest rates.
This, together with the conservative approach of banks,
may lead to more expensive debt financing of real estate
investments.

The predicted continued growth of inflation will be
reflected in the rental indexation and lead to increased
rental income. Rents are also boosted by the stronger

demand, and we therefore expect a year-on-year increase
of 5-7% for offices. Along with the compression of yield
rates, it will also contribute to the continued growth of
market prices of commercial real estate.

In the context of the above assumptions, we expect
the volume of capital that investors are trying to place
in domestic real estate to decrease in 2017/2018.
The European Central Bank extended the quantita-
tive easing policy, although at a slower pace. It is
believed that even the Czech real estate market and
real estate investments will feel the effects of other
political events, such as Brexit, the political decisions
of the new US president Donald Trump, and maybe
the geopolitical destabilization in the Russia - Ukraine
relationship or the development in China.

LENKA SINDELAROVA
BNP Paribas Real Estate Czech Republic
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LAW

In previous editions of Trend Report, we provided a summary of the most
important institutes of Act no. 89/2012 Coll. of the Civil Code, as amended
("Civil Code"), and their impact on real estate practice.

Previous editions of Trend Report also show that the
real estate market perceives the shortcomings of the
re-codification of private law. These particularly include
the ambiguities of the Civil Code, which affect the legal
certainty of parties. Given that it's been three years
since the Civil Code came into force, the case law of the
Supreme Court is slowly beginning to form, which can
help remove uncertainties associated with the adoption
of the Civil Code.*

In the first part of this chapter, we will therefore focus
on the year-on-year comparison of the development
of the Supreme Court's case law, which may affect real

builder for compensation, upon an application by either
party. The builder may then demand that the landowner
transfer the land to him for the usual price. The right to
demand the purchase of the land by the builder is also
retained in favor of the landowner.* ©

The situation is more complicated if there is an un-
authorized building on third party land that was built
before January 1, 2014. With regard to the transitional
provisions of the Civil Code, the building does not
become part of the land. The question remains how
such a building should be settled.” The Civil Code
offers no guidance in this respect.

estate transactions and the real estate market as such,
as well as certain institutes that are important for real
estate practice, which remain the subject of discussions
(temporary building).

Under legislation in force until December 31, 2013, it was
true that if someone builds an unauthorized building on
third party land, the landowner could seek the removal

of the building at the expense of the person who built

it.* Under existing case law, the settlement of a building
located on third party land took place in accordance with
the legislation in effect at the time of the court's decision
on the settlement. Accordingly, the settlement of unau-
thorized construction after January 1, 2014 should take

In the second part, we focused on the first amendment to
the Civil Code, the result of which the pre-emption rights
of co-owners of immovable property will be restored.

SETTLEMENT OF BUILDINGS ON THIRD PARTY LAND

Practice has been assimilated with the fact that from
January 1, 2014, buildings became part of the land,
provided that the same person had ownership rights
to the building and the land. Buildings that were in the
ownership of a person other than the landowner when
the Civil Code entered into force did not become part
of the land.” For this case, the Civil Code anchored the
mutual statutory pre-emption right of the owner of the
building and the land.

place in accordance with the Civil Code.”

In the course of 2016, the Supreme Court had the
opportunity to rule on the application of the Civil Code
to legal relations arising from unauthorized construc-
tion on third party land before January 1, 2014. The
Supreme Court ruled in the sense that the amendment
to the Civil Code is not applicable to the settlement

of these buildings, because the Civil Code is based on
an opposite approach to the settlement of unauthorized
buildings than the approach enshrined in transitional
provisions. It stated that buildings built by a builder who
is not the owner of the land before January 1, 2014,

do not become part of the land.

If the builder builds on third party land with the Civil
Code in force, without having any legal title, this building
shall accrue to the landowner,” who shall compensate
the person who built the building in good faith for the
reasonably incurred costs.” Other methods of settlement
vary depending on whether the builder was in good

faith or not. Upon an application by the landowner, the
court may decide to remove the unauthorized building,
but it may also order the land into the ownership of the

The settlement of unauthorized buildings built before Janu-
ary 1, 2014 will therefore continue to be performed under
Act no. 40/1964 Coll., Civil Code, whereas the removal

of the building will continue to be the primary settlement.
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For now, this case law is primarily associated with the application of transitional provisions of the Civil Code.

This principle also applies to buildings that (i) are co-owned and the landowners are only some of the co-owners, or (ii) buildings that are to be built on third party land on the basis of substantive
law incurred by the builder before the Civil Code entered into force, or pursuant to a contract concluded before the effective date of the Civil Code. Therefore, in our opinion, buildings located on
third party land pursuant to a lease agreement concluded before January 1, 2014 did not become part of the land.

In accordance with § 1084 of the Civil Code, a building built on third party land "falls into" the possession of the landowner. The term "falls into" was chosen with regard to the fact that such

a building may be temporary, which is an independent building according to the Civil Code, and therefore does not become part of the land.

In the case of a builder that was not in good faith during the construction, he is entitled to compensation for the actual increase in the value of the land after the construction,

The nature of unauthorized construction is associated with the absence of a title at the time of its construction (judgment of the Supreme Court, File no. 22 Cdo 604/2013). If the building is built
on third party land without a proper legal title, but this shortcoming is later remedied (the builder and landowner conclude a contract under which the builder accrues the factual or contractual
right to build on the land), it will no longer be unauthorized construction (judgment of the Supreme Court, File no. 22 Cdo 1627/99).

Assuming that he knew about the construction and did not cancel it without undue delay.

There is also the question of whether the owner of the building has a legal pre-emptive right to the land on which the building is located.

The court did not accede to remove the building unless it was purposeful. In this case, if the landowner agreed, the court could place the building in the landowner's ownership for compensation.
Another way of settling the rights of the builder and landowner included granting an easement for compensation.

For example, decision of the Supreme Court, File no. 22 Cdo 3122/2009.



The question remains how buildings rightly built on third
party land before January 1, 2014 under a temporary
title (e.g. lease) will be settled, the effect of which will
expire under the Civil Code.

ACQUISITION FROM A NON-OWNER

In previous editions of Trend Report, we already ad-
dressed the issue of the acquisition of property from

a non-owner based on the protection of the acquirer's
good faith under the Civil Code. Given that the principle
of acquisition from a non-owner based on good faith

is only applied to transfers executed after January 1,
2015, we believe that in the context of real estate
transactions, the possibility of acquiring ownership
rights to real estate registered in the Cadastre of Real
Estate from a non-owner in the event of transfers made
before January 1, 2014 (or 2015) will continue to be

a current issue.

