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You are now holding the twelfth edition of the expert publica-
tion Trend Report. | am pleased that you can once again read
the work of many authors and real estate experts, who have
summarized the past year and offer a forecast of future trends
in all areas. As in previous years, Trend Report includes a survey
in which our members and other experts from the real estate
market participated.

We have experienced another prosperous year. Last year's re-
sults show that the Czech real estate market is still in good
shape, and | must add that all other market segments are
doing just as well. Our members and participants in the com-
prehensive survey, which Trend Report is based on, are par-
ticularly troubled by the stagnation of housing construction
associated with legislative problems. The construction of re-
sidential projects is complicated, approval processes are too
lengthy. Developers are subject to significant risks associated
with construction proceedings. In addition, due to exceptionally
low unemployment and other macroeconomic factors, we see
a significant increase in construction costs. This puts develo-
pers under pressure, as it is not easy to respond to the demand
for affordable housing while tackling the above-mentioned
factors. As a result, there is insufficient supply of apartments
to meet the current market requirements. This situation also
affects rent growth. All this particularly applies to our capital,
making us value the efforts of the Prague Institute of Planning
and Development even more.

We very much appreciate their efforts to support the develop-
ment of Prague, as well as communication with the professio-
nal and general public, which they also manage to do thanks to
CAMP — the Center for Architecture and Metropolitan Planning.
We see CAMP as a unique place for lectures, discussions, con-
ferences and other events. This is an institution whose main
mission is to improve public debate on Prague development,
helping to establish a dialogue and cooperation between the pu-
blic, developers and investors. It is open to anyone interested in
joint planning and the development of Prague. CAMP has rightly
received a Best of Realty award in the Award for Excellence cate-
gory, which is awarded by ARTN based on member votes.

| am delighted that we are seeing the emergence of new succe-
ssful projects, both commercially and aesthetically. These are
projects that justly placed in the highest ranks of the Best of
Realty competition.

We witness many new trends in our Czech real estate market.
In this year's 12th edition of Trend Report you will learn what
Prague will look like in the future, what trends are most impor-
tant in the office market and what awaits us in other market

segments — from the residential market to retail, logistics, in-
vestment, financing, taxes and law.

It is rumored that an investment cooldown is imminent. In my
opinion, the Czech real estate market stands on a solid and he-
althy foundation, and a slight cooldown won't hurt it. | see the
stable power of domestic investors, as well as the lively interest
of foreign investors. The current sale of a part of Waltrovka in
Jinonice, Prague, sold by Penta Real Estate to South Korean com-
pany Hanwha Investment & Securities, is strong proof of this.

Issuing Trend Report every year is not always easy; it involves
a lot of work by the implementation team and the team of
authors. Without the support of our sponsors, we could not
create this report in the quality and extent that we do.

I would therefore like to thank all of our partners for their in-
terest in our work and for the support they provide, without
which we would not have been able to do it.

| wish you all the fulfillment of your intentions and visions in

real estate and elsewhere, and thank you for your interest in
our work.

~ ARTN president
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The Association for Real Estate Market Development (ARTN)
is a non-profit interest association that was formed as a legal
entity after about a one-year informal overture on September
12, 2001. Members of the Association include leading repre-
sentatives of development and investment companies, real
estate, legal and consulting offices, banks and other market
organizations, as well as public administration senior executives
and senior management. ARTN's intention is to bring together
representatives of universities interested in this area.

In 2019 the ARTN member base has 110 members, including
18 corporations in addition to personalities in various real es-
tate market segments. Thanks to this, ARTN now represents a
modern grouping that is unique due to its universal competen-
ce, which is unparalleled in the Czech Republic.

The ARTN's main goals are formulated in 5 core areas:

e Increasing the quality, stability and transparency of the Czech
real estate market

e Standardizing procedures and processes in the Czech real es-
tate market

e Increasing awareness of the professional and lay public in the
given area

¢ Promoting the Czech real estate market at home and abroad

¢ Improving the quality of education and improving the profes-
sional public’s education

The ARTN's activities consist of activities for members of the
Association, particularly regular monthly meetings to discuss
current topics of real estate market development, as well as
activities aimed at the professional and general public. Its most
visible activity is the publication of Trend Report, a regular su-
mmary study on the state of the Czech real estate market,
which has gradually become an integral part of the library of
every actor in the real estate market. It also organizes round-
tables with the participation of leading experts, including their
media coverage.

In 2018 we continued to organize discussion meetings, which
gained great popularity among the professional and general
public, including the media. Over time, the amount of partici-
pants in these meetings has increased; in 2018 we welcomed
385 guests at five discussion meetings, with the traditionally
most popular one being the discussion meeting associated with
the publication of Trend Report 2018.

ARTN discussion meetings are held in the form of panel discu-
ssions, and selected current topics are discussed with the as-
sistance of presenters and active panelists. Participants always
include experts from all fields. These meetings are very popu-
lar and rated as highly beneficial with a high level of expertise
among the professional public and the media.

In the first weeks of this year, ARTN conducted a comprehen-
sive survey of the real estate market in the Czech Republic
once again. The main goal of this survey is to gain an objecti-
ve view of the development of the Czech real estate market,
including current trends. A number of active experts partici-
pated in the questionnaire survey, and there was a significant
amount of members of the Association among respondents.

Trend Report has been published since 2002 as a regular expert
and objective study of developments in the real estate market in
the Czech Republic. This year's 12 edition offers those interested
in the Czech real estate market an insight into current issues and
an analysis of all segments. As in the previous year, the individual
chapters are not only based on the experience and opinions of the
team of authors, but also on the results of our own ARTN survey.

At the gala evening that took place on the occasion of the 20th
Best of Realty competition on November 15, 2018 in the Congress
Center of the Czech National Bank, the results were announced
and awards were presented to the best projects of the Czech real
estate market for the 2017/2018 period. An eight-member expert
jury selected the winners of the 20% Best of Realty competition,
which is considered to be the most prestigious competition in the
industry. Jury members were representatives of the Association
for Real Estate Market Development (ARTN) and other profes-
sional associations, market research agencies, bankers, real estate
end-users, real estate brokers and consulting companies.

The Award for Excellence awarded by ARTN was awarded to
the Center for Architecture and Metropolitan Planning (CAMP)
located on the premises of the Prague Institute of Planning and
Development (IPR) in Emauzy. It has been rated as a unique
venue for lectures, discussions, conferences and other events.
The judges most appreciated the fact that it is an institution
whose main mission is to improve public debate on Prague de-
velopment and to help establish a dialogue and cooperation
between the public, developers and investors.

Read more about us at
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ARTN SURVEY: STAGNATION
OF HOUSING CONSTRUCTION
CONTINUES, LEGISLATION
HAS SLOWED DOWN



Stagnating new housing construction, especially in Prague, is accelerating rent growth.

The office market reached a lowest vacancy rate of around 5%.

Logistics is growing dynamically, while the retail market will not grow significantly in the

near future.

New forms of hybrid concepts are affecting the office segment, where the trend of offices
as a service is emerging.

In retail, physical stores are increasingly interconnected with online sales.

The Association for Real Estate Market Development has been
publishing Trend Report since 2002. Since 2005, a comprehen-
sive survey is conducted before the preparation of this unique
publication.

In this survey, experts from all segments of the real estate mar-
ket summarize their view of the development and trends they
expect. Respondents to this survey, as well as the authors of
individual Trend Report chapters, create a very insightful view of
the domestic market through their opinions and analyses, even
in the context of the European market. Every year we invite per-
sonalities from the Czech real estate market, whether these are
representatives of development and investment companies, real
estate, legal and consulting offices, banks or other organizations
active in the market. Our questions are also answered by re-
presentatives and senior management of public administration,

academic personnel and
university teachers. We
ask those most compe-
tent very detailed ques-
tions, and Trend Report
is created through their
answers, comments and
analyses.

| expect stagnation of the residential
market due to tightening of the CNB's
conditions for obtaining mortgage loans.
The effect of the historically highest
average price of new housing, which is no
longer available to the wide population,
is also manifesting itself. | assume that
this year will decide whether the prices of
new apartments will go down, or if their
construction will be significantly reduced.
For the second year in commercial real
estate, | see the stabilization of key pa-
rameters (rent, yield) at historically best
figures. | do not expect any significant
changes in this market segment during
the year. If something starts a real estate
crisis, it will be the residential market and
the very fear of the crisis.

Karel Cihelna, CSOB

What can we expect in different sectors of the real estate
market and related sectors of the economy? What factors will
affect the real estate market? An extensive team examines
and describes the dynamics of each segment, and how many
and what kinds of new projects we can expect. Of course, we
shouldn't forget foreign investments in the Czech market, inno-

GRAPH What development do you expect in the Czech real estate market? Select the areas that you think will experience the biggest change.
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vations and trends. We also focus on innovations in the financi-
al, tax and legal fields.

The growth of the world economy began to weaken in 2018.
The slowdown in dynamics affected both developed and emer-
ging economies. At the beginning of this year, the outlook for
this year and next year was significantly revised downwards.

Interest in real estate will continue.
Apartment prices are already quite high,
but in commercial real estate, for exam-
ple, there is great competition among
investors; there is therefore still interest
in buying real estate. | should point out
that good projects have been selling more

On the following pages,
the authors summarize
how individual markets
developed according to
them and what shifts
they expect in the fu-
ture.

of new flats grew the most, especially those of the highest
quality. The demand for housing slightly declined; the supply
was insufficient. The market is shallow, with very few transac-
tions; approximately 5% of real estate is traded annually. Very
few transactions were recorded in the residential segment; in-
vestment returns are around 3% per annum. In response to
these developments, rents are increasing throughout the Czech
Republic. This is also reflected in the fact that new housing
construction is slow, mostly family houses are being built; most
residential buildings are being built in Prague, but that is where
construction is the slowest and most subdued.

Zdenka Klapalova, Knight Frank

When asked what ma-

jor trends or key events
are expected in the Czech real estate market in 2019-2020, re-
spondents generally mentioned a slowdown in the Czech eco-
nomy, a price growth cooldown and overall market adjustment
following the peak of the cycle. The development of rental
housing is often cited in connection with the lack of apartments
for sale, especially in Prague, the development of digitization,
the constant demand for office space despite rent growth and
stability in the investment market.

As in last year's study, the residential market is still a key mar-
ket segment this year. Due to legislative problems, slow con-
struction of new flats and regulatory interventions in the field
of mortgage loans, the housing market is the most watched

What is the predic-
) ) ) In all the above-mentioned market seg-
tion for the residential B
ments, a great distinction must be made
market? Apartment between regions, because big cities and

prices are expected to
cool down, and rents
should increase slightly.
Although respondents
generally describe the
residential market as
functional without ma-
jor problems,
housing is criticised due
to excessive protection

rental

of tenants, which, toge-
ther with the lack of le-

their surrounding areas are very different
in nature and market ‘maturity’. It can be
said that the level of owner-occupancy

is very high throughout the country. The
rental housing market is a matter of loca-
tion and price, but we should remember
that Prague, especially with the nature
of its market, is approaching other major
European cities such as London and
Munich.

Mikuld$ Neumann, Hypoteéni banka

| expect a slowdown in price growth and
stagnation in the real estate market.
Buyers will wait for discounts, and sellers
will wait for buyers.

and commented seg-
ment.

As the answers of our

respondents  indicate,

gislation, strict conditions for bank financing of developers and
often problematic functioning of HOAs, distorts this segment.

Mortgage financing is also unlikely to reach the numbers and
volumes it has reached in previous years. This is due to a series
of CNB measures, gradually increasing mortgage loan interest
rates and also high real
estate prices, which dis-

Petr Némecek, Hypoteéni banka
real estate prices inc-

reased by about 6-10%
per annum in 2018; in recent weeks the growth has slowed
down, and in some regions we even observed a slight decline.
This was not a dramatic increase and prices returned to their
2008 level (as well as the level of the late 1990s). Prices of
tower block apartments on the outskirts of cities and the prices

GRAF How will the amount of bank loans for real estate financing

develop in 2019?

B ru

Same as last year

B Growth

45%

courage potential real
estate buyers. Most re-
spondents also predict
further rate hikes and
tightening financing
conditions.

| expect less interest from local buyers,
who already consider the current prices
to be disproportionately high. Foreign
clients will continue to perceive Prague

as a relatively inexpensive metropolis, so
we can at least expect stable and possibly
growing interest of these investors.

Peter Visfiovsky, Lexxus

GRAF Do you think buying real estate for investment purposes is still
attractive?

B Yes

No
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GRAF What types of real estate do you think will be attractive for investors in 2019-20207?
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Prague has traditionally dominated the office segment, but last
year the total gross volume of transactions slightly decreased.
Despite this, the strong demand trend from previous years still
continues. In Prague, the current vacancy rate of office space
is around 5%; the market in Brno remained more or less stable
year-on-year. Our main specialists consider offices as a service

Retail Logistics and Industry

and hybrids.

to be the main trend, with an emphasis on productivity, the use

GRAF What locations in Prague have the most potential in terms of office space?
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GRAF What trend do you expect in the vacancy of office space in Prague?
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Prague 6

Can't guess

Significantly decreasing
interest in this type
of project

[ slightly declining
attractiveness

[ Average interest

Growing interest

[l Very atractive

Tourism and Hotel
Industry

of new technology and
mobility, whether in the
form of fast-growing
coworking spaces, or
their various variants

If Europe remains interesting for investors
and another outflow from the UK occurs
due to Brexit, the Czech Republic is one
of the interesting destinations for many
global companies, especially Prague and
its surrounding area.

Radek Polak, Trigema

Prague 7 Prague 8 Another part

of Prague



Hypermarket formats above 7,000 m2
are no longer attractive. In my opinion,

there will be a downsizing trend combi-
ned with the expansion of food zones (see

Globus), or subleases to other tenants.

Retail saturation is otherwise often enor-
mous, as we can see in Liberec, Olomouc,

Teplice, Plzeri and Hradec Kralové.

Pavel Krchiidk, Oberbank AG

The domestic retail mar-
ket is no longer growing,
but in 2018 the high retail
turnover continued - retail
benefited from the favo-
rable consumer climate and
rising household spending.
The new trend we are se-
eing is the increasingly in-

n

tense combination of traditional “physical” and online stores.
In shopping centers the share of conventional retail trade is

decreasing in favor of food & beverage areas, services and en-
tertainment. Transactional activity was high in 2078, but it did
not overcome previous record years. Investors’ interest is ham-
pered by a limited supply in the most sought after segment of

successful centers.

GRAF In terms of price levels, customers will be increasingly interested in stores offering

4%

In comparison with the housing market, logistics currently

What are the advantages/disadvantages
of the Czech Republic in CEE for large
multinational tenants of logistics proper-
ties? The location is a clear advantage.
However, the likely lack of suitable lo-
cations for new storage sites along with
low unemployment may dampen the
industrial market. Mostly long-term lease
contracts will help bridge any potential
economic downturn.

Zdenék Vasata, Deloitte Advisory

GRAF Which segment of tourism and leisure activities do you consider to be the most promising in terms of development in 2019-2020?
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has the biggest growth poten-
tial according to our experts.
Looking at this area in terms of
volume, the volume of logistics
real estate has doubled to a to-
tal of 8 million m2 in the last
decade. The use of brownfields
and sites that are neglected or
unused in various ways can be
considered a new trend. Inves-
tors’ interest in logistics proper-
ties is growing dramatically.

Ski Resorts Hotels

B In the lower price range
In the middle price range

[ In the higher price range

In 2018, tourism, and spe-
cifically the hotel industry,
its  historically
successful

recorded
most year.
More than 21 million peo-
ple stayed in the Czech Re-
public in 2018, which is 6%
more than in 2077. Prague

has long been one of the

In retail, the connection with the Internet
is most likely to continue to grow; it will
no longer be enough for a store to merely
function as a “physical” store, the Internet
will be one of the sales channels. Visiting
“physical” stores will be increasingly
about the related shopping “experience”

- entertainment, presentation of other
products, adequate dining options, relaxa-
tion, etc.

Pavel Berger, Komeréni banka

The conflict between the mass tourism
industry (including AirBnB, which is no
longer a shared economy) and the needs
of people who own their own apartments
in the center and not surprisingly want to
live here is worsening."

Pavel Velebil, TIDE REALITY

most attractive tourist destinations in Europe, with over 9 milli-
on tourists visiting it in 2018. In terms of the number of tourists,
only & cities surpassed it - London, Paris, Istanbul and Rome,
whereas Rome only had about 700 thousand more tourists.
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In the Czech Republic, the volume of investment amounted
to approximately 2.6 billion EUR in 2018, which is a 28% drop
from 2017. Czech investors significantly strengthened their po-
sitions, and their share in the total volume exceeded 60% last
year. Investors focused the most capital into office real estate
and retail space. The prime yield for premium real estate conti-

44 4%

However, the parameters and structure of financing real estate
projects remain pretty much the same. The market continues
to be characterized by high liquidity, but the low koruna inte-
rest rates are over. The volume of bond financing of real estate
is comparable to the previous year, but it is negligible compa-
red to the volume of loans.

Experts involved in preparing Trend Report also pointed out
the alarming fact of increasing property inequalities. Real es-
tate is concentrated in the hands of a part of the population,
which stores funds through investment purchases, and diffe-
rences are also caused by a very uneven distribution of prices
and growth between regions.

Just like last year, we have to say that legislative problems
persist. The result of the ARTN survey among its members
and other real estate market personalities indicates that ARTN
members expect a lot from the amendment of the Building
Act. The current lengthy, non-transparent and inflexible nature

nued to decline moderately - both in the Czech Republic and in
other CEE markets, as well as in most major European markets.
Yields are expected to stabilize gradually, along with the expec-
ted increase in interest rates. Respondents indicate the global
economic situation and instability regarding the economic out-
look after Brexit as the greatest risk to investment outflows.

. Yes

No

of the approval process
for all types of buildings
is a matter that is very
troubling for the real es-
tate market (especially
in Prague). Another im-
portant anticipated legis-
lative action is the com-
pletely new Real Estate
Brokerage Act.

GRAF Do you expect a renewed increase in the share of foreign investors in investment in Czech real estate?
il

The investment real estate market in
particular will respond to economic deve-
lopments in individual countries and the
willingness to sell commercial real estate
by current owners at reasonable (mar-
ket) prices. | expect the most investment
activity in the office segment. Increasin-
gly “exotic” capital from Asia and other
non-traditional countries (in recent years
particularly China, with Korea joining in
2018). | expect the volume of investment
transactions in 2019 to be similar to that
of 2018.

Zdenék Vasata, Deloitte Advisory

The new real estate act and the emerging
self-regulation of the market through
professional associations, expert mee-
tings and training will be the greatest
engine of change. Unfortunately, the new
act is not completely thought through;
for example, it still allows real estate
agencies to deposit several millions in
their own accounts.

Pavel Velebil, TIDE REALITY

The current developments in taxes are not dramatic, and the-
re were not many innovations directly related to real estate.
Although we predicted in last year's Trend Report that 2019
will be characterized by significant changes, these expectations
have not fully come true.

Executive Manager of AREMD
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According to the International Monetary Fund'’s January estimate, the global economic output
increased by 3.8% in 2018, which is only 0.1 percentage point more than in 2017. In 2019 and
2020 global growth is expected to decline to 3.5% due to weaker economic activity in develo-
ped countries. From the perspective of domestic economy, GDP growth forecasts in the euro
area are of significant importance, predicting the continuation of the moderate slowdown of
growth that started last year.

According to the March estimate of the Czech Statistical Office, GDP in the Czech Republic inc-
reased by x.x% (data will be available on March 1) . The January forecast of the Czech National
Bank (CNB) expects that the growth of the Czech economy will slightly increase to 2.9% and 3%
in the next two years.

Labor market tensions will keep wage dynamics at a high level. The average monthly wage
should increase by almost 7% this year, but then its growth will slow down, and in 2020 it
should be slightly above 5%.

The dynamics of bank loans to the private sector in the Czech Republic remained strong
throughout last year, and they were among the highest in the EU. Monthly volumes of truly
new loans to households and mortgage loans were at a high level and reached historic records
throughout 2018. Over the next two years, the growth of the overall status of these loans will
decline, and the volumes of truly new loans will probably not exceed last year's level due to a
number of factors, including the macroprudential measures of the CNB.

Realized housing prices continued to grow in 2018, and they continued to be rated by the CNB
as overvalued. If the expectations of the current forecast of domestic macroeconomic develop-
ments are fulfilled, housing prices should continue to grow this year too, but their growth rate
should gradually slow down.

sentiment, specifically concerns about protectionist sentiments
or the messy departure of the UK from the EU. In the case of
a number of European countries as well as China, it is also due

The economic growth of the world economy began to slow
in 2018. The slowing of dynamics concerned both developed
and developing economies. At the beginning of this year, there
was a noticeable downward reevaluation of the outlook for
this year and next year. Table 1 shows the averages from the
January forecast of world analyists (Consensus Forecast) for
this year and 2020

The causes of the current and expected weakening of economic
growth are many. It is partly due to the worsening of market

TABLE 1 Development and prospects of world economic activity

(year-on-year growth rate of real GDP in %)
Y year gi

to effects linked to the persistent or growing high indebtedness
of governments and the private sector. In the case of higher
interest rates, this would be reflected in a significant increase
in debt service, an increased amount of delinquent debtors and
a weakening of household consumption. The slowdown in the
German economy, which is associated with declining industrial
activity, including the automotive industry, is a specific problem
for the domestic economy. In summary, however, prospects for
future economic development are associated with a high level
of uncertainty.

Source: ConsensusForecast, leden January 2019

2018 2,9 19 4,2 15 T4 46 31 1,7 2,9 15 48 6,6
2019 2,8 15 40 14 15 39 2,1 15 2,5 2,1 4,6 6,2
2020 2,6 14 33 1,6 16 33 2,6 1,8 1.8 2,7 4 6,1

Note.: CZ — Czech Republic, EA — eurozoneeuro area, 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 Asia-Pacific Region countries,
including Japan, CN — China.

1 ConsensusForecasts: a regular monthly publication by Consensus Economics summarizing the forecasts of hundreds of prominent economists and analytical teams
concerning future developments.



Long-term interest rates in developed countries increased sli-
ghtly over the past year. This is particularly true for countries
that have continued to normalize monetary policy (USA, CR,
Canada), or have begun to step back from negative or zero
monetary policy rates (Norway, Great Britain). However, the
increase in long-term yields was generally lower than that of
money market rates, with the yield curves remaining very flat.
At the end of last year and the beginning of this year, there
was a further flattening of vyield curves. Towards the end of
January 2019, the yield of a one-year Czech government bond
was identical to that of a five-year bond. A similar situation pre-
vailed in the US government bond market. The inversion of the
koruna and dollar interest rate swaps was even more noticea-
ble by the end of 2018. These developments at international
level particularly reflected the expected slowdown or halt of
further increase in the US FED's monetary policy rates and the
postponement of the ECB's normalization of monetary policy.
These developments mean that interest rates on long-term lo-
ans, including mortgage loans, are likely to remain at very low
levels in developed countries in the years to come.

The outlook for commodity price developments remains very
conservative due to the slowdown of economic growth in the
world's major economies. In the first half of January, the price

GRAF 1 Real estate prices in selected developed EU countries
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of Brent crude oil was above 60 USD/ barrel, and it should re-
main close to this level in the next two years according to the
market curve of futures contracts. This should also contribute
to the fact that inflationary pressures will remain subdued in
most countries despite economic recovery.

Loose monetary conditions contributed to the continuing
growth in real estate prices in most EU countries in 2018 (gra-
phs 1 and 2). However, year-on-year dynamics did not accele-
rate further in 2017 and they stayed around 5%. In the euro
area, real estate prices grew fastest in Slovenia, the Nether-
lands, Portugal and Ireland, i.e. countries that have undergone
a major price correction after the financial crisis. On the contra-
ry, real estate prices in Italy continued to decline. In countries
outside the euro area, real estate prices particularly declined
in Sweden, reflecting the impact of regulatory measures and
increased construction.

In Central and Eastern Europe, residential real estate prices
grew at a slightly faster rate than in the most developed EU
countries. Dynamics across the region were relatively homoge-
neous in 2018. In comparison with previous years, the year-on-

Source: Eurostat

Note: Real estate
prices are measured
using the HPI index
(House Price Index),
which has a unified
methodology across
EU contries. It
includes the prices of
flats, family houses
and adjoined plots.
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Source: Eurostat

Note: Real estate
prices are measured
using the HPIindex
(House Price Index),
which has a unified
methodology across
EU contries. It
includes the prices of
flats, family houses
and adjoined plots.
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-year price increase in Poland has accelerated and it is coming
close to the development in other countries in the region. In
the Czech Republic, the dynamics of real estate prices have
weakened markedly year-on-year, and they ceased to be the
highest among EU countries. Despite this, the Czech Republic
continues to rank among countries with the fastest growing
real estate prices.

In addition to domestic economic policies, further development
in the external environment, especially in the euro area, will
continue to be a decisive factor for the development of the
Czech economy. The euro area economy slowed down in the
third quarter of 2018, mostly due to Germany and ltaly where
GDP declined by 0.2% and 0.1% quarter on quarter. In Ger-
many, industrial production was negatively affected by one-off
factors linked to the transition to new emission standards in
the automotive industry, as well as lower exports to China. The
PMI index in the manufacturing industry across the euro area
continued to decline since the beginning of 2018, and in Janua-
ry it was just slightly above stagnation level. The outlooks on
which CNB forecasts are based predict a relatively moderate
slowdown in the growth rate of the effective GDP indicator in
the euro area to 1.5% from last year's 2%.

The growth of the Czech economy slowed down in 2018. The
CNB's January forecast predicts that the growth of domestic
economy will be close to three percent this year and next year
(table 2). The increase in domestic economic activity will be pri-
marily driven by the growth in household consumption, which
will continue to reflect the rapid dynamics of its income. In
market sectors, wage dynamics will be just below 7% in 2079.
Wage growth will then gradually slow down to the projected
long-term 5% threshold, also due to the efforts of enterprises
to maintain price competitiveness. Growing demand and a still
clear shortage of available workforce motivate domestic firms
to invest. Government investments will continue to grow, main-
ly due to the increased use of European funds.

Inflation, which reached 21% in 2018, declined slightly in the
fourth quarter of 2018 due to a downturn in food prices and
a decline in fuel dynamics. The CNB's January forecast predicts
that after a temporary increase at the beginning of 2019, it will
return to the 2% inflation target, where it will remain for the
next two years. Overall inflationary pressures will be relatively
strong, in particular due to the tense labor market situation.
However, inflationary pressures from the domestic economy
will be partly offset this year by the intensifying anti-inflatio-
nary effect of import prices. This will stem from the slowing
growth of foreign prices and the renewed appreciation of the
koruna's exchange rate. Along with slowing wage growth, this

TABLE 2 CNB's January forecast (in %) Source: Inflation Report /2018, CNB.