This issue has been questionable between the Consti-
tutional Court and the Supreme Court for a long time.
While the Constitutional Court subscribed to the conclu-
sion that even though the law did not revise the pos-
sibility of acquiring ownership rights to real estate from
a non-owner, it is possible for a purchaser to acquire
ownership rights this way in good faith.*’

In contrast, the Supreme Court argued that with regard
to the principle that no one can transfer more rights
than he has himself, it is not possible to acquire owner-
ship rights to real estate registered in the Cadastre of
Real Estate from a non-owner in good faith with nothing
else, but only if the ten-year prescriptive period also
expires. In this case, a prescription of ownership rights
occurs. The Supreme Court initially persisted in its argu-
ment, even after the Civil Code entered into force.

The turning point came in the ruling of the Supreme
Court, File no. 31 Cdo 353/20186, in which the Grand
Chamber concluded for the first time that according to
legislation in effect until December 31, 2014, it was
possible to acquire ownership rights to real estate reg-
istered in the Cadastre of Real Estate from a non-owner
based on the good faith of the acquirer in the registry
in the Cadastre of Real Estate.™*

Unlike the Civil Code amendments, no restrictions similar to
those in the Civil Code arise from the case law of the Consti-
tutional Court and the Supreme Court.** The protection of
the good faith of the acquirer of ownership rights to real es-
tate registered in the Cadastre of Real Estate before January
1, 2014, or January 1, 2015, can therefore be considered
broader than the protection provided by the Civil Code.

TEMPORARY BUILDING

A temporary building is a separate immovable thing,
and it is one of the exceptions where the building does
not become part of the land.** However, the concept
of temporary buildings is not defined by the Civil Code,
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and almost immediately discussions emerged about
the nature of the temporary building and the question
of whether it will be possible to build on third party land
as a separate thing after the Civil Code enters into force
(i.e. without it becoming part of the land), such as under
a lease agreement.

With regard to the principle of independent application
of private and public law, the indecisive assessment
by the building authority should be used to determine
whether a building is temporary or not, i.e. whether
the use of the building was permitted temporarily

or indefinitely.**

Without defined criteria for temporary buildings in the
jurisprudence of the Supreme court, we can assume with
regard to the prevailing conclusions of the professional
public that the main criterion for assessing whether

a building is temporary or not is the builder's intention,
i.e. how the building will objectively appear to third parties
and whether it can be considered permanent or not in
their view (e.g. with respect to its building structure).

Basically, the fact whether the title based on which

the building is located on the property is temporary

or not should not in itself determine the temporary na-
ture of the building.** Building on third party land under
a lease agreement after the Civil Code entered into force
can therefore be quite risky.** We can conclude that
without the case law of the Supreme Court, the surest
way of establishing buildings on third party property
(without these buildings becoming part of the land)

is the acquisition of building rights.

PRE-EMPTION RIGHTS

With the amendment to the Civil Code no. 460/2016
Coll., the institute of statutory pre-emption rights in the
case of the transfer of co-ownership shares in real estate
is re-established, with effect from January 1, 2018. This
may prolong the sale of real estate by several months.

The cancellation of statutory pre-emptive rights was one
of the major innovations introduced by the Civil Code
that was welcomed by real estate practice. The existing
statutory pre-emption rights of co-owners pursuant to

§ 140 of Act no. 40/1964 Coll., Civil Code, expired with
the expiration of one year from the date of entry into
force of the Civil Code, i.e. on January 1, 2015. At the
same time, the Civil Code newly modified the pre-emp-
tion right in the event that the co-ownership was estab-
lished with acquisition for the event of death or another
legal fact, so that the co-owners cannot influence their
rights and obligations from the beginning. In this case,
the pre-emption rights last for a period of six months
from the date of the establishment of co-ownership,

Therefore, the statutory pre-emption rights for all trans-
fers of co-ownership shares in real estate will be ex-
tended from January 1, 2018.*¢ If a co-owner intends to

1 According to the Constitutional Court (e.g. the decision of the Constitutional Court, File no. IIIl.US 415/15), the principle of good faith is one of the key manifestations of the principle of legal certainty.

N

N

1 The main argumentative basis was the obligation to respect the jurisprudence of the Constitutional Court.
2 Under § 984 of the Civil Code, if the status is not recorded in a public register in accordance with the actual status, this status gives testimony in favor of the person who acquired the real right

for consideration (they will therefore be contractual transfers, not free of consideration) in good faith from the person authorized to do so according to the registered status.

N

N

2 Under § 506 of the Civil Code, the space above the surface and below the surface, buildings built on the land and other facilities, with the exception of temporary buildings, are part of the land.
4 Withal, the Supreme Court has already ruled on the possibility of using building regulations to define buildings in a civil sense, in its judgment with File no. 22 Cdo 1118/2005, in which it stated

that "[V] when civil regulations use the term "building", this concept cannot be interpreted only by building regulations, because building regulations understand the term "building" dynamically, as
an activity directed at implementing a work (but sometimes also as the work itself). For the purposes of civil law, the term "building" should be interpreted statically, as a thing in the legal sense."

n

N
5

on third party land would apply.

S This temporary title will be mainly a lease agreement or an easement agreement.
Today, builders have no legal certainty of whether the building will be considered part of the property. In this case, the rules set out in the part regarding the settlement of buildings located

17 With the exception of pre-emption rights in the case of co-ownership of an agricultural or family enterprise.

N

# The Civil Code also regulates (i) the statutory pre-emption right of the building owner and the owner of the land, if it is a different person, (i) the statutory pre-emption right of the tenant to the

unit during its first transfer, if the unit is established by splitting the right to the house or land into ownership rights to units, or (iii) the statutory pre-emption right of the builder and owner of the

land in the event of the acquisition of a building right.
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dispose of his*° stake, he will be obliged to offer its sale
to a pre-emptor.?° The seller's obligation to offer the sale
of his stake to a pre-emptor only arises when the seller
concludes a purchase agreement with a third party

(i.e. who is willing to buy). Until then, the pre-emptor has
no right or legal means to require the seller to offer him
his stake for sale. After the conclusion of a contract with
a party that is eager to buy, the seller is obliged to make
the pre-emptor an offer with the announcement of the
terms of the transfer.”*

If the pre-emptor accepts the offer, the purchase be-
tween the seller and pre-emptor will take place basically
under the same conditions agreed upon between the
seller and the party willing to buy. The pre-emptor is
obliged to pay the seller the purchase price within the
agreed deadline; if there is no deadline, he is obliged

to pay the seller within three months after the bid for
the sale of the immovable property was made. If the
pre-emptor fails to pay the price within this period,

he can no longer seek to realize the purchase.

It is clear from the above that situations may arise
where two contracts are concluded for one subject,
whereas the application of pre-emption rights will not
automatically terminate the contract with the pre-emp-
tor. The Civil Code is trying to solve this problem

in a way that if the party willing to buy knows about the
pre-emption right (or must have known about it), the
contract is concluded with a condition for the cancella-
tion of the application of the pre-emption right.

Even after the reintroduction of the statutory pre-emption
right between co-owners of immovable property, it will be
possible for co-owners to waive their pre-emption right,
even with the effects on their legal successor. In the case
of immovable property registered in a public register, the
waiver of the pre-emption right will also be recorded.””

TEREZA FROHLICHOVA
ACHOUR & PARTNERS advokatni kancelar, s.r.o.
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The pre-emption right is used in the case of transfers for consideration and free transfers.

The Civil Code defines a pre-emptor as a person in whose favor the pre-emption right is established.
If the pre-emptor accepts the offer, the purchase between the seller and pre-emptor will take place under the same conditions agreed upon between the seller and the party willing to buy.
The record of waiving the pre-emption right will be made with a comment.
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INVESTMENT TRANSACTIONS

Excess money in the economy, ample liquidity in financial markets, a lack of qua-
lity investment real estate and the resulting excess demand for quality real estate
above its offer, is also reflected in the legal plane. The described excess affects
the content of legal documentation negotiated for transactions, as well as the
actual negotiation between the buyer and the seller. This trend has been evident
since 2015, when the demand began to outweigh the supply.

Transactions last year also took place primarily through
the sale of project companies owning the respective
investment real estate (share deal), while the direct sale
of investment real estate itself (asset deal) is still rare.

In addition to significant hidden tax burdens for the buyer,
the purchased investment product is "contaminated" by
the long, often more than ten-year history of the company
with a number of its previous owners. This poses risks
that the seller is only partially prepared to reflect in the
legal documentation and thus protect the buyer.

LEGALLY, THIS TREND IS REFLECTED
IN THE FOLLOWING PLANES:

1) Negotiation of the intent of the parties
(Letter of Intent)

It is obvious that during the negotiation of the intent

of the parties, the seller has the maximum possible
bargaining position. After granting exclusivity to a single
candidate and the commencement of due diligence by
this candidate, the seller's negotiating position gradually
declines. In the case of multiple candidates interested
in the given real estate, the seller has the option to
negotiate in the agreement of the intention of the parties
a substantial part of the future legal documentation, so
that after he grants exlusivity to the final candidate, his
position is simplified and as favorable for the seller as
possible. This tactic is often used by sellers.

We frequently see agreements on the intent of the parties
that not only include the basic parameters of the transac-
tion, but also certain detailed arrangements for a future
purchase agreement (share purchase agreement, SPA).
These arrangements are primarily related to the seller's
liability to the buyer for representations and warranties

- namely the duration of the representations and warran-
ties, the minimum and maximum financial limitations and
a detailed description of the qualification of representa-
tions and warranties submitted in documentation for

the performance of due diligence, but they also contain

a complete list of all representations and warranties.

Legal issues that were usually only discussed in the past
with the final single candidate within the SPA are now
often discussed with multiple candidates already in the
Letter of Intent stage. The ultimate consequence is the
limited ability of buyers to assert the necessary level of
protection in legal documentation in an effort to compete
with other candidates, not only with the offered price, but
also the amount (or limitation) of requirements to protect
themselves from the seller.

IN TERMS OF LAW

2) Co-exclusivity

In the sale of very attractive investment real estate, we
are beginning to see the granting of exclusivity for due
dilignce and for the negotiation of the legal documen-
tation of the transaction to multiple candidates, who

are aware of the shared or joint exclusivity with other
candidates and agree with it. The fact that multiple
candidates (usually two, three at most) are admitted into
the due diligence process and the negotiation of the legal
documentation, is extremely difficult for the seller.

This creates substantial transaction costs for multiple
potential buyers (costs for due diligence consultant, costs
associated with negotiating the legal documentation,
etc.). For those candidates who do not end up winning the
real estate, these transaction costs are incurred unneces-
sarily. It is therefore not uncommon for sellers wishing

to perform this kind of negotiation to compensate the
unsuccessful candidates for part of these costs incurred.
The compensation ranges between 50% and 100% of
costs for conducting due diligence.

The seller can also conduct the due diligence in advance
at his own expence with his own consultants, and dis-
close the results to candidates in a way that the buyers
can fully rely on the results of such due diligence. Of
course, this means that the seller's consultants must be
sufficiently experienced in the given field and have a suf-
ficient reputation, so that the results of due diligence are
acceptable to the candidates. The buyer then conducts
his own due diligence on a limited scale, which is there-
fore much cheaper than usual.

3) Title insurance and warranty & indemnity insurance

Real estate title insurance as a replacement (substitute)
or completion of the real estate title warranty by the seller
is a well-known and frequently used product in the Czech
market. This product is offered by a number of foreign
insurance companies - some well-established in the
Czech Republic for many years, but some of them entered
the Czech market quite recently and are only beginning to
build their position in the title insurance market.

The trend among insurance companies is to fight for

a market position, which is reflected in the expansion

of title insurance offers by a title to shares or stock of

a company being sold. Insurance companies want to
make their offer more attractive, and they are prepared to
assume a significant part of the seller's responsibility for
the required premium, namely the part of the responsi-



bility that carries with it the requirement for the seller's
sufficient financial coverage, demonstrating his future
ability to meet the liability commitment for the title on the
real estate or the company being sold.

The fact that sellers may significantly limit their repre-
sentation and warranty liability due to the overhang of
demand over supply, brought to the market the insurance
of all representations and warranties from the purchase
agreement, and therefore the assumption of either signifi-
cant or complete post-sale liability on behalf of the seller
by the insurance company. Although this product is well-
known and used in the Czech market, the resolution of
insurance claims and resulting performance of insurance
companies is still minimal, and the experience of most
players in the real estate market and their consultants

is still rather limited.

Given that a large part of sales transactions on the
seller's part is carried out with foreign real estate, and
investment funds and companies that distribute the
proceeds from the sale to their investors immediately
after the transaction and enter into liquidation, compre-
hensive insurance of all representations and warranties
from the purchase agreement is often the buyer's only
possible protection.

Another not entirely insignificant factor is the cost sharing
for both types of insurance (titles and other representa-
tions and warranties). We often see a trend where these
costs are either entirely borne by the buyer and are
therefore included in the offered price, or they are shared
equally by the buyer and seller, or the seller contributes
to the costs with a predetermined fixed amount.