2018 2.8 2] 13 25.6 84 23 0.5
2019 29 2.2 21 25 6.9 19 O4
2020 3.0 2.0 21 242 54 18 03

Note: GDP — real gross domestic product (year-on-year growth in %); Inflation — consumer price growth (in %), %); 3M Pribor — 3-month
money market rate (%); Exchange rate — CZK/EUR exchange rate; Wages — average nominal wage (year-on-year growth in %); Unemploy-
ment — general unemployment rate (in %); Current account — ratio of the current account balance to GDP (%).

will lead to a gradual slowdown in overall inflationary pressu-
res and a stabilization of inflation at the target rate.

According to the forecast, the koruna's exchange rate will con-
tinue to strengthen. One reason for this will be the gradual
waning of negative sentiment in foreign exchange markets to-
wards emerging economies, which will be supported by the ex-
tended interest rate differential vis-a-vis the euro area.

The koruna's exchange rate prediction for 2019 expects it to
strengthen to an average of 25 CZK/EUR. This will particular-
ly be reflected in the increase in the interest rate differential
vis-3-vis the euro area and the impact of the ECB's continued
purchases of assets until September 2078. The real convergen-
ce of the Czech economy with eurozone countries associated
with increasing labor productivity will take effect in the same
direction. In 2020 the exchange rate should continue to stren-
gthen. At its February meeting, the CNB Bank Board stated that
the potential slower appreciation of the koruna exchange rate
compared to the forecast is an inflationary risk.

At the February currency meeting, the CNB Bank Board kept
the 2T repo rate at 1.75%. This decision is reflected in the fact
that the approximate stability of interest rates is consistent
with the new forecast. The pressure on higher rates is mainly
generated by the currently weakened koruna exchange rate,
which dampens the anti-inflationary effect of import prices.
The so far significant domestic inflationary pressures and the
gradual leakage of the increased dynamics of regulated prices
into other components of inflation also take effect in the same
direction. The renewed appreciation of the koruna exchange
rate with remaining negative rates in the euro area until the
end of 2020 will have the opposite effect on rates. The stable
outlook for short-term interest rates and a moderate decline
in long-term rates should also be reflected in the interest rate
stability of loans granted to non-financial corporations and
households, as well as in credit demand.

Bank loans to the private non-financial sector maintained ro-

2 Foreign real development is approximated by the euro area's effective indicators (also the ,effective euro area®) for the CNB's forecast. In its calculation, the
weightings of individual euro area countries correspond to their share in the total exports of the Czech Republic to the euro area. Outlooks of the GDP of the Czech
Republic's major trading partners (especially Germany and Slovakia) have a greater weight than their share in the euro area as such.



GRAPH 3 The growth of loans to households in EU countries with the highest and lowest rate of their growth
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bust dynamics in 2018 and increased year-on-year by 6.8% in
December. From a long-term and medium-term perspective,
the year-on-year growth rate of loans to households (7.6%) and
non-financial corporations (5.7%) is above average. The continu-
ed growth of economic activity, the improvement in the income
situation of the population and continuing favorable conditions
for drawing loans were reflected in this development. Due to
the low materialization of credit risks, credit risk margins re-
mained at relatively low levels and helped mitigate the effects
of rising monetary policy rates on client interest rates.

In non-financial corporations, credit dynamics have seen mixed
cross-sectoral developments. The drawing of loans significantly
accelerated in construction, real estate and ICT sectors. Long-term
robust credit dynamics are reported by enterprises in the manu-
facturing sector. On the other hand, the rate of credit growth in
the mining and quarrying sector and the energy sector continued
to decline. In terms of the monetary structure, we can see relati-
vely fast drawing of loans in foreign currencies (15.5% year-on-year
in December 2018). However, the year-on-year growth after the
temporary drop in mid-2018 has reached only about half the level
reported at the beginning of 2017. The ratio of foreign currency lo-
ans to total loans to the sector has risen steadily, and it has almost
doubled in the last ten years (311% in December 2018).

(year-on-year growth in %)
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Banks expect that tightening standards will lead to a decline in

demand for credit, especially for housing loans.

Household loans, including mortgage loans, have traditionally
been a major contributor to the growth of loans to households.
At the same time, the importance of unsecured housing loans
strengthened, especially those provided by building societies.
The year-on-year housing loan growth averaged 8.5% in 2018,
declining slightly compared to the previous year. However, it is

3 Households" is an aggregate term used in CNB statistics meaning ,population”,

In households, the growth of housing loans remained at high
levels. Year-on-year dynamics ranged between 8% and 9%
throughout 2018. The slight increase in growth rates over the
last quarter may be related to the effect of redemption in
the form of increased drawing of new mortgage loans prior
to the validity of recommended limits for the DTI (debt-to-in-
come ratio) and DSTI (debt service to income ratio) indicator.
In the coming months, it is therefore possible to assume that
the dynamics of mortgage loans will decrease slightly again
and compensate for this effect. However, the slowdown in
the growth rate of housing loans in 2019 will not be signi-
ficant according to the CNB. In an environment of economic
growth and optimistic consumer sentiment, consumer credit
growth accelerated significantly (6.4% year-on-year in Decem-
ber 2018). It has been continuously strengthening since the
beginning of 2016.

According to the Credit Conditions Survey, credit standards for
loans to non-financial corporations remained virtually unchan-
ged during 2018. Banks reported increased demand, particular-
ly for loans to finance fixed business investments. In the fourth
quarter of 2078, housing loans experienced a tightening of
credit standards in line with the implementation of the CNB's
macroprudential measures with respect to DTl and DSTI limits.
In relation to this, standards for consumer credit also tightened.

Source:

Note: Loa
residents
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ns to
in all

currencies, average
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CY - Cy,

as of

December 2018.
EA — eurozone;
GR — Greece,
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Republic,
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RO — Romania,
SK — Slovakia,
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necessary to realize that these are similar percentage increases
in an ever-increasing base. The growth in housing loans was one

of the fastest in the Czech Republic (Graph 3)3

The CNB has long pointed out that the indicator that best de-
scribes the extent of the debt financing of real estate by banks
is the volume of new loans. These include an increase in previ-
ously provided loans and new loans that entered the economy
for the first time in the given period. The volume of new loans
does not include refinanced loans that have been previously
provided by another institution and have only been transfe-
rred from one bank to another. The total volume of housing
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GRAPH 4 Realized residential real estate prices in the Czech Republic (2015 =100; right axis: in %)
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financing through “new mortgage loans” and other new loans
granted to households for housing purposes increased year-on-
-year by 15 billion CZK in 2018 to a historic maximum. In 2018
banks granted 187 billion CZK in new mortgage loans, while in
20717 their total volume was 174 billion CZK. After adding other
housing loans (especially unsecured building savings loans), the
volume of new housing loans was 232 billion CZK, as compared
to 217 billion CZK in 2017. The only loan category with a year-
-on-year decline are refinanced mortgage loans, whose volume
declined by less than 4 billion CZK year-on-year to 35 billion
CZK. However, this is not related to the CNB's regulation of
mortgages, because it does not apply to refinancing loans.

The figures above indicate that the pessimistic forecasts of a
significant downturn in the mortgage market did not materiali-
ze in the last quarter of last year. These predictions were based
on the assumption that in providing new loans, banks should
respect the upper limit of the DTl indicator at 9 times the appli-
cant’s net annual earnings, and (DSTI) at 45% of the applicant’s
net annual earnings from October 2018 onwards. Following the
CNB's announcement of these measures in June 2018, banks co-
mmunicated that these measures could “eliminate” a significant
percentage of loan applicants from the market. In October and
November last year, that is, after the introduction of DTI and
DSTI limits, the monthly volumes of new mortgage loans were
actually higher than in the previous year. However, in Decem-
ber the volume of newly granted mortgage loans started to
decline year-on-year. The CNB acknowledges that due to its
macroprudential measures there will be a certain year-on-year
decrease in the volume of new mortgage loans this year, but to
a relatively small extent. The downward trend is likely to affect
the high level of interest rates as well. However, these are still
very low in view of the rapid growth of disposable incomes of
households.

In December 2018, the CNB published data from the “Secured
Residential Real Estate Loan Survey” (hereinafter referred to
as the Survey). This survey is conducted half-yearly and con-
tains detailed information about individual loans. The data in-
dicate how banks approach the implementation of the rules
contained in the official announcement “Recommendation on

09/2008 09/2010 09/2012

[l House Price Index

Risk Management Associated with the Provision of Secured
Residential Real Estate Loans” (hereinafter referred to as the
“Recommendation”). Data from the survey of the first half of
2018 confirmed that banks are predominantly progressing with
LTV limits in line with the current valid Recommendation. Loans
with 80-90% LTV dropped in June 2078 to less than 11% of new
loan production, thus adhering to the recommended 15% limit
at an aggregate level. The amount of loans with LTV above
90% was below 3% in the first half of 2018, and it declined
to 2.5% in June. With regard to the deceleration in housing pri-
ce dynamics, the rapid growth of household incomes and the
halted increasing overvaluation of housing prices, the CNB has
identified the current LTV limits as sufficient, albeit beyond the
boundary. Data point to the natural tendency of providers to
value accepted collateral at current market prices during good
times, regardless of the fact that the prices may be overvalued
in the growing phase of the cycle.

The CNB does not yet have data on the DTl and DSTI indica-
tors broken down according to individual loans, and it there-
fore evaluates risks based on the LTI and LSTI indicators. The
breakdown of loans according to the LTI and LSTI indicators
remained stable. The amount of new loans with LTI between
8 and 9 remained the same in comparison with the previous
half year, and for loans with LTls above 9 it decreased from
7.9% to 6.5%. The amount of loans with LSTI between 40-50%
and 50-60% increased slightly (from 8.5% to 9.2% and from
1.9% to 2.3% respectively). On the contrary, the amount of lo-
ans with LSTI above 60% slightly decreased. The Survey also
shows that mortgage loans with LTI above 9 in the first half of
2018 accounted for only 6.5% of loans (8% in the second half
of 2017), and loans with LSTI above 45% accounted for only
5.8% of loans (6.2% in the second half of 2017). Given that
loans in both categories partially overlap, in the first half of
2018 the volume of just under 9% of loans granted (10% in the
second half of 2017) would not “pass through” LTI above 9 or
LSTI above 45%. The shares of new loans granted with LTl and
LSTI in higher categories do not appear to be high at first glan-
ce. However, a number of applicants still have other financial
obligations according to the statements of providers.
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GRAPH 5 The growth of realized prices and bid prices of flats (year-on-year growth in %)
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As a result of the increase in interest rates on new mortgage
loans, people from the banking sector are starting to say that
higher interest rates will contribute to a decline in demand for
mortgage loans, and that the DSTI indicator will become the
main constraint in granting loans to applicants with “borderline”
income. At the interest rates prevailing at the beginning of this
year and the maximum permissible loan maturity of 30 years,
both indicators lead to an almost identical maximum loan
amount. We can agree that with the rise in interest rates, the
DSTl indicator would become a source of limitation of the ma-
ximum receivable loan at the current 45%. The CNB is aware of
the DSTI indicator's preventative importance, especially in the
period of exceptionally low interest rates, and their increase to
usual levels would make the indicator somewhat purposeless.
Earlier this year, some CNB representatives have said in the
media that if mortgage loan rates were to continue to grow,
it would be possible to consider loosening the DSTI indicator.

Household prices increased noticeably slower in 2018 (Graph
4), but prices grew at a slightly faster pace than would corre-
spond with the growth in household loan capacity, which is
based on income dynamics and client interest rates, indicating
the amount of achievable credit that the average household
can safely repay. Realized prices of flats in Prague and the rest
of the Czech Republic also developed in accordance with the
development of the aggregate real estate index. Their dyna-
mics also dropped significantly compared to 2017 (Graph 5).
The situation with bid prices of flats in Prague and the rest
of the Czech Republic differed, as the average growth rate in
Prague decreased in 2018 and increased in other regions. The
observed development led to a further increase in the overall
level of residential real estate prices. Compared to the previous
price peak in 2008, current real estate prices are nearly 30%
higher. In large cities, high prices are affected by an insufficient

Note: Realized
prices according

to a sample survey
of old flats by the
Czech Statistical
Office. Due to the
publication of the
Develop Index
every two months,
the data for March
and September
are obtained as
the average of

the year-on-year
growth in February
and April as well
as August and
October.

2016 2017 2018
B Bid prices — Prague (Develop Index)

supply of flats, which is a consequence of current legislation
and practice in the area of building management.

In its earlier documents, the CNB said that it considered the
continuation of spiraling between real estate prices and loa-
ns to finance them as the most significant source of systemic
risk (see Financial Stability Report 2016/2017). The relationship
between the two variables is reinforced on one hand by the op-
timism of households regarding the ease of future repayment
of received debts and, on the other hand, it is driven by the ex-
pectations of high appreciation of purchased real estate due to
the rapid growth of prices. Recent analyses indicate (see “Risks
to financial stability and their indicators” — December 2018)
that there is a certain downturn in the spinning of this spiral,
but the conditions for financing the purchase of real estate
remain attractive. High demand for owner-occupancy coupled
with record volumes of new mortgage loans can help reinforce
the loops between real estate prices and loans. Newly used
indicators of long-term sustainable (“fundamental”) real estate
prices indicate the extent of overvaluation of apartment prices
ranging from 11% to 14% for the second half of 2078, and they
show that the increased optimism rate is still present in the
residential real estate market.

The situation in the residential real estate market will be affec-
ted by demand and supply factors in the coming years. In line
with the CNB's current macroeconomic forecast, moderating
pressure on residential real estate price inflation may be ex-
pected on the demand side due to the slowdown in household
income dynamics and the gradual leakage of rising monetary
policy rates into client interest rates on housing loans. A certain
slowdown in price dynamics can also be expected in the context
of the adopted macroprudential measures in force since Octo-
ber 2018. These measures recommend restricting the granting

5 Also see chapters ,The residential market" on page xxx and ,Real estate financing" on page xxx.

19



20

of high mortgage loans to clients with risky income characteri-
stics. Given the insufficient supply of apartments in large cities
(especially in Prague, where over 60% of all residential real
estate transactions are realized), the decline in real estate price
growth is unlikely to be dramatic. Due to the long-term nature
of the constraints on the flat supply side, price developments
are likely to show a high level of persistence, and realized pri-
ces will only approach fundamental values gradually.

The quantitative forecast of residential real estate price growth
in the following years is subject to considerable uncertainties.
If the economy develops in line with the scenario that corre-
sponds to the forecast of Inflation Report /2019, price dyna-
mics should gradually slow down and approach 5% by the end
of 2019. In the next two years, the year-on-year growth rate of
real estate prices should be around 3-4%.
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Apartment prices in Prague increased by a record 38.4% compared to last year.
The price of floor space in Prague is around 100,000 CZK/m2

The city does not have a sufficient number of municipal apartments to effectively
enforce rent control. More than 8,000 new apartments would need to be built every
year to meet the demand that dramatically exceeds the supply and affects real estate
prices. Realistically, however, not even half of this amount is built due to complicated

approval processes. As a result, young Czechs who cannot afford to live in the met-
ropolis are migrating to suburban satellite towns where new family houses are being
built. This suburbanization is unsustainable in the long term, and it is economically
unfavorable for the city and municipalities. New settlements lack civic amenities, and
everyday transfer to Prague causes congestion in the suburban transport infrastructu-
re. The construction of new apartments inside the city, revitalization and renovation
of brownfields to thicken urban development is a solution to this. However, without

a new building act that simplifies the process of authorizing new construction, shor-
tens extreme wanting periods and makes the bureaucratic apparatus more effective, it
will not be possible to circumvent this at present.

According to sociological surveys and analyses prepared by the
Prague Institute of Planning and Development (IPR), the ideal
type of housing for more than 42% of the Prague population is
a family house (32% prefer tenements, 25% prefer tower block
apartments). People prefer living on the outskirts or the “hin-
terland” of the city as opposed to directly in the center and the
area surrounding the center. The process of suburbanization,
i.e. the relative growth of the city's boundaries against the city
itself, has been taking place in Prague for a long time since the
fall of the communist regime. Today, it is progressing the fas-
test of all Czech cities, and it is double the European average.

Since 2001, about 85,000 inhabitants arrived in the city-
's outskirts (the same amount as in the whole of Pardubice);
however, over a longer period and in a broader limit, Prague
suburbs have nearly 200,000 inhabitants (more than Plzer).
Suburbanization took place with the greatest intensity in the
period os 2006-2009, and since then there has been a slight
decline in the value of the migration balance between Prague
and the Central Bohemian Region. intensity has been decrea-
sing for the last four years, with significantly rising real estate
prices, the arrival of new CNB mortgage lending regulations
and other factors. Nevertheless, the number of emigrants from
Prague has long ex ceeded the number of immigrants.!

Nupaky, with the highest relative increment, and Jesenice, with
the highest absolute increase, are the municipalities in the Pra-
gue area that record the greatest influx of new inhabitants.
Since 2007, the population of Nupaky has increased from just
T4 to 1,674, while the population of Jesenice increased by 6,710

new inhabitants. Other destinations affected by suburbanizati-
on migration include Klecany and Boranovice in the north, Hos-
tivice, Rudna and Zbuzany in the west, Bfezany, LibéF and Psary
in the south, and Mukafov, Kvétnice and Horou3any in the east.

Although forecasts expect a gradual reversal of this trend and
a return of immigrants to the city (the children of those who
moved to the suburbs in the 1990s), this is onlyeexpected
around 2030. In the key 5-10-year horizon, a significant reversal
in the suburbanization process cannot be expected.

The main causes of migration to Prague’s hinterland are high
prices of real estate, namely apartments in the metropolis.
In association with the CNB's mortgage regulations in recent
years, middle-class young people aged 26-36 are virtually
excluded from active participation in the real estate market. Ta-
king the average gross wage in the capital city, according to last
year's analysis bf KPMG and Central Group, the average Prague
citizen needs more than twelve times their annual salary to buy
a 65 m? apartment.? As soon as he reaches this quota, a Prague
citizen will most likely prefer a family house with a garden to
a 2+1 apartment in an urban area.

In addition to real estate prices themselves, disproportionately
high rents that the city can't do anything about contribute to
suburbanization. To regulate rent, the citt needs to control at
least 15% of the housing stock, but municipal housing is being
gradually privatized since 1991. According to KPMG's analysis,
in September 2016 approximately 35,000 dwellings remained
from the original stock, which amounted to approximate-
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"The difference between the number of immigrants and emigrants in the monitored territory.
2 This is taking into account the gross wage, which amounted to 39,688 CZK in the second quarter of 2018, and costs of acquiring an apartment amounting to 5.7
million CZK. Source: Czech Statistical Office and cenovamapa.org.
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ly 194,000 housing units in 1991. That is 18% of the original
number and only 5% of the total housing stock, which is about
610,000 apartments in Prague. Therefore, over the course of
25 years, the city has effectively dropped its rent control capa-
bility, contributing to the current difficult situation.

Municipalities themselves are also involved in the emigration
trend, for which new construction means an inflow of funds.
New buildings are often built on arable land and cause capacity
problems. The suburbs are not prepared for the onslaught of
new immigrants in terms of amenities, which have not been
built in the past due to their long-term low population.

Most inhabitants of the area surrounding Prague continue to
work in the capital, creating a constant strain on the traffic
network, which is consequently collapsing. The often several-
-kilometer-long columns forming every morning on the main
roads towards the city are sufficient proof of this.

The development of Prague suburbs represents a considerable
traffic, economic and ecological burden for which the region is
not effectively prepared at the moment. While improving the
quality of the transport network and renovating it would help,
the forecasts do not sound too favorable in this case either,
also because Prague and the Central Bohemian Region are not
mutually coordinated as self-governing units in their actions.

The revitalization of Prague’s brownfields® is an option with the
potential to relieve the current housing crisis. These unused
areas occupy up to 940 hectares of Prague’s territory close to
the center, and up to 1400 hectares in the surrounding area, as
shown by the IPR analysis presented in September 2018. The
largest of these areas is located in the Vysoc¢any-Hloubétin area
and includes the premises of the former CKD, the Tesla Hlou-
bétin site, Nova Harfa and Barvy Tebas. We can find more at Boh-
dalec, Bubny, Smichov, Letriany or Rohansky ostrov. The analysis
identifies a total of 11 areas that could provide a home for up to
152,000 people in the event of successful revitalization.

Brownfields offer a much better opportunity for development
than further construction on the outskirts of the metropolis,
which pushes Prague’s housing estates further into suburban
landscapes, leading to undesirable effects. There is a settle-
ment mess around Prague: loose building of satellite towns
and storage halls, which transforms the original free landsca-
pe into something that is neither a real city, nor a meadow or
a field. Because of the need to build a transportation, technical
and civic infrastructure, this approach is inefficient in terms of
investment and sustainability. On the contrary, building within
the city boundaries in transformation areas is more ecological
and economical. There is still room for thickening the area.
Compared to nearby metropolises such as Munich or Vienna,
the population density in Prague is almost half of that in these
cities*.

The problem lies in the fragmentation of the ownership
structure of most of the areas in question. The above-menti-
oned 220-hectare Vysocany-Hloubétin area, which can provi-
de accommodation for more than 33,000 citizens, is currently
owned by 31 entities. In the past, the state sold these areas
regardless of the city's needs, which, of course, currently places
Prague in a difficult negotiating position.

This is why Prague councillors commissioned the IPR in Janua-
ry 2019 to draw up an overview of selected brownfields that
will show which of these areas, or parts thereof, can actually
be used for construction in the near future. In addition, an up-
-to-date list of exclusively owned land plots in Prague will be
created, which is suitable for new housing construction.

The development of brownfields and negotiations with owners
should be greatly aided by the Metropolitan Plan drafted by
the IPR, which should come into force in 2023. However, be-
sides the new zoning plan, it is also necessary to prepare the
land for flexible decision-making at all levels of local govern-
ment, including state level, which necessitates a revision of the
Building Act.

According to an IPR calculation based on Deloitte data, peo-
ple can wait up to 1,103 days between a zoning decision and
a building permit in the capital. This is over three years and two
months. This places Prague in 127th place in worldwide ranking
just behind Papua New Guinea in terms of obtaining permits.
The median in the Czech Republic is 630 days, and 60 days in
Europe.

However, due to two-stage proceedings, building permits in the
Czech Republic can take from three to seven years for more
complex projects. Furthermore, the present method of procee-
dings provides considerable space for repeated objections and
appeals, the submission of which is relatively easy, inexpensive,
and allows for the layering of obstructions even by subjects un-
touched by construction. In practice, for example, Spolek pes-
kattl (Dog Owners Association) from Dacice can appeal against
the construction of flats in Prague 5, and this obstruction has
the same effect as if it had been submitted by local residents.

Of course, long and complicated processes increase the pri-
ce of real estate through several channels. Due to the longer
project preparation, investors have to deal with the financing
of the land for a longer period of time; greater complexity re-
quires more documentation with the involvement of a large
number of specialists, and uncertainty about building permits
leads to greater investment risk, which is naturally reflected in
the resulting property price.

With higher market uncertainty, housing prices are rising and
construction is more extensive. Generally speaking, greater re-
gulation in land-use planning increases property prices while

3 Brownfield land are unused, often neglected locations with remnants of previous industrial or agricultural activity, territories, warehouses, production halls and
more, that no longer serve their purpose.
“The population density in Prague is about 2,581.7 inhabitants/km2. Vienna has 4,326 inhabitnats/km2, and Munich has 4,700 inhabitants/km>2



reducing land prices. This real estate overvalued by redundant
regulations leads to low immigration of workers to productive
cities, thereby reducing the country’s economic potential.

According to a 2017 study by KPMG, Prague is lagging behind
in the number of building permits issued compared to compa-
rable cities in neighboring countries. In Munich, Hamburg and
Budapest their number was about five times higher, and in Vie-
nna and Warsaw it was even seven times higher.

At present, the wave of old projects approved ten years ago
is fading, and it is failing to meet the metropolis's capacity
needs. The annual construction of approximately 8,000 new
apartments is the optimum situation since 2015, but this num-
ber is constantly increasing with each year. We are current-
ly in a situation where only 2,699 housing units were built in
Prague in the third quarter of 2018. In 2077 this number was
3,734 apartments, and a year earlier it was 2,758. However, the
real, accumulated need for new apartments for 2018 is around
20,000.

According to a study by “SdruZeni pro architekturu a rozvoj"
(Association for Architecture and Development), Prague may
easily be short of up to 50,000 apartments by 2030.

As noted above, Prague's administration is fragmented and con-
sequently uncoordinated. Authorities of individual city districts
often defend their interests without seeking mutual coordina-
tion with the city. Unfortunately, there is the same situation
in relations between Prague, the Central Bohemian Region
and individual municipalities in the Central Bohemian Region.
Fiscal and land-use planning is dealt with individually, as well
as taking into account mutual impacts. The city is in fact una-
ble to decide on its own as a whole, it is an amalgamation of
various interest and self-governing groups. Many of them are
protectors of legitimate interests (e.g. conservationists, envi-
ronmentalists), but an impartial arbitrator with applicable law
is missing - this role is currently replaced by courts. This is very
unfortunate for the city, because form is often preferred over
content in court proceedings. They don't care as much about
what will ultimately be built, but rather whether the parties
used the right letterhead when submitting their proposals. This
must naturally change. Moreover, cooperation between Prague
and Central Bohemia is complicated by unsynchronized electi-
on periods.

There are currently 57 individual city districts and 22 building
authorities in Prague. To paint a picture, in neighboring Berlin,
which has nearly three times as many residents, there are only
12 city districts, each with its own buildingeauthority. In Vienna,
which exceeds Prague's population by about 40%, there are
23 city districts, but there is only one building authority for the
whole city. There is no logical or procedural reason why the
Vienna system could not be applied to Prague.

Another interesting indicator of the complexity of the whole
process is the regulatory tax. This is an “inexplicable” part of
the market price of real estate, and it consists of the remainder
after deducting the land price, hard and soft construction costs
and the developer's profit. The regulatory tax in Prague ranges
between 73.9% in the case of Wenceslas Square to approxima-
tely 54.5% in the case of peripheral parts of Prague 10 km away
from the center. By comparison, in Manhattan, New York, this
tax is 56%, and it's the same in Auckland, New Zealand. Former
industrial centers like Detroit or Birmingham, England, have no
regulatory tax. It is this tax that contributes to the creation of
the messy settlements on the city's outskirts. Complete elimi-
nation of this tax is not a necessary solution, but its reduction
would be very favorable to real estate market prices.

A clear way out of the crisis is to change legislation.