4) Limitation of liability for representations
and warranties

A standard duration of warranties and the seller's
representations in favor of the buyer does not exist in the
market; the differences between individual transactions
are still significant. The duration of representations and
warranties is typically in the following range:

A. Warranties of a title to business shares/stock:
2-4 years

B. Warranties of a title to real estate: approx. 3 years
(sometimes even 10 years)
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C. Tax warranties: 3-5 years, sometimes indefinitely,
as long as the tax years subject to inspection by
the tax authority can be closed
D. Other representations and warranties:
1-2 years, exceptionally 3 years

Financial contractually agreed limitations of the seller's
liability (minimum and maximum amount limit) are also
not fully standardized, although we can see a certain
degree of unification in the approach. Typical financial
limitations are as follows:

A. De minimis: 5 000-30 000 EUR

B. Minimum amount of claim: 0.3 % to 1 % of the trans-
action value

C. Maximum amount of claim: 5% -15% of the transac-
tion value

D. The maximum claim amount on a title to real estate
and a title to business shares: 100% of transaction
value, or completely replaced by the insurance of both
titles, as described above.

It is quite common in the real estate market that repre-
sentations and warranties are limited (qualified) by all the
documentation that the seller submitted to the buyer and
his consultants for their due diligence. In very rare cases,
some representations and warranties made available

in such documentation for due diligence are not limited/
qualified. This includes representations regarding the
seller himself and his permission to execute the transac-
tion, representation on the title to the company being
sold, representations regarding past taxes and a number
of other selected representations. Even here, however,
the excess demand over supply is reflected in the buyer's
decreased legal comfort.

Despite the limitations in the legal comfort of buyers

in the Czech market described above, it should be noted
that the delinquency rate (the rate where representations
and warranties are breached by the buyer or when the
buyer registers the materialization of a risk arising from
the past and related financial damage) is very low,
approximately around 2% of completed transactions

EMIL HOLUB
Clifford Chance
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REAL ESTATE ACQUISTION
TAX - THE ACQUIRER
IS ALWAYS THE TAXPAYER

It has been three years since the real estate acquisition tax replaced the original
property transfer tax. The statutory measure of the Senate No. 340/2013 Coll.,

on real estate acquisition tax, remained in its original form until the autumn of last
year. On November 1st, 2016, the amendment to statutory measure of the Senate
made by Act No. 254/2016 Coll. came into effect.

The explanatory memorandum of the amendment
declares that its ultimate aim is to eliminate deficiencies
that occurred in practice, to specify the regulation and
to remove ambiguity. However, the amendment also
brought a number of changes that undoubtedly affect
the behavior and decision making of the real estate
market participants.

RADICAL CHANGES

The real estate acquisition tax is a direct tax, which
means it enables to identify the person who is a taxpay-
er accurately. As the name of the real estate acquisition
tax implies, it appears that the taxpayer

is always the acquirer, however until the amendment
became effective it used to be the exact opposite in
case of purchase contracts in respect of real estate.

In fact, the statutory measure used to provide that in
case of purchase or exchange of real estate, the trans-
feror shall be the taxpayer unless the parties

of the contract agreed otherwise.*

The most important changes brought by the amend-
ment can be summarized in three following points:

* Since the amendment came into effect, the concept
of the real estate acquisition tax has returned into
its originally intended form and the acquirer shall
be the taxpayer in all cases.

* In this context, another major change is the fact
that it is no longer possible for contracting parties
to agree that the transferor shall be the taxpayer.

* The institute of liability has been completely removed
from the legal regulation of the real estate acquisi-
tion tax.

All this brings both positive and negative consequenc-
es for the contracting parties which we will touch
upon further.

The memorandum to the amendment is optimistic
regarding its effects on tax administration. It declares
that financial authorities will have easier time in finding
and identifying the taxpayer, since his/her personal data
will be available in the land register. Furthermore, the
acquirer is more motivated than the transferor to actu-
ally pay the tax, as he/she is the new owner of the prop-
erty, which could be, although only in extreme cases),

the object of execution proceedings for non-compliance
with his tax obligations.

THE EFFECTS OF THE AMENDMENT ON PARTIES
TO THE TRANSFER AGREEMENT

Purchase price

So far, the transferor had to increase the purchase price
to compensate for the expected tax. With the new legis-
lation, the transferor is entitled to the whole purchase
price, not only to the current 96 %, as he/she is no
longer the taxpayer and is not therefore required

to add the amount corresponding to his/her projected
tax obligation to the purchase price. The transferor is
also no longer required to allocate and hold the corre-
sponding amount of funds for the future payment of the
tax to the tax administrator.

The acquirer is now the one who has to expect to incur
a total consideration of 104% of the purchase price
(in addition to possible real estate office commissions,
remunerations for legal services or other costs).

Total consideration (purchase price + real estate
acquisition tax)

Prior to the amendment coming into effect, the
transferor who intended to sustain an amount of CZK
1,000,000 needed to set the purchase price at about
CZK 1,041,667, from which he/she paid a tax of 4 %
= CZK 41,667 after rounding to whole crowns.

Nowadays, if the set purchase price is CZK 1,000,000,
the acquirer has to pay a total consideration of CZK
1,040,000 of which the transferor will sustain CZK
1,000,000. The tax liability of the acquirer will be lower
than the tax liability of the transferor in the previous
case (tax in the amount of 4 % of the purchase price
CZK 1,000,000 = CZK 40,000).

The abovementioned example demonstrates that
shifting the tax liability from the transferor to the
acquirer does not a priori present a disadvantage for
the contracting parties, since the overall consideration
associated with the transfer is actually reduced by

a certain amount. It can be stated, however, that the
previous case of increasing the purchase price was
more favorable for the state budget.

1 Aninteresting fact is that this regulation (transferor being a taxpayer) was only introduced into the statutory measure at the very end of the legislative procedure and it was not even the subject
of proper reflection process. Therefore it is no surprise that such solution proved to be unfortunate in practice.



For the sake of completeness it should be noted, that
abovementioned second case of total consideration
(CZK 1,040,000) could be also reached according to the
previous legislation with the agreement of both parties
(i.e. the parties agreed that the acquirer will be the
taxpayer, who pays 4 % of the CZK 1,000,000 purchase
price = CZK 40,000, with a total consideration of CZK
1,040,000).

A significant negative consequence of such agreement
however was that the acquirer had put on himself/herself
the obligation to file a tax return. Moreover, the acquirer
bore the risk of paying additional tax, if such was added
by the tax administrator. In order to avoid these risks a
relatively complicated modification of contractual relation-
ship between the contracting parties had to be created.

Mortgage

The change in legislation brings potential inconvenienc-
es for the acquirer consisting of an increase in the total
consideration for the acquisition of the property caused
by the presence of real estate acquisition tax, since this
tax is not included in the purchase price, however is
the acquirer’s direct tax liability. Question, whether the
tax may or may not be paid from the mortgage funds
logically arises.