Prague has its building regulations, and at the moment there
is already a draft of a new land-use plan, i.e. the Metropolitan
Plan. Thii plan is currently in the process of being negotiated,
and it should take effect in 2023 after necessary adjustments.

The Czech Ministry for Regional Development and the Cham-
ber of Commerce have already agreed that after many years,
Czech construction law has reached a state in which a mere fur-
ther amendment tf a law that has been amended many times is
not sufficient. Therefore, in October 2018 they signed a memo-
randum of cooperation on the preparation of a completely new
building act, which could be approved at best in three years.

There should be many specific changes.

In general, the new building act should try to achieve maximum
possible simplification, acceleration and streamlining of admini-
strative processes in the area of building approval. The priority
should be making sure that there is the least possible amount
of proceedings and the least possible amount of administra-
tive decisions in this decision-making. The ideal result would be
one single decision to permit or disallow a building as a result
of a single permitting process that integrates all the existing
ones. However, this must really be a single proceeding where
everything runs in parallel, not just the accumulation of partial
proceedings where one is in fact linked to the other. This was
the result of all previous amendments.

This is related to the strengthening of the independent decisi-
on-making power of the building authority and, on the contrary,
the weakening of procedural powers of the authorities con-
cerned, without weakening the protection of individual public
interests.

In light of today's construction law practice, the new propo-
sal should also seek to avoid clashes between building permit
applicants and the public, environmental associations and ne-
ighboring property owners, and to prevent abuse of endless
obstructions.
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The new building act must also include land-use planning,
which is to be understood as setting the rules for territorial
development, including rules for building permits. If changes in
individual permitting processes lead to some reduction in the
powers of local governments and the reduction of public par-
ticipation in decision-making (as opposed to today's situation),
this should strengthen these voices at the level of land-use
planning. This would particularly serve as a means for balancing
public interests and social consensus on land development and
allow for the views and interests of local and regional authori-
ties, stakeholders and the general public.

If a particular intent or project would meet all the requirements
of the land-use planning documentation, then it should have
simplified conditions for individual building approval. A unified
procedure would have to be carried out if the investor wanted
to deviate from the land-use planning documentation and the
obligations or limits that it sets. Therefore, if land-use planning
documents set clear rules, it willtbe easier to make decisions
on building permits. Conversely, if the land-use planning docu-
mentation is unclear, this will lead to complications not only for
building permits, but for territorial development as such.

The new legislation should seek to limit clashes between the
builder and the building authority with the public, environmen-
tal associations, owners of neighboring properties and other

entities. The new building act should preserve the rights of all
these entities, but at the same time force them to apply these
rights properly, on time and at the appropriate stage of the pro-
ceedings, i.e. optimally already in the land-use planning process.

These changes would bring modern public construction law to
the level of standards common in Europn. It would not discou-
rage investors, it would attract them to implement new con-
struction projects in the Czech Republic and the capital.

22 separate housing policies in one city is a lot. Given the po-
sition of the Czech metropolis within the meaning of the Act
on the Capital City of Prague, it makes sense to move towards
the unification and creation of a single Building Authority of the
capital. In addition, Prague's leaders have declared an effort to
solve this problem. Today's building law offices in individual city
districts could become detached offices of the central Building
Authority in the new legislation. This would significantly contri-
bute to the concept of one public interest, one authority, and
one proceeding, which the new law should promote. All that
is needed for this change is the resolution of Prague’s council.

Prague Institute of Planning and Development
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Real estate prices continued to rise in 2018 by about 6-10% per annum, while in recent weeks the
growth is slowing down and there is a slight decline in some regions; however, this was not rapid
growth and prices returned to their 2008 level (and also the level of the late 1990s). Prices of tower
block flats on the outskirts of cities and the prices of new flats, especially premium flats, grew the

most.

Demand for housing decreased slightly; the supply was insufficient.
Investments in the housing market are still perceived as interesting.

The market is shallow, with very few transactions; about 5% of real estate is traded annually; there are
also very few transactions in the residential building segment; investment returns are around 3% per

annum.

The share of owner-occupied housing is very high, amounting to over 75% of households.

Rental rates in the Czech Republic are increasing.

New construction is slow, mostly family houses are being built; residential buildings are mostly built in
Prague, but that is where construction is the slowest and most subdued.

In 2018 the conditions for obtaining accommodation loans were exceptionally favorable, which the
CNB began to change at the end of the year.

Problems persist in legislation as well as in the slowness of courts in apartment renting; rental terms

are far too much in favor of tenants, especially those who violate the terms of contracts. This leads to

problems with financial plans, and banks are very cautious about financing house rentals.

Problems are also increasing in the functioning of homeowner's associations, the receivables from
owners for payments to HOA's accounts are increasing, and other unit owners are paying for it.

Financial inequalities are increasing; real estate is concentrated in the hands of the part of the popu-
lation that stores funds in investment purchases, and differences are also caused by the very uneven
distribution of prices and growth among regions.

The availability of housing is declining, especially in large cities.

The social housing system is still not resolved, and the state is preparing a number of measures that
may worsen the situation (introducing concessions for renting flats, introducing social and health

insurance).

Apartment prices are expected to cool down, and rental rates should increase slightly.

The housing market in the Czech Republic was functioning

In the residential market | expect balan-
ced demand and supply and stabilization
of prices of new apartments at approxi-
mately the current price level. Demand
for new housing will remain high, but it
will move more into the secondary mar-
ket. Space will open for the development
of rental housing.

Marecel Soural, Trigema

in 2018, and continu-
es to function in 2019
without  any  major
problems or crises. Ho-
wever, some of its parts
will definitely experien-
ce problems that were
pointed out in previous

Trend Reports of the Association for Real Estate Market Deve-
lopment. These problems primarily include the growing lack of
apartments in the market in Prague, the slow and insufficient
construction of apartment buildings, poorly set up legislation
on apartment rental and poorly functioning HOAs. The conditi-
ons for access to housing are deteriorating, especially for young
people, and financial differences are increasing. The current de-
velopment of the housing market can be viewed in a different
way than we have been accustomed to so far and how it is
perceived by the majority. Perhaps a different story is being wri-
tten, and the differences between the wealthiest people, who
also own most of the real estate, and the rest of society, are



The real estate market is always deter-
mined by overall economic development.
| therefore expect a gradual slowdown in
the market. Mortgage loan interest rates
are likely to continue to increase. The
requirements of banks for people to have
their own resources will result in a dec-
line in interest in mortgages. People will
be able to borrow less money, resulting
in higher demand for small apartments
or less attractive locations. | assume that
this will significantly shift the perception
of rental housing as an economically
attractive alternative. However, this will
gradually raise rents."

Monika Kofroriovd, bnt

gradually deepening.

Apartment prices are
growing. According to
the data of Martin Lux
from the Institute of
Sociology of the Aca-
demy of Sciences, their
quarter on quarter inc-
rease is 2-3%, and they
are about 35% higher
than they were in 2010.

opportunities. Correctly analyzing the current market situation
should be the basis for the decision-making of the state and
the CNB with regard to its interventions. In this, however, we
see the great danger of further development. In any case, it is
essential for the proper functioning of housing that all its com-
ponents function properly. Focusing on owner-occupancy, as
we have been accustomed to over the last decades, has caused
rental housing to fall behind. An environment where rental
housing works well and represents a greater part of the stock
than in our country, dampens price bubbles, supports the labor
market and allows for better cost optimization. Rental is also
suitable for a substantial part of the population due to their

Growthhasaffectedvirtuallyallcities,whicharegrowingatamuch
faster rate than household income, creating a clear disbalance.
However, prices in most places are only now reaching the
2008 price level, and with a relatively low price of money, the
issues with availability of housing are not as serious as the me-
dia often presents. What is happening, however, is that rental
rates are increasing along with real estate prices, and it is still
interesting to invest in housing with regard to other investment

GRAFPH Structure of the housing stock in the Czech Republic
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unemployment, and household incomes are rising. The demo-
graphic situation is also changing. Single-person households
are increasing, young people are decreasing and their preferen-

ces are changing. Most

social status, age and life preferences.

The housing market in 2018 and at the beginning of 2019 con-
tinued in the trend of the previous period, ie. the growth of
prices in all segments. There were very favorable conditions
for credit interest rates, the economy is doing well, there is
minimal

Source: Hypote¢ni banka
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Other

The expected growth in prices driven by economic growth,
household income, changes in demographic indicators and fa-

2019-2020 will be years of maturing, and
the anticipation of change will also matu-
re. Proptech, online real estate, modular
construction, rental housing: these are
trends that are showing their horns. Esti-
mates and predictions of the development
of supply will increase, but there will be
no major breaks in development — | would
call this rounding: | now see the develop-
ment of prices in the residential market as
a horizontal (overturned) parabola; prices
will approach a certain threshold that will
be unsurpassable with current wage and
salary developments.

Pavel Velebil, TIDE REALITY

Czech households al-
ready live in their own
house or own other
real estate. The domi-
nant interest in owner-
-occupied housing and
lesser interest in rental
housing places us in the
eastern part of Europe
and distinguishes us
from more economica-
lly advanced countries.

Out of the total num-

ber of about 4.15 million, most households live in family hou-
ses, the traditional form of housing in our country. The share
of rental housing is currently estimated at 22% of households.

vorable loan rates was confirmed. In recent Trend Reports, we
have also repeatedly drawn attention to the dangers of a poor
setup of social housing, poorly set up legislation on rental
housing and increasing problems within HOAs. The situation
of complicated and slow housing construction due to the lack
of permitting processes, problems with land-use plans and the
inflexible behavior of state administration employees, or unjus-
tified interventions by the local government, are also serious.

Experts participating in the ARTN survey expect changes in the
trend in housing prices this year. They are very critical of the slow
and complicated construction approval processes. The state's hou-
sing nonconceptuality is also a shortcoming. | consider the start of
housing construction to be important, although it will only be gra-
dual in 20719. Housing investments are considered stable, but with
little return. Family houses are considered the best functioning
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market segment, with rental housing being the least functional.
In terms of apartment sales, we expect stagnation with moderate
growth in sale prices and rents, both in Prague and in individual
regions. Valuation of investment in residential real estate is most
estimated in the range of 25-30 years.

Rental housing in our country does not represent such a signifi-
cant part of the market as in developed countries. There are multi-
ple reasons for this, but only some of them are rational; these are

| expect the demand for large apartments
to decline due to increasing sales prices.
Until the price of construction works
goes down, developers will not make
much effort or have the opportunity to
make apartments cheaper. As a result of
high construction work prices, some pro-
jects will not even start. The high cost of
construction work is largely due to a lack
of workers on construction sites. Subcon-
tractors also have a problem with human
resources. In my opinion, construction
companies are partly compensating for
earlier periods when their profits were not
very large. Of course, the market is also
helping them to do so.

Vdclav Thoss, GES REAL

mostly distorted ideas
about throwing money
out the window and
the transitional phase
of living moving towards
ownership. Neverthele-
ss, in recent years there
has been an increase
in interest in renting
apartments.  According
to IRI, rents in Prague
have increased by more
than 44% since 2073,
and they continue to
grow, increasing by a thi-

rd in Brno, Pardubice,

Hradec Kralové, Liberec,

Plzeri and Jihlava. There
are certainly multiple reasons for this. The population increases
every year, mainly due to migration. These are adults that need
a place to stay immediately. Migration from rural to urban areas
also increased, as well as the number of university students, le-
ading to an increase in the need for housing for the duration of
their studies. The number of single-person households is growing;
the transition of part of the housing stock into the tourism sector,
mainly thanks to the Airbnb platform, may also have some influ-
ence in centers of big cities, with an estimated 11 thousand housing
units in the Czech Republic and 7,500 in Prague.

Poor legislation, slowness and inconsistency of our courts ham-
per the functioning of rental housing. This leads to the fact
that many people perceive rental housing as a transition to
future owner-occupancy, mostly short-term rental contracts
are concluded, and many tenants abusing a legally unbalanced

TABLE Development and trends in the residential housing market in the Czech Republic in Q4/2018

Economic development (income of the population)

state. This exacerbates the possibility of a quality financial plan,
and it causes banks to be very cautious in potential financing of
housing construction and operation projects.

The underlying reason for the rise in property prices and rents
may be - and sociologist Martin Lux confirms this - a large pro-
portion of speculative purchases in the housing market. According
to the estimates of Central Europe Holding a.s., most likely more
than 45% apartments in the segment of owned apartments are
“investment apartments”. This is much more than the generally re-
ported amount. Investment in housing is more popular than in the
past, when it was paradoxically more interesting in terms of yield.
Czechs also keep their invested money in bricks much longer, they
don't want to sell and the offer is very limited. An apartment will
change its owner approximately every 25 years, and a family home
every 50 years. Many households invest in housing repeatedly, pu-
lling a substantial part of the supply from the market. Ownership
accumalates, it is passed on within families and it causes an increase
in the imbalance between households. Different real estate price
increases in individual regions and cities increase imbalances in the
value of household finances not only within social strata, but also
regionally. The investment appetite of part of the population closes
the door to housing for many young people, mostly from families
who do not have their own housing. The situation may continue to
deteriorate. The construction of apartments is negligible, and inter-
ventions by the state and the CNB, including support that resolves
nothing and restrictions, are just arrows being shot by a blind man.
Housing is also not helped by the nonconceptual behavior of many
towns and municipalities with rather unfortunate housing privatiza-
tion. Our housing market can be rated as inefficient.

According to housing sociologists Martin Lux, Petr Sunega and
a number of commercial market experts, it is necessary to adopt
a social housing law that will tackle homelessness and the trade
with poverty, targeting those most in need of housing, without
the option of asserting themselves in the commercial market.
It is necessary to help those with a disability or a profession
that is extremely important to society but is poorly appreciated.
Support must be targeted and focused, not across-the-board,

Old apartment prices

New apartment prices

Family house prices

Land prices

Demand for old real estate

Demand for new buildings outside Prague

Demand for new buildings in Prague and Brno

Supply of old real estate

Supply of new buildings outside Prague
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Market sentiment
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Return (on investment)
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broad and exploitable. Unfortunately, there is nothing to indicate
that our politicians will apply such a solution to social housing.
If the issue of social housing is conceived wrong, i.e. in a manner
that is too broad, it will not only be a waste and result in ex-
ploitation, it may also disrupt the functioning of the whole hou-
sing environment in our country. It should not focus on construc-
tion, it should first address social housing through the existing
housing stock of municipalities, the state and private entities.

Very slow construction proceedings have a negative impact
on the market, leading to a small amount of commenced con-
struction, especially in the case of residential buildings. Due to
the long-lasting increase in the number of inhabitants driven
primarily by migration, there is a lack of apartments in the mar-
ket in Prague. Insufficient supply is amplified by the fact that
a substantial part of apartments sold are owned by investors,
not by the users of these units. This partially slows the activity
in the apartment market.

¢ In total, fewer flats were sold in the Czech Republic in 2018
than in 2017

e In Prague there are about 600 thousand households, and
about 580 thousand housing units — of which 420 thousand
are in shared ownership housing

e Approx. 30 thousand apartments will change their owner,
60% of them will be sold; in 2016 — 20 thousand units; in
2017 = 17.7 thousand units; 2018 — 16.1 thousand units, i.e.
about 3.8% of apartments are traded annually (?) (developer
market data distort privatization, studio sales and the time
when an apartment is sold)

e In Prague, new flats make up 30% of the market; in regions
they are quite marginal

TABLE Price development according to Hypoteéni banka's expert index

¢ In the Czech Republic, there was a 4% year-on-year decline in
transactions, and 2018 was the weakest of the last four years

e The current price growth is due to low supply and favorab-
le financing conditions and economic growth rather than
a boom in demand

e When comparing the demand in 2008 with values 10 years
later, we found that the volume of demand only reaches the
peak values of 2008 in one region, namely in the Olomouc
region (Olomouc maintains its attractiveness and attracts
people from near and far). Practically the same values were
achieved in the Central Bohemian Region, where a potential
drop was replaced by the outflow of demand from Prague.
The greatest decline was recorded in Prague, which is due to
high prices.

Housing prices also increased in 2018, all market players agree
on this. However, the question is how much and from what
base. There are very few relevant data in the market. Prices of
realized transactions can be looked up without further details
on the real estate from purchase contracts with CUZK (Czech
Office for Surveying, Mapping and Cadastre). Obtaining them
is expensive, and they are difficult to process. There is therefo-
re a considerable amount of different price reports and price
maps, which are in fact only marketing actions of consultancy
or mediating entities. Banks, building societies and some deve-
lopers also have very good data: however, they are very rarely
available in the market.

The most expensive apartments are traditionally in Prague,
and prices also grew in Ceské Budéjovice, Olomouc, Pardubice,
Brno and Plzef. The lowest prices can be found in the Usti nad
Labem Region, Hradec Kralové, Zlin and Jihlava.

Source: Hypote¢ni banka

1Q/2018 2.9% 2.9% 13% 1.7%
2.Q/2018 2.5% 2.5% 14% 1.7%
3.0Q/2018 31% 2.6% 1.6% 12%
4.0/2018 14% 13% 1.6% 14%
2018/2017 +10.8 +9.8 +6.2 +6.2

According to Hypote¢ni banka a.s., market apartment rental ra-
tes increased in all regional towns at the same or slightly higher
rate than apartment prices; rental rates of small apartments
grew the most, and we observed stagnation or slight growth
in family houses. In most regional towns, investment in pur-
chasing housing rather than rent is still worthwhile for shorter
time series; the rent market (mostly sub-standard apartment
blocks) in poor areas is distorted by social housing allowances;
in some areas, municipalities regulate the trade with poverty. In
some places they even demolished whole apartment buildings
in desolate parts of municipalities. The centers of Prague and
Brno are feeling the influence of short-term rentals through
Airbnb, which are replacing long-term leases.

Comparative analysis deals with the comparison of housing
costs — market rent vs. mortgage installment (mortgage 80,
mortgages rate 2.91%, 5-year fixation, repayment for 20 years,
standard apartment 3+, approx. 70 m?)

CNB regulatory measures mostly affect low-income groups in
large cities where prices are highest. As a result of this policy,
demand will be shifted to the rental market, thereby increasing
rental prices. In the rest of the country, these interventions will
not have such a significant impact due to lower prices.

Ownership costs for maintenance and refurbishment of the
unit, insurance and all joint ownership payments to the HO-
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TABLE Comparison of rental and mortgage housing costs Source: Hypote¢ni banka

Praha 4 28400 20,000 Rent

Praha 5 24,200 21,000 Rent 13
Praha 9 20,350 18,000 Rent 2
Praha 10 22400 18,500 Rent 7
Ceské Budgjovice 7900 11,500 Mortgage -46
Plzen 8900 13,900 Mortgage -56
Karlovy Vary 6,700 10,200 Mortgage -52
Usti nad Labem 3,860 10,000 Mortgage -159
Liberec 7,030 13,000 Mortgage -85
Hradec Kralové 8,850 13,200 Mortgage -49
Pardubice 8,700 12,900 Mortgage -48
Jihlava 6,950 13,200 Mortgage 90
Brno 12,300 16,900 Mortgage -37
Olomouc 8,800 14100 Mortgage -60
Zlin 8,500 13,500 Mortgage -59
Ostrava 5,500 11,600 Mortgage -m

A's account (short-term and long-term maintenance funds, ad-
ministration and operation of the HOA, etc.) should be inclu-
ded in the cost of ownership for a complete analysis. These
payments may vary according to the nature of the house and
the operation of the HOA; underestimating the amount of
joint ownership payments can cause significant problems for
the future operation of the house. Investing in purchasing
housing has long been paying off, mainly due to rising housing
prices.

HOUSING AVAILABILITY

The availability of housing deteriorated slightly in all regional
towns due to faster growth in real estate prices than real popu-

I GRAPH Year-on-year development of housing availability

lation incomes. In Prague and Brno in the locations surrounding
the centers, the price of housing is reaching values that are
inaccessible for ordinary middle-class families. The indicator in
Prague is attacking the threshold of 13, slowly reaching values
of the most expensive European cities.

Given that a large part of transactions are now financed throu-
gh loans and the importance of the cost of debt financing is
increasing for the availability of housing, it is necessary to also
analyze availability from the perspective of loan costs. The re-
sults of the survey conducted by Golem finance show that due
to the rise in prices and more expensive mortgages, the availa-
bility of home ownership is further deteriorating. While in 2017
with an average bid price of 2.66 million CZK and a mortgage

Source: Hypote¢ni banka
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GRAPH Housing availability index 12/2018 (Czech regions, grey 12/2017) Source: Hypote¢ni banka I I
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rate of 244% the average Czech household spent 39.7% of
its net income on mortgage repayments, at the end of 2018
at a price of 312 million CZK and a rate of 310%, this figure
increased to 47.5%.

The situation varies from region to region. The value of 47.5% is
the nationwide average. In Prague, the index is attacking 809%.
In most of the remaining regions where prices are not nearly as
high as in Prague, the housing availability index is below 40%.
In the Ustf Region, its current value is only 16%.

The bad news is that in both nationwide statistics and at
a regional level, housing availability is gradually deteriora-
ting. The biggest year-on-year jump is reported by Pragu-
ethe Liberec Region and the Karlovy Vary Region. On the
contrary, the smallest shift occurred in the South Bohemian
Region.

HOMEOWNER'S ASSOCIATION

The number of homeowner's associations is growing with
the number of registered apartments, and their problems are
growing just as fast. They are based on dual ownership, i.e. the
ownership of a unit and the joint ownership of common parts
of the house and land. Most unit owners do not realize this
specific issue. To emphasize this, legislators also adopted the
term joint ownership of apartments (by no means use the term
apartment in private ownership!). According to the Union of
Czech and Moravian Housing Cooperatives, approximately one
sixth of HOAs have serious problems with the appointment
of statutory authorities, and according to estimates by CEH
as, up to 2/3 of HOAs have problems with unit owner deb-
tors. Over 60,000 HOAs are registered in the Czech Republic.
Most of them are in Prague (10.8 thousand) and in the South
Moravian Region (6.6 thousand), with the lowest number in
the Liberec and Pardubice regions. Their total housing stock
contains over 15 million apartments. In Prague, most HOAs are
in Prague 10 (14 thousand), Prague 11,12 and 2. There are over
420 thousand owned or jointly owned apartments in Prague.
The number of owned apartments registered in the Prague Ca-
dastre of Real Estate grew very evenly by approx. 35,000 units
per year.

COOPERATIVES

After many years of downturn, cooperative construction is slowly
gaining momentum. Existing housing cooperatives are building and
expanding, but some developers are also taking on cooperative
construction, and large cities such as Prague and Brno also have
plans. Cooperative housing is also a proven form of affordable
housing in the world, combining ownership and rental housing.
Its indisputable advantage is the ownership of an apartment buil-
ding by one entity. Management, decision making, and problem
solving therefore becomes significantly easier and more flexible.
lts disadvantage is the impossibility of individual mortgage loans
for cooperative members. In the case of cooperative construction,
the solution is a loan for the cooperative to acquire a building and
a cooperative deposit. Cooperative housing is also threatened by
the transfer of some of the units into joint housing ownership,
which disrupts and complicates relationships within one building.
There are currently almost 9,000 housing cooperatives in the
Czech Republic, most of which are in Prague (3.9 thousand) and in
the Moravian-Silesian Region (14 thousand), with the least in the
Karlovy Vary and Zlin regions. Their housing stock contains 467
thousand apartments, most of which are in the Moravian-Silesian
Region with large housing cooperatives (95 thousand apartments)
and in Prague (92 thousand apartments).

The common problems of cooperatives and HOAs lie in the fact
that they are legal entities that cover and manage their members'
housing. Debt recovery problems are increasing for administration
and maintenance payments. There are also difficulties with the
coexistence with inadaptable, irresponsible unit owners or co-
operative members. Unfortunately, the new Civil Code and the
Act on Business Corporations do not give other members of as-
sociations or their statutory authority many options for solving
these problems. Cooperatives and HOAs do not have priority in
satisfying receivables from their members; debtors usually have
multiple creditors and not enough funds left for the cooperatives
or HOAs. Courts work very slowly, and the law does not allow
sanctions. The activity of unit owners in dealing with the opera-
tion of HOAs is very low. Few people are aware of {1194, which
establishes the liability of a member of an assocation for his debts.
It's surprising that even the creditors are not interested in the
settlement of the owner's, and therefore the debtor’s, payments.
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Prague is perceived as a city with a very lively and sought-after
housing market, but real data show that the number of transac-
tions is small and the market is shallow. Today, there are 580
thousand housing units in Prague, 80% of which are already
registered in the Cadastre of Real Estate within joint housing
ownership (formerly owned). Most of these are in Prague &,
10, 8, 6 and 5. About one third are apartments in tower blocks.

The assessment of the housing market is partially distorted by
a number of not always accurate price and transaction informa-
tion. It is difficult and very expensive to obtain relevant numbers
and then process them seriously. With a more detailed look
at the data obtained from CUZK (Czech Office for Surveying,
Mapping and Cadastre), it is clear that the Czech housing mar-
ket is very shallow, the number of transactions is small, and
the prices of real estate sold do not usually reach the amount
reported by the media. It can be unequivocally stated that the

=== TABLE Deposits with KC registered in the Cadastre of Real Estate in Prague Source: from CUZK (Czech Office for Surveying, Mapping and Cadastre)
data processed by Central Europe Holding a.s
@ Q od 2014 L LTk
| Q/2017 3,752
Il Q/2017 6,101
Il Q2017 3942
IV Q/2017 3,918
| Q/2018 4170
Il Q2018 4188
Il Q/2018 3,812
IV Q2018 4,021
prices of apartments, especially in Prague, are very volatile and  land and specific development projects. According to Trigema-
can vary in similar apartments from one location to another. s calculations, land purchase costs currently exceed 10% of the
Despite the prevailing opinion on overvalued prices and market  total cost of most developers. For example, prices for projects
storms heading towards the price bubble, it may be more appro-  with permits that guarantee good access to the city center have
priate to characterize market events as considerably subdued.  been estimated to have increased by up to 50% over the past
Housing prices and market rental rates were at their peak in the  5years. In addition, there is a lack of such projects on the market.
late 1990s and early 2000s. The projects realized at that time had
similar sales prices as today. A decline occurred after we entered ~ The impact of value added tax on the price of a new apartment
the EU. There was another peak in 2008, followed by a30% drop  is roughly a quarter. While ten years ago developers paid an
in prices. In 2017-2078 prices increased significantly, but most real  average of almost 300,000 CZK for value added tax according
estate still did not reach 2008 prices. Prices on the outskirts expe-  to Trigema calculations, now it is almost three times more. This
rienced the highest increases, especially in tower blocks. tax has been continuously increasing since 2007. First it was at
5%, gradually increasing to 10, 14, and finally to today's 15 per-
According to Trigema, there are multiple factors affecting the  cent. Had this tax remained at the original 5 percent, it would
prices of new apartments in Prague. The most important factors ~ mean saving around 10,000 CZK per m? on the cost of one
include rising prices of building materials and work, levies on va-  apartment. This represents less than one tenth of the price of
lue added tax, and increasing costs for the acquisition of new  an apartment in the capital.
GRAPH Supply and average prices per m? of available second hand apartments in Prague (2016-2018) Source: Trigema (publicly
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The cost of construction works therefore accounts for about
60% of total project costs. The rise in construction costs is
mainly due to a shortage of skilled workers and construction
materials, and it continues to deepen over time. In a regular
residential building from the middle segment, in 2013 to 2015
the construction cost per m? of an apartment was usually up
to 25,000 CZK excluding VAT. Currently, however, the cost for
similar houses is around 40,000 CZK per m? excluding VAT,
and sometimes even more.