Mortgage as a purpose loan should, strictly speaking,

be used to finance the purchase price of real estate,

not to finance taxes. The bank could therefore refuse

to provide the loan in the extent corresponding with the
estimated amount of the tax, which might cause a dif-
ficult dilemma for the acquirer whether he/she is able to
pay the tax from his/her own funds, or whether to opt for
expensive non-purpose loan.

If the bank also requires a down payment as condition to
provide a loan (generally at least 10 % of the purchase
price), this means that the client’s own funds must reach
the amount of 14 % of the purchase price. For example
when the purchase price is CZK 5,000,000, the tax
amounts of CZK 200,000. Such tax together with the
requirement of 10 % of the client’s own funds (= CZK
500,000) amounts of CZK 700,000. This fact might
represent a substantial obstacle for many people who are
interested in residential housing. Achieving the goal of
living in our own home is again a bit more complicated.

In practice, the experience seems to be positive,
whereas the mortgage banks approach this problem
creatively. Some of them agree to finance the tax under
the condition that the tax is included in the purchase
price in the respective transfer agreement. In such situ-
ation, the parties, or rather their legal representatives
are encouraged to find an optimal solution consisting in
ingenious wording of the relevant clauses of the agree-
ment for the transfer of property.

In cases where the bank is only willing to finance the
real estate acquisition tax if it is included in the pur-
chase price, it is necessary to adjust the provision
regarding the payment of the purchase price in the
agreement accordingly. In practice, we have seen cases
where the parties agreed that the purchase price will
be paid when its full amount is deposited onto an
escrow account. In such case, the custodian releases
the amount corresponding to the estimated tax to the
relevant tax authority according to and under an escrow
agreement, doing so after the submission of the ac-
quirer’s tax return. The remaining 96 % of the purchase
price is of course released to the transferor.

If the transferor expressly agrees in the transfer agree-
ment that the acquirer’s obligation to pay the purchase
price is fulfilled in the moment of the deposition of the
full amount of purchase onto an escrow account and that
only 96 % of the purchase price will be released to the
transferor’s account, this procedure de facto represents
the fulfillment of the acquirer’s tax obligation by the trans-
feror. Although someone may consider this method as
shaky, it is always up to the will of the parties to negotiate
the content of their obligations in compliance with one

of the fundamental principles of our private law - the
principle of freedom of contract. It seems that only prac-
tice will show whether this solution is “foolproof”.

We do not believe, however, that a tax authority would in-
tervene. If a tax return is filled properly by the acquirer and
if the tax administrator files the tax obligation as fulfilled,
the administrator will likely not investigate who specifically
had paid the amount. However an imaginary question
mark might stay hanging over the acquirer ’s head during
the limitation period, representing his/her fear - whether
the transferor will eventually decide to claim the additional
payment of 4 % of the purchase price, which he/she never
actually received, possibly with the statutory interest.
Liability

Another indubitably positive aspect of the amendment
is the termination of the institute of the acquirer’s
liability for the fulfillment of the transferor’s tax obliga-
tion. The liability legislation used to cause a need to
adequately adjust the transfer agreements in order to
eliminate the risks for the acquirer arising out of such
liability. Whether the transferor will actually pay the tax
or not was never under the acquirer’s control. He/she
could therefore learn about his/her tax obligation arising
out of his/her liability after several months, surprised
and short of the necessary funds.

Transfer and escrow agreements almost always con-
tained provisions on the conditions for the payment
of the tax, in order to avoid the risk of application

of liability. This, however, often greatly complicated
the negotiations on the contents of the agreements.

It used to be typical that parties agreed on releasing of the
amount of the tax from the escrow account directly to the
tax authority s account, rather than to the transferor’s.

In order to avoid the risk of additional tax, it was always
convenient to accompany the purchase contract with the
expert’s opinion regarding the price of the property.

Some acquirers also used to ask the other party to
submit a confirmation of the tax administrator proving
that the buyer has no outstanding payments towards the
tax office. All this was done to avoid a situation, where the
amount that should had originally be used to pay the real
estate acquisition tax, is set off by the tax administrator
for his receivable from the transferor arising from his/
her failure to pay any other taxes including all penalties
and other accessories. Finally this is no longer necessary
with the new amendment and it is also obvious that the
amendment has brought a positive change that will lead
to a significant simplification of contractual relationships.

OTHER CHANGES

Exemption of new buildings

Those who are interested in buying a building or unit
under a construction are surely not pleased by the fact

that with the introduction of the new amendment, the
first transfer of ownership title to such real estate under
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construction is no longer an exempt of the real estate
acquisition tax. Given that buildings under construction
are not registered in the land registry, complications for
tax administrators used to arise since they were not able
to verify whether the transfer of the ownership title to
such real estate is really the first transfer. The exemption
will continue to apply only to finished buildings and

units, occupied or prematurely occupied, all in the sense
of construction regulations.

The tax exemption will take place in accordance with
paragraph 7 section 2 of the statutory measure only if
acquisition of ownerships title to real estate takes place

in a period of 5 years from the date of completion or
commencement of use of the house, unit in an apartment
building or unit in an apartment building changed with
construction modifications, from whichever day comes
sooner. Therefore the tax needs to be taken into account

if the acquirer chooses to buy the building/unit under
construction and to finish it by himself/herself. While trying
to optimize costs, acquirers face a new unknown question
of whether it is better to: A) buy an unfinished property,

pay the tax and finish the construction by themselves in
accordance with their wishes; or to B) buy the finished
property and deal with the transferor about all construction
alterations, and pay for them extras, of course.

Property exchange

Another change brought by the amendment which is by
the way referred to by the authors of the chapter “Property
taxes”, is the simplification of the procedure for determin-
ing the taxable amount in case of the property exchange.

In case of real estate exchange between two parties in
which the acquisition of ownership titles is subject to tax,
the value of the exchanged property will be disregarded for
the purposes of the agreed price, provided that the acquisi-
tion value is not exclusively the agreed price. Therefore,

if one party gives the other party an additional monetary
payment, then the agreed price will be equal to the amount
of this monetary consideration.

Taxation of public utilities

The area of the taxation of public utilities was also
simplified. The public utilities themselves are not subject

to the real estate acquisition tax (e.g. sewer or water
pipelines), but if the building is a part of such public
utility, then the building will be the subject of taxation.

Generally the acquisition of immovable property for
consideration is a subject to the tax on acquisition of
real estate - and such real estate namely means the
land, building, unit, the right to build or the co-ownership
share of the real estate. Given that there is still no clear
consensus among the professional public on whether
public utilities are movable or immovable property, the
tax administrator was allegedly put in a position in which
he/she assessed the legal nature of the respective
public utilities and such topic is a matter of private law,
not the public law. The amendment to the statutory
measure solved the aforementioned problem cleverly

- as it was already indicated above, nowadays only the
acquisition of the building (or the co-ownership share

of it) will be taxed, provided that such building is a part
of public utility, is transferred for consideration and
meets the criteria according to the Cadastral Act.