According to some experts, the pressure on the rise in prices of
new buildings may result in a shift in interest to old buildings
and rental housing. However, this is contradicted by the argu-
ment that increased demand in both of these segments will
cause another wave of price growth, which may also cool the
market with these types of real estate.

In recent years, the supply of old housing has been decreasing
in the Prague residential market, which may also be due to the
fact that part of the interest that might have been directed to-
wards the new building segment has shifted here. According to
Trigema statistics, at the end of 2018 there were 6,542 second
hand apartments registered for sale. By comparison, in the
same period a year ago it was 7450 units, and two years ago
it was 9,360 units. Nevertheless, this market still remains the
biggest in terms of supply. The bid price is gradually increasing
over time in the old housing market. At the end of last year, it
reached 88,367 CZK per m2. Two years before it was 70,943
CZK per m2, that is 20% less. The largest supply of old housing
was in Prague 5 and Prague 4 last year. The share of these two
districts in the total supply was almost 40%. About another
40% is in the eighth, ninth and tenth districts. The share of
other capital districts is roughly one fifth. More than one third
of all supply consists of two-room apartments. The amount of
three-room apartments is around 30%. 1+kk (1 room + kitchen
corner) and 4+kk (4 rooms + kitchen corner) apartments form
one-fourth of the supply.

The downward trend in the number of units offered is also
characteristic of the long-term rental housing market in Pra-
gue. In late 2018 the supply consisted of 6,324 units. One
year earlier it was 7450 units. Two years ago it was 9,100
apartments, as Trigema's analyses indicated. In 2018, the
average rent exceeded 20,000 CZK per month, or 300 CZK
per m?. The median rent last year was between 16,500 and
19,500 koruna per month. In this case it also exceeded 300
koruna per m% Most of the apartments offered for rent were
in Prague 4, 5, 2 and 10 in the past 12 months. The share of
these city districts in the total supply was roughly one half.
On average, more than one third of the offered units consis-
ted of 2+kk (2 rooms + kitchen corner) apartments. More than
one fifth were 3+kk (3 rooms + kitchen corner) apartments.
The share of flats with a 1+kk (1 room + kitchen corner) layout
was slightly below this level.

The housing market restitution started in the early 1990s.
Transaction numbers are not high and prices are still unbalan-
ced. It is very important what financial means investors come
to the market with. The acquisition of a residential building and
its subsequent management require a great deal of informa-
tion and time. Many influences must be taken into account,
especially by the state, which attack the profitability of the
investment. Recently, these included the obligation to install
heat meters on all radiators, drawing up energy performance
certificates, the inspection of chimneys, elevator adjustments,
the registration of foreign tenants, etc. Most of the costs are
unnecessary and do not contribute to the quality of housing.

The residential building market in Prague is the only one acti-
vely operating in the Czech Republic, in other towns there are
only isolated cases. Using data from CUZK, Central Europe
Holding a.s. created an overview of all building transactions
(excluding trades through business shares) in 2014—-2016 . The
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TABLE

Cadastre of Real Number @ Price Number @ Price Number @ Price
Estate in Prague 2016 CZK/m? 2017 CZK/m? 2018 CZK/m?

Source: CUZK by Central Europe Holding a. s.

Nové Mésto 50,614 98400 80,300
Zizkov 13 32,600 7 43,000 M 76,00
Vinohrady 2 42500 10 57,700 M 94400
Smichov 5 28,500 4 67,000 7 71300
Nusle 2 38,200 8 39,700 10 55,800
Hole3ovice 7 24,700 5 50,300 6 75800
Liberi 7 38900 9 39,350 6 43200
Staré Mésto 6 64,300 6 150,100 3 198,300
Malé Strana 5 94,700 6 123,500 3 163,100
Vrdovice 4 30,600 8 57,700 4 79,600
Karlin 3 38,500 9 54,800 4 85,500
Kosite 3 34,800 1 53,659 4 75,200
Bubenet 4 31,100 4 67,700 1 110,000
Strasnice 3 25,100 1 64,900 1 22,200
Vysehrad 2 54,800 2 126,700 1 100,800
Josefov 1 58,020 0 0 0 0
Dejvice 1 55,000 1 37,100 4 34,000

data show that the largest number of transactions took place
in central Prague in the cadastral areas of Nové Mésto, Zizkov
and Vinohrady. The following table provides an overview of
data from selected cadastral areas; the processor has detailed
information about the transactions:

PENB, GDPR, Act 326/1999 on the Residence of Foreign Natio-
nals in the Czech Republic — § 99 - 102, when accommodating
more than 5 foreigners, there is an obligation to report their
stay on a prescribed form to the Alien Police Department and
keep an accommodation log in paper form for 6 years.

CUZK (Czech Office for Surveying, Mapping and Cadastre) data
processed by Central Europe Holding a.s indicate that:

31% of residential buildings are owned by natural persons; 19%
of residential buildings are owned by legal entities, 30% are
houses divided by units, and 20% is owned by the Prague City
Hall, city districts, universities, the state, the church, etc. The
intended proposals for the introduction of licences for leases
and related tax and insurance obligations may have an impact
on a substantial part of the market.

Initial investment 65,000 CZK/m? — 1,200 m? living space

Net rent + 3,360 CZK/m¥ year (280 CZK/m%month — 60 m?
apartment for 16,800 CZK)

Repair and Maintenance — 360 CZK/m?/year; Long-term reserve
fund = 600 CZK/m?/year (VAT cannot be deducted)
Administration, legal services, fees, insurance... — 180 CZK/m?/year
Rent Losses 10% of income (8% vacancy, 2% debts) — 336 CZK/m?
(with increasing rents, debts and vacancies will grow, with chan-
ging tenants causing the biggest losses; in the case of flats, lo-
sses may increase with the need to pay for debtors; revenues will
decline in non-functioning HOAs and problems with neighbors...)
Gross profit before tax 1,884 CZK/m?year... 2.9% per annum

It cannot (yet?) be financed with a loan for the most part; effici-
ency increases with portfolio growth

(if management is done well and the input investment is set up
correctly)

The management of an apartment building is important for its
effective operation. A good manager prevents problems not
only in technical matters, but mainly in communication with
tenants. Underestimating the relationship with tenants, com-
bined with legislation and courts that favor tenants, especially
those that do not respect rental conditions, leads to significant
financial losses.

LUXURY REAL ESTATE MARKET

In the Czech Republic, the luxury real estate market is espe-
cially in Prague and its surroundings. Compared to the past,
however, there is a more detailed distinction in the highest
segment. New attractive projects outside the narrow center of
Prague with prices starting at 120,000 per square meter are
called premium housing. The highest luxury can be found in the
historic heart of Prague, attracting people with its unique loca-
tion and the history of a place where you won't find a modern
development project.

Premium housing combines top standards with technology.
New and well-renovated apartments in the wide center of
Prague, or houses in attractive locations, are typical represen-
tatives of premium housing. As in the middle segment, practi-
cality and usability in everyday life is essential. Apartments
offer amenities that represent the social status of the owner.
Premium bathrooms, doors and other interior elements combi-
ne practicality and attractiveness. The typical premium project
consists of T+kk to 5+kk apartments with an atypical, generous
design. With prices starting at around 120,000 koruna per m?,
this is new, high-class housing with underground garages, from
smart home households to architecturally attractive building
envelopes and sensitive placement in their environment. The
price for a big 4+kk family house is around one million euro.
According to Denisa Vidfiovska from Lexxus, premium housing
is an ideal intersection between price, quality, location and
service availability. The most popular locations are Vinohrady,
Bubened, and parts of Zizkov, Karlin and Smichov. We often find
premium housing in renovated houses, but most of the market



consists of new buildings. The prices of buildings from the mi-
ddle segment are similar to those of premium apartments, but
without the required qualities, leading to the need to negotiate
discounts that are sometimes significant.

Luxury housing means exceptionality and unavailability. In luxu-
ry housing, each apartment is atypical and original. The interior
often becomes a sensitively put together piece of art. Elements
such as stone, wood, stainless steel and glass dominate these in-
teriors. 2+kk apartments occupying over 200 m? are no excepti-
on. Such an apartment underlines the owner's personality and Li-
festyle and fulfills his specific ideas unconditionally. Only a small
percentage of real estate in the top segment consists of luxury
real estate. There are a number of reasons for this. First of all,
exceptional luxury buildings are strictly defined by their location.
This primarily includes the historic center of Prague, especially
Lesser Town, Old Town, Josefov, Nerudova Street, Ke Hradu and
other special places. The views must also be exceptional. They
shoud ideally offer a view of Prague Castle, the Vltava River,
greenery or a panorama of old Prague roofs. This virtually rules
out new buildings; they are generally listed buildings that under-
went time-consuming and costly renovations. Underground ga-
rages are certainly not to be automatically expected, and unlike
with new buildings, the buyers must submit to the layout. The
price of luxury housing is roughly twice the price of premium
housing, i.e. around 250,000 koruna per m?, and sometimes sig-
nificantly more. The price no longer corresponds with the use
value, the investor is buying a real estate jewel.

GRAPH
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A significant trend in 2018 was that the prices of apartments fa-
lling into the “mass” medium category according to buyers began
to push against the lower boundary of the premium segment.
This resulted in a slowdown in the market, because buyers re-
fused such prices. With the competition of more attractive pre-
mium projects, the middle segment couldn’t keep up the pace,
but the premium and luxury segments experienced growth. In
comparison with 2017, sales increased by 57%. This is mainly due
to several very attractive projects with a corresponding price.
More than one third of buyers are foreigners, from practically
all over the world. More than half of all transactions were made
entirely using the buyers’ own resources. Prague is building a re-
putation as a stable, secure and prosperous European metropolis

According to LEXXUS Group, price movements can be affected
by world events. In the short-term outlook, Brexit and the way in
which it will be conducted is most important. The economic con-
dition of EU countries, especially Germany and France, will also be
important. The slight recurrent decline in the German manufactu-
ring industry’s performance can make buyers reluctant to spend,
and induce the desire to invest cash in a more sustainable way. Pri-
ce negotiations are expected to be more frequent, most often for
middle-class real estate and the premium segment. High-quality
projects from both the premium and the luxury segment are likely

Source: LEXXUS Group
Method of financing (2018 - individual sales)
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Source: Trigema (2011-2013)
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to add percentages of appreciation. In Prague, several interesting
luxury housing projects are being prepared in the coming period,
and there is still plenty of room to increase the prices of top-quali-
ty properties in comparison with Vienna, Paris and Berlin.

5,000 new apartments were sold last year in Prague, accor-
ding to the statistics of Trigema, Skanska Reality and Central
Group. By comparison, in 2017 5,500 units (+ 9%) were sold,
and in 2016 6,650 (+ 25%) new apartments were sold. Accor-
ding to estimates, the financial value of apartments sold has
long been at 30 billion CZK. The most apartments were sold
in Prague 5, Prague 9 and Prague 10. The share of these three
districts in total sales was 60%. In addition, sales in the fourth

C—
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DIAGRAM Sale of new apartments in Prague according to location 2018
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district were also relatively successful. In all other areas of the
capital, sales did not exceed 10 percent. The lowest number
of apartments was sold in Prague 6, amounting to only 2% of
total sales. Only a little more was sold in the center itself, ie.
Prague 1and Prague 2.

More than one third of apartments sold are 2+kk. The amount
of T+kk is about one quarter. One fifth of apartments sold are
3+kk. About 15% of sold apartments are bigger.

An even more noticeable drop in the sale of new flats was
recorded last year in regions where, according to Trigema's ana-
lysis, only 4440 new apartments were sold. The last quarter is
largely responsible for this, when only 685 units were sold (in
2017 1,689 apartments were sold in the same period). In 2077,

Source: Trigema, Skanska Reality, Central Group
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however, the total number of apartments sold in regions ex-
ceeded the number of units sold in the capital, reaching 6,100
apartments.

It is clear that the CNB's restrictions on mortgage loans affect
regional markets the most, where potential buyers of new hou-
sing are much more dependent on mortgage financing than in
Prague. This situation also corresponds to the fact that poten-
tial buyers set up loans and purchased flats more in the spring
and summer, not in the second half of last year. Most of the
apartments sold last year were in the South Moravian (315), PL-
zeti (905) and Central Bohemian (840) regions. The Pardubice
(510) and Olomouc (445) regions also experienced relatively
successful sales. On the other hand, poor sales were reported
by North Bohemia, the Moravian-Silesian Region and Vysocina.