GENERAL INFORMATION ABOUT THE REAL ESTATE
ACQUISTION TAX

The real estate acquisition tax is a property tax derived
from the acquired real estate property. Even after the
amendment, the tax rate remains 4 % and it is depend-
ent on the acquisition value (i.e. the agreed price, com-
parative tax value, determined price or special price)
minus the deductible expenses - expert remuneration
and costs of an expert opinion, provided that such
expert opinion is a compulsory annex to the tax return.

Like other kinds of taxes, the real estate acquisition tax
is not a popular subject among the general public. The
main arguments are that the real estate acquisition tax
is causing an increase in prices of real estate and im-
peding the construction, and that the tax causes double
taxation, since the property is purchased from funds
that were already taxed.

MARTIN MLADEK, HANA NOVAKOVA
Invicta Law, advokatni kancelar
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TAXES ON REAL ESTATE

In the area of tax legislation, 2016 was a rather peaceful year. It was character-
ized by stabilization and experiencing previously introduced innovations and their
chiselling. Given the fact that this year is election year, we can no longer expect
a tax revolution. Even though we have seen attempts in the first few months to
make certain changes, particularly in the area of electronic records of sales,
there was no "fast-tracking" like we have seen in the past.

INSPECTION REPORT

A major innovation in 2016 that taxpayers had to get
used to was the inspection report. From January 1, 2016,
all VAT payers have the obligation to submit this report.
Although the introduction of this control mechanism was
received tumultuously by some taxpayers, it must be
noted that after the system was established, there are
no significant problems with submitting the reports.

The General Financial Directorate is also trying to respond
to certain unreasonable penalties associated with the
reporting, and is gradually expanding the grounds on
which the penalties can be waived.

In practice, however, the procedures of tax authorities
associated with verifying information from the submitted
reports are the most problematic. A detailed verification
of facts that are not important with regard to the overall
size of the entity and that cannot ultimately lead to
additional tax, can be seen in many cases. We can only
hope that the ongoing practice and acquired experience
of tax administrators will lead to the abandonment of
examining any differences that may arise, and that they
will focus exclusively on the essential facts.

A completely new element that we can see in this
context consists of "informal" calls and requirements
of individual tax administrators sent by email. This
poses a dilemma for the concerned payers of how to
respond to such calls, especially when the tax adminis-
trator sets a deadline for a response that is often

no longer than three or four business days.

Legal support for these types of calls is very difficult to
find. This practice has developed during the year so that
if the taxpayer does not respond to such a call in any
way, the tax administrator repeats the same demand
through "standard" methods governed by law. On the
other hand, reacting to the tax administrator's informal
email call may speed up proceedings in many cases,
and may alsolead to a faster refund or termination of
the procedure without further examination. In any case,
it is recommended that any response to this type of call
should be made by standard means, therefore prefer-
ably via a data box or regular mail.

TAX ADMINISTRATOR PROCEDURES

In connection with tax administrator procedures, we
can continue to expect increasing efforts to increase
state budget revenues using existing legal means in
2016. This goal is reflected in the current policy of the
Czech Ministry of Finance and partial amendments,

which are either planned or have already gone through
the legislative process.

Measures supporting the established policy
in the coming period will particularly include:

* Specialized tax audits

* Consistent application of the possibilities
of current legislation

* Emphasis on transfer pricing

* Continued changes in reverse charge for local
fulfillment

 Introduction of electronic records of sales (EET)
in other areas.

SPECIALIZED TAX AUDITS

In 2017, we can expect that initiated tax audits will
usually not deal with all tax areas. They will focus on the
areas in which they can expect an increased probability
of detecting tax arrears, or possibly a serious violation
of tax rules. Tax audits are generally also not initiated on
a random basis, but on the basis of evidence found di-
rectly in tax claims and their annexes, inspection reports
and newly also from the EET system.

Given the increased number of initiatives, we can see

a gradual transfer of the control function to other parts
of state administration as well, specifically customs ad-
ministration, which, in addition to managing excise taxes,
will also have the responsibility of inspecting the function
of the newly introduced electronic record of sales.

Other procedures directed at higher tax revenue include
the sharing of information and procedures between indi-
vidual tax authorities. There is a significant shift particu-
larly in the knowledge and specialization of inspection
staff. Different types of additional tax assessments are
discovered in taxpayers in certain periods, regardless

of their regional affiliation. It is therefore clear that
"successful" procedures are applied by tax administra-
tors throughout the country.

CONSISTENT APPLICATION OF THE POSSIBILITIES
OF CURRENT LEGISLATION

This policy primarily includes increased control over tax
collection. Tax administrators are trying to use proce-
dural methods that we have only seen rarely in the past.
For example, we can increasingly see a tax securing
institute through tax distraints.

Although this was used more as a last resort in the
past, its popularity among tax authorities is increasing,



which is also based on the increased number of judicial
decisions. We also see tax distraint among ordinary
taxpayers in the course of a tax audit, when a tax that
is yet to be levied is distrained!

It is also used to enforce the payment of tax arrears

in respect of penalties or interest on arrears, in a very
short period after their amount is announced. Defense
against such an act by a tax administrator is very dif-
ficult and basically unattainable in a short timeframe
because of the length of judicial proceedings.

TRANSFER PRICES

Thanks to internal communication between state admin-
istration divisions, tax audits focus on specific areas that
may be associated with the greatest risk of additional
tax assessment. The main area that they currently focus
on are transfer prices.

In relation to the verification of transactions and prices
in the group, tax administration had previously intro-
duced the obligation to report the volumes of transac-
tions executed between related parties. It requires this
in the form of an annex to the income tax return. The
data contained in this annex may identify entities with
a significant proportion of transactions in the group.

The information in the presented annexes is extensive,
and tax administrators acquire information this way over
several years. They are therefore able to create a fairly
accurate picture of the state and structure of the entity's
management, as well as of the importance of intercom-
pany transactions.

The structure of the group, divided into individual
subsidiary real estate companies with one or more
service companies, is used quite often in the real estate
sector. Individual real estate companies cover separate
development projects or their stages. The service
company then provides the operating functions of these
"subsidiaries" or "spv".

Services provided within the group and their pricing
can bring significant risks in terms of demonstrating
the use of market prices.

In order to avoid these risks, it is recommended to
prepare documentation supporting the pricing of inter-
nal transactions. The submission of these documents
during a tax audit transfers the burden of proof to the
tax administrator. It is then up to the tax administrator
to provide evidence questioning the established transfer
prices in terms of both methodology and other conclu-
sions resulting from such documentation.

BEPS AND ITS IMPACT

The policy of the Ministry of Finance is based on inter-
national activities aimed at eliminating and preventing
tax evasion. The plan of action was approved by the
BEPS initiative. The specific impacts of this initiative
can be followed in the amendments to EU legislation.
Under the influence of these two factors, these amend-
ments also affect Czech entities. This includes the
following areas:

¢ Country by country reporting
This new rule is based on Directive 2011/16/EU,
regulating the automatic exchange of information
in tax matters. In Czech legislation, this provision is
reflected in the amendment to the Act on International
Cooperation in Tax Administration, which shall come
into effect in June 2017.
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This creates the obligation for certain groups with
international operations to give the tax administration
information on its foreign activity/company. This way,
even Czech entities owned by multinational groups
may be obligated to submit the required information.

Therefore, in an attempt to monitor the establish-
ment of transfer prices, this instrument provides the
additional transfer pricing documentation that is
recommended in the Czech Republic and mandatory
in other countries, on a global and local level (Master
file and Local file).

Anti-Tax Avoidance Directive (ATAD)

The new ATAD directive should be implemented

in EU member states from January 1, 2019, and it
should replace existing thin capitalisation rules. It will
restrict the deductibility of any interest costs exceed-
ing the limit (currently proposed in the amount of

3 million EUR), which will now depend on the EBITDA
value. The specific conditions of this regulation are
directed by individual member states. The proposed
limit in the Czech Republic is currently in the amount
of 30% EBITDA.

Another tool based on the mentioned directive are
rules for controlled foreign companies - CFC rules.
This means that the profits of the controlled foreign
company can be attributed to its parent company
residing in an EU member state. The condition for
applying these rules is at least 50% ownership stake
and the fact that the profits of this entity are subject
to an effective tax of 50% less than would be the case
in the state of the parent company.

Another area in which the impact of the ATAD direc-
tive is apparent is the limitation on the use of hybrid
structures, not only in the EU, but also for transactions
to countries outside the EU.

EXPANSION OF THE LIST OF PERFORMANCE
SUBJECT TO REVERSE CHANGE

The extension of the use of reverse charge for the provi-
sion of workers for construction and assembly work is
one of the few approved new regulations that is already
in effect for 2017. This includes "agency employment".

In this context, it is necessary to mention the efforts

of the Czech Ministry of Finance to use reverse charge
on the widest possible amount of taxable transactions
between taxpayers. Although this effort faces opposition
from several other EU states, further expansion of the
reverse charge procedure, at least in pilot projects,

is not out of the question.

TAX NOVELTIES IN THE REAL ESTATE SECTOR
VALUE ADDED TAX FROM 2016

Last year, we informed about the amendment to

the Act on Value Added Tax for the transfer of land and
buildings on the Trend Report website. Although the
content of the amendment was known a long time
before it became effective, it has generated and still
generates lively debate over the method of its applica-
tion among professionals, and therefore continues to
be a source of a number of uncertainties.

The effort of a number of lawmakers to amend this pro-
vision and return to the rules that were in force in recent
years is also evident, particularly the effort to re-extend
VAT exemption for certain types of undeveloped land.
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Currently, a package of amendments to tax laws, which
was to originally become effective in January 1, 2017,
was returned to the Chamber of Deputies by the Senate
with an amendment in this direction.

Another novelty that is already in force since 2016 is the
regulation on the application of VAT on the transfer of
immovable property, where the taxpayer decides to ap-
ply the VAT in accordance with applicable law, although
the conditions for exemption are fulfilled. The Act on VAT
currently contains an arrangement whereby if immov-
able property is acquired by the taxpayer when VAT is
voluntarily applied, reverse charge will be used.

Although in some situations this approach clearly contrib-
utes to simplification and savings in terms of the buyer's
cash flow, the inability to apply reverse charge for real es-
tate in general and the need to examine the conditions for
its application complicates the situation again. The culprit of
this condition in not the Ministry of Finance; European rules
do not allow reverse charge in the transfer of real estate.

TAX ON THE ACQUISITION OF IMMOVABLE PROPERTY

An important regulation brought by 2016 in the tax
on the acquisition of immovable property is the change
of the taxpayer. This regulation has been prepared

for a long time, but its statutory regulation was only
enforced at the end of last year.

It is no longer possible for parties to agree who will pay the
tax on the acquisition of immovable property, as was the
case in the past. Following the new regulation, the institute
of liability for unpaid tax was also abolished. The problem
of the seller's necessity to take into account the tax on the
acquisition of immovable property, if the parties agreed
that the seller is the taxpayer, was also removed.

On the contrary, there was no shift in the issue of includ-
ing value added tax in the agreed price for calculating the
tax on the acquisition of immovable property. Despite con-
tinuing controversy, the government has an unchanging
view of this issue, where the agreed price and the basis

of the tax on the acquisition is the price including VAT.

Other changes and regulations of the tax on the acquisi-
tion of immovable property brought by the mentioned
amendment concern the following:

1. The subject of the tax:

* It was specifically amended that the subject of the
tax is not the acquisition of ownership rights to
immovable property by the transformation of legal
entities, with the exception of the transfer of assets
to a shareholder.

* Now even the extension of the period for which the right
to build is established is considered as the acquisition
of ownership rights to immovable property, which is sub-
ject to the tax on the acquisition of immovable property.

* The acquisition of parts of utility networks that are not a
building according to the Cadastral Act (e.g. the acquisi-
tion of water and sewer pipelines), is now not subject
to taxation. Only acquisition consideration of ownership
rights to a building according to the Cadastral Act, which
is part of the utility network, is subject to taxation.

2. The application of taxes on the exchange
of real estate:

In an exchange, there is an expanding number of situ-
ations where it is not necessary to take into account
the value of the immovable property in determining
the agreed price for purposes of the acquisition tax.

It is therefore possible to only use the exchange value
as a reference value for tax purposes.

3. Changes in the exemption of new buildings and units:

* Exemption will only apply to the first acquisition consid-
eration of a completed or used family house or unit in
an apartment building. This exemption does not apply
to the acquisition of a building or unit that is under
construction.

* The mentioned acquisition of ownership rights to im-
movable property is only exempt from the tax on the
acquisition of immovable property if it occurs within
5 years of the date of completion or initiation of use.

CORPORATE TAX

The amendment to the Act on Income Taxes, which was
originally to come into effect on January 1, 2017, was
delayed in the legislative process. It could come into
effect on April 1, 2017. However, the amendment was
returned to the Chamber of Deputies by the Senate

in early March, and the ultimate fate of the amendment
is uncertain at the moment.

The most important change is the adjustment of the
possibility of tax depreciation of capital improvements,
in the same way for both the tenant and the subtenant.
If this amendment is approved, the subtenant could
claim the value of tax depreciation of capital improve-
ments made to the sublet property as tax deductible
expenses. This would answer the numerous calls

of users of leased spaces, who complain that the
existing restrictions worsen their position in concluding
(sub-)tenancies.

Another proposal is the specification of the entry price
for determining tax depreciation for new construction.
The entry price of new assets includes the residual
value of the assets, retired in connection with this new
acquisition. In practice, these are particularly cases of
demolition in order to make room for new construction.
The proposed amendment stipulates that in order to
determine the entry price forming the basis for calculat-
ing tax depreciation, it is necessary to include the tax
residual value of the assets being retired.

The upcoming amendment should include one more
change. Under the proposed statutory regulation of the
depreciation of intangible assets, the depreciation pro-
vided for by law should be treated merely as a maximum
value. It should therefore also be possible to apply lower
depreciation.

In connection with changes in income taxes, it is also
worth mentioning the repeal of the Act on Lotteries.
Up until now, it indirectly affected the tax deductibility
of advertising costs, expended in connection with the
promotional activities of taxpayers. The options and
particularly the amount of winnings in advertising
competitions have been significantly reduced. The new
definition of consumer competitions contained in the
Consumer Protection Act brings new possibilities for
marketers. They may also have a positive impact on the
tax deductibility of related costs.

ONE-CROWN BONDS

The tax benefit of one-crown bonds issued by the end

of 2012 and held by a related entity, consisting in the
favourable rounding of the tax base and therefore the
exclusion of the interest income tax, seems to be coming
to an end in connection with the proposed amendment
to the Income Tax Act. The amendment to the Income



Tax Act, which is discussed in the Chamber of Deputies,
should conform the taxation of these bonds to the current
regime, where the tax base is not rounded. However,

the fate of this amendment is uncertain. In order for

the amendment to actually come into force, it must go
through the entire legislative process during the current
electoral period. Even in this case, we can expect a mo-
tion to be filed to the Constitutional Court to repeal the
amendment due to the retroactivity of its effectiveness.

In the next period, it will therefore be interesting to follow
the development of this amendment and especially the
proceeding of tax authorities, who started number of tax
inspections of issuers of these bonds recently and review
in details the circumstances of their issuance and use

of the financial means received in this way.

CURRENT RISK ISSUES

The described tax adjustments are not the only ones.
Moreover, a number of other changes are in the making
or are being discussed due to ambiguous interpretation.
We therefore think it is beneficial to introduce readers
of Trend Report to at least those changes that are
directly related to the real estate market.

DEBT PUSH DOWN

This is a situation where a tax administrator sees the
abuse of rights in the deduction of interest on a loan,
granted by a related party for the purchase shares in com-
panies, acquired in the context of intragroup reorganiza-
tion. Situations where intragroup reorganization is carried
out with the primary goal of achieving tax deductibility

of interest on acquisition loans are then assessed as situ-
ations that cannot provide the desired result when other
economic reasons for the transaction are missing.

The most important factor is the entity's ability to demon-
strate its compliance with all requirements and standards
for the restructuring. In current case law, we can identify
cases where no particular economic reason was demon-
strated. The entire restructuring process was therefore
judged as being implemented solely to obtain tax benefits.
In other words, the procedure was judged as legal abuse.
Ultimately, the tax administrator does not consider the
costs associated with the restructuring as tax deductible.

PAYMENT OF FUNDS FROM RETAINED EARNINGS

In connection with company transformations, valuation
differences are often overvalued and accounted for
through various balance sheet items. Although this option
is possible from the perspective of Czech accounting
standards, it is questionable whether this accounting
treatment may affect the tax treatment applied on payday.

In 2016 this issue was discussed lively at a joint meet-
ing of representatives of the Czech Ministry of Finance
and the Chamber of Tax Advisors. The complexity of this
issue is evidenced, among other things, by the fact that
the topic remained open longer than usual, and conclu-
sions were repeatedly amended.

Finally, the Ministry of Finance took a stance on this issue,
where the deciding factor in determining the tax treatment
is the method of the emergence of the component paid
from equity. The valuation difference resulting from the
overvaluation was not created from profit, but due to the
merger. Therefore, according to this view, it is not possible
to apply exemption from the payment of valuation differ-
ences in this case, since it is not the kind of income that
is exempt according to the law on income tax.

INCIDENTAL RENTAL EXPENSES

The current question that we have recently encountered
not only with clients, but also in judicial decisions, is the
assessment of incidental performance as part of the
main performance for VAT purposes in the relationship
between the landlord and tenant.

In cases where other services are provided to the tenant
in addition to the lease, the question arises whether
these services should be considered as independent
performance, or as part of the performance and/or as
performance incidental to the lease, which would be
subject to the VAT treatment of the main performance.
In practice, this includes the billing of cleaning, security
or energy consumption in common areas, and possibly
also insurance or real estate taxes.

These are particularly cases when a tenancy is agreed
with a tenant who does not pay VAT, or who is limited
in claiming a deduction.

Itis clear from previous experience that the assessment
of whether it is independent performance of incidental
performance is not clear, and it is necessary to ap-
proach each case individually. However, it is evident that
some of the above items that were previously assessed
as separate performance may be factored into the tax
base in the rental of real estate. In relation to the case
law of the Court of Justice of the European Union, we
can therefore expect tax administrators to focus their
attention on this area.

OBSTRUCTION DURING REGISTRATION

The strengthening of the impact of control mechanisms
against tax evasion is also applied by financial adminis-
tration in the registration of new companies for VAT. In
an effort to prevent the application of unjustified claims
to VAT deduction, the future activity of the company
applying for registration is reviewed in detail in the regis-
tration process. This process can therefore significantly
extend the time necessary for voluntary VAT registration.
During the registration, tax administration often requires
the submission of documents and information that

may not be available at the given moment (future lease
agreements, contracts, orders, etc.).

Unfortunately, this practice of tax authorities must be
expected in advance. The extent of the audit is always
dependent on the requirements of the specific registra-
tion department employee, and the registration process
can therefore be greatly extended.

CONCLUSION FOR THE FUTURE

The current situation in the taxation field implies the
preparation for the upcoming election year, waiting for
individual involved persons and looking for the most suit-
able pre-election position or post-election promise, rather
than conceptual support of selected areas. However, we
believe that we will be able to present more positive news
in the 2018 Trend Report, which could gjve this dynamic
sector of our economy a new impetus for further develop-
ment. It will also be at least partly clear how the future
tax development will be affected by the results of the
elections, and what framework changes we can expect

in the next few years.

PETR TOMAN, PREMYSL KLAS
KPMG Ceska republika, s.r.0.
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