In 2018, the supply of available apartments in Prague gradua-
lly increased, reacing 5400 units at the end of December. In
a year-on-year comparison, this was an increase of 48%. At the
end of the previous year, only 3,650 available apartments were
on the market. The increase in the stock of available apartments
is mainly due to reduced demand in the last months of the year.
New big development projects also entered the market, inc-
reasing the supply. However, this is still an insufficient amount.

The average price of available apartments increased over the
year by almost 15,000 koruna per m? While at the end of 2017
it reached 91,537 koruna per m? on December 31 last year it

o .I-

Market nationwide average price: 55,983 CZK with VAT/m? (+2,4%)

South Moravia
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Central Bohemia
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GRAPH Development of the supply of available apartments in Prague 2011-2018 Source:
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III GRAPH Development of the average price per m? of sold apartments in Prague 2013-2018

Source:
Trigema (2012-2016)

Apartments sold [l Available apartments

was already at 106,027 koruna per m? This caused their price
to increase by almost 16%.

The supply of new apartments in regions of the Czech Republic
has been around the 5500 apartments for about two years
now. The highest number of apartments was at the end of 2018
in the regions of South Moravia (1430), Central Bohemia (1135)
and Olomouc (985). Almost two thirds of all new available
apartments were in these locations. This was followed by the
Pardubice (460), Plzefi (360) and South Bohemian (320) regi-
ons. The average price of an available apartment in regions at
the end of 2018 was 55,983 koruna per m2. This is only 5,671
koruna per m? more than it was at the end of the previous year,
when the price was 50,312 koruna per m2 The pressure on pri-
ces in regions was not as pronounced as in the capital, which
meant that this indicator only increased by 11.3% year-on-year.
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later this amount is almost double. Today, those interested in
new housing will pay an average of more than 101,000 koruna
per m2. This is 19% more in a year-on-year comparison. Most
developers agree that the prices should no longer increase this
dramatically in the upcoming period. This will mainly depend
on whether a sufficient number of new apartments is added to
the market, which will reduce pressure on prices.

Outside of Prague, the price of new housing is almost half the
amount in Prague. In the last quarter it reached an average of
53,570 koruna per m?. It was higher than this average in the
South Moravian Region, where it was almost 65,000 koruna
per m? In Central Bohemia it exceeded 56,000 koruna per m?,
and in the South Bohemian Region it was almost 55,000 ko-
runa per m2 The Plze? Region (50,399 koruna per m?), Hradec
Kralové Region (50,910 koruna per m? and the Olomouc Re-

gion (48473 koruna per m?) are below the average. The prices
are even lower in places where the demand for new housing
is marginal from a nationwide perspective. This is primarily the
case in the Usti nad Labem and Moravian-Silesian regions. Pri-
While at the beginning of 2015 a new apartment could be pur-  ces are also low in Vysocina.

chased in Prague for about 55,000 koruna per m? four years

GRAF New market equilibrium? Supply vs. demand 2011-2018 Source:
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In terms of equal supply and demand, 2014 can be considered
the optimal year in which annual sales were the same as the
average annual stock. In 2014 the average bid price was 65,000
koruna per m2 and 6,000 apartments were sold. Up until this
period, supply exceeded demand and prices of new apartments
were stable. However, since 2014 demand started to signifi-
cantly exceed the rigid supply, causing rapid price increases. In
2019, the market is likely to reach a new equilibrium, bringing
with it a smaller volume of new real estate placed on the mar-
ket, and above all a significantly higher price.

We expect real estate prices to stop growing in most regions.
Unfortunately, new housing construction will be mild in 2019,
and the situation in Prague with a growing number of inhabitants
due to migration will continue to deteriorate in terms of avai-
lable housing. Problems are also caused by the nonconceptual
approach of the state and the lack of support for rental housing.
If further measures are adopted that negatively affect rental
housing, this can cause a number of problems for the market.
We cannot expect significant growth in housing yields, although
interest in rental housing will surely increase, causing rental rates
to also increase slightly. However, the obligations and problems
that landlords have take a large part of their profits.

The housing market would greatly benefit from faster construc-
tion proceedings, which will kick-start necessary construction

as well as renovation of existing obsolete properties. Speeding
up court decisions concerning tenants or units owners that are
not duly fulfilling their obligations would also help solve these
problems. For example, introducing tribunals to deal with the
issue. Another option would be introducing the possibility of
sanctions.

It will be important to adopt a quality, targeted social housing
system and genuinely support stable rentals of residential pr-
operties protecting the landlord's property rights, but also ma-
king the apartment the tenant's home, not a transfer station
for a limited time.

A good price map of real rentals and transaction prices of re-
sidential real estate would greatly benefit the CNB's and the
ministry's ability to properly decide on further developments in
loans, as well as help resolve many litigations. This needs to be
supported by legislation, and the CUZK (Czech Office for Sur-
veying, Mapping and Cadastre), and possibly the CSU (Czech

Statistical Office), should be involved.
Chapter writers, team leader

Central Europe Holding
Trigema team
Hypote¢ni banka
LEXXUS Group

Institute of Sociology of the Academy of Sciences
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The total gross volume of concluded transactions in the Prague market declined slight-
ly. Despite this, the trend of strong demand from previous yea rs continues.

In Prague, the office vacancy rate dropped to 5.1%.

The Brno market remained relatively stable year-on-year.

The trend of offices as a service continues, with an emphasis on productivity, the use of

new technologies and mobility.

Demand

In 2018, the total gross volume of concluded transactions in
Prague reached 519,200 m? — with a total of 666 transactions.
Although there was a slight decline year-on-year, this is still an
above-average result. The strong demand from previous years

continues.

In my opinion, rent will increase as
a result of the increase in construction
work. This is likely to happen only in
newly built buildings. | do not think that
the interest in rental should decline be-
cause of the slight increase in price. | am
a little worried that experts may speak
about the impending crisis too much. As
a result, tenants may be more concerned
and lose interest.

Vdclav Thoss, GES REAL

If we take a closer look
at the structure of reali-
zed demand, we will find
that in 2018 the propor-
tion of renegotiations
and new leases was ba-
sically equal. Both types
of transactions occupied
about 35% of the total
volume. The third largest
transaction in terms of
volume were pre-leases,
i.e. transactions with buil-

GRAPH Gross realized office demand according to sector in 2018 (m2)
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[l Advertising and media

dings that were under construction at the time. In 2018 this type
of transaction reached 19% of all the transactions executed in that
period. In the future we expect pre-leases to continue to occupy
a significant portion of the volume.

In terms of sectoral statistics of office demand in 2018, the adver-
tising and media sector dominated with a 15% share in the total
volume of transactions. This sector was followed by IT (13%) and
production (12%). As in the previous year, the most desirable loca-
tion in 2078 in terms of realized transactions was Prague 4 (25%),
followed by Prague 8 (19%) and Prague 5 (18%).

Last year, world coworking center operator WeWork entered

the Czech market and leased nearly 6,000 square meters in
administrative building Drn in Prague 1. The company thus ad-
ded to the plenty of other coworking operators, such as Busi-
nessLink or HubHub, who also decided to bring their shared
office concepts to the metropolis last year. The global boom
of coworking, which we pointed out in last year's Trend Report,
has reached the Prague market, and it will be interesting to
see whether it will change the office space market like it did in
Western metropolises.

Source: Knight Frank Research / Prague Research Forum
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GRAPH Gross realized office demand according to individual municipal districts in 2018 (m?) Source: Knight Frank Research / Prague Research Forum II
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3,475,100 m? Last year, an above-average amount of office spa-
ce was completed, i.e. a total of 156,900 m?, of which 76% were
in newly constructed projects. As in previous years, in 2018,
most of this office space was pre-leased before completion.

At the beginning of 2019, a total of 348800 m? of offices

TABLE Overview of the ten most important transactions in Prague in 2018 Source: Knight Frank Research / Prague Research Forum ===
e R S N [ ey
BB Centrum - Gamma 29,000 Telecommunication renegotiation
7 Bubenska 1 16,300 WPP Advertising and media pre-lease
5 City West B2 13,7100 Siemens Production renegotiation
10 Centrum Vinice 11,800 FTV Prima Advertising and media pre-lease
5 City West B3 10,100 Siemens Production renegotiation
8 River Garden | 8,000 ADP Employer Services T renegotiation
Ceska republika
Drn 5800 WeWork Coworking new lease
8 Praga Studios 5,300 Edwards Lifesciences Pharmaceutics pre-lease
Czech Republic
Dynamica 4,700 Strabag Construction and logistics new lease
Smichov Business Park 4400 Wunderman Advertising and media renegotiation
Supply were under construction. About 80% of these offices are in
new projects, and the remaining 20% are renovations. In 2019,
The total office space in Prague at the end of 2018 reached = 200,700 m? of offices are expected to be completed in a total

of 16 projects, and more than 51% of this office space is current-
ly pre-leased. The remaining 148100 m? should be completed
in 2020-2021. However, it is necessary to assume that this fi-
gure is not final and that it will change over the course of the
year, depending on the actual commencement and completion
of the construction of the buildings.

TABLE Overview of newly completed buildings in 2018 Source: Knight Frank Research / Prague Research Forum

City West Al Komer¢ni banka 9,300
7 Visionary CA Immo 20,500
5 Dynamica Penta Investments 13400
8 Rustonka R2 (phase ) J&T 11400
4 Trimaran S+B Gruppe 18,300
6 AFI Vokovice AFI 12,200
4 Eurovia Eurovia 3,000
8 Palmovka Open Park 3 Metrostav 9,800
8 Palmovka Open Park & Metrostav 13,200
4 City Element S+B Gruppe 7,600




TABLE Projects with a completion date in 2019

Source: Knight Frank Research / Prague Research Forum

1 Palac ARA Renovation ECE Europeans Estates 2600 2019 Q1
1 Na Porici 5 Renovation Cecopra 1300 2019 Q1
4 Mayhouse New construction CPI Group 7400 2019 Q1
8 Rustonka R3 (faze II) New construction J&T 1400 2019 Q1
5 CSOB HQ. |l New construction CSOB 30 000 2019 Q2
6 Telehouse Renovation BPD Group 20900 2019 Q2
9 Harfa Office Center New construction | KAPRAIN Group a Lighthouse Group 28 300 2019 Q2
5 Green Point New construction Karlovarské mineralni vody 7500 2019 Q2
8 Praga Studios New construction Skanska Property 11200 2019 Q2
7 Argentinska Office Building New construction Sudop 6200 2019 Q2
IR LifeBuilding C (BB Centrum C) Renovation VIG 11100 2019 Q2
8 DOCK IN THREE New construction Crestyl 16 000 2019 Q3
2 Churchill | New construction Penta Investments 15200 2019 Q3
5 SmichOFF New construction Penta Investments 71700 2019 Q3
10 Centrum Vinice Renovation GES Real 14 300 2019 Q4
7 Letna OC New construction Lordship 5500 2019 Q&

GRAPH Vacancy rate in individual municipal districts in Q& 2018 (in %)
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GRAPH Development of the vacancy rate in Prague according to year (in %)

20

15

10

2003

Prague 2 Prague 3

2004 2005 2006 2007

Prague &

2008 2009

Prague 5

2010

Source: Knight Frank Research / Prague Research Forum

Prague 6 Prague 7

20m 2012 2013 2014

Prague 8

2015 2016

Prague 9

Prague 10

Source: Knight Frank Research / Prague Research Forum

2017 2018



GRAPH Development of the highest achieved rental rate according to year (EUR/m%month)
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Vacancy rate

As in previous years, in 2018 there was a decrease in the va-
cancy rate of office space in Prague, Specifically from 6.2 %
to 5.1 % (which represents about 178,800 m?2 of free offi-
ce space). This is the historically lowest vacancy rate, sur-
passing the 5.8% of vacant offices in 2007. This is mainly
due to continuing above-average demand, which is currently
not satisfied by the supply of office space. However, the hun-
ger for expansion associated with workforce recruitment is
already at its peak and is slowly reaching its limits. The posi-
tive atmosphere of the past few years may result in a mode-
rate cooldown in 2019.

Rental rate

The highest achieved rental rate rose slightly during the year,
and at the end of 2018 it was between 21.00-22.00 EUR/m¥/
month in the city center. In the area surrounding the center
it was between 15.00-16.50 EUR/m?month, and in the outer
city is was 13.50-15.00 EUR/m%/month. This is mainly due to
the long-term low vacancy rate of office space. On the other
hand, since an above-average number of office projects should
be completed in 2019, we do not expect a dramatic increase in
rental rates, but rather their stabilization.

As far as incentive rates are concerned, it is no longer true that
lessees can dictate their amount, as was the case in the years
after the crisis. Given the current market situation, it can be said
that the lessor has a clear advantage.

Source: Knight Frank Research / Prague Research Forum
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This is a long-lasting phenomenon, and nothing suggests that
it will change. The demand in individual European countries
therefore continues to be above average. A record volume of
demand this year was reported by Milan and Dublin.

The continuing positive economic climate and low unemploy-
ment rates across the EU have led to a high demand for office
space, but in many metropolises there is a lack of vacant space.

Source: Knight Frank Research / Prague Research Forum
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III GRAPH Highest rental rates in European cities in Q4 2018 (EUR/m?/month)
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Prague continues to rank among cities with the lowest ren-
tal rates. As in 2017, in 2018 European cities also recorded an
increase in the achieved (premium) rental rate, at an average

III GRAPH Vacancy rate in individual European cities in Q4 2018 (in %)
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The average vacancy rate in European capitals is around 6.1%,
which is only a 1% difference in comparison with Prague. The
lowest vacancy rate was reported in Berlin (1.8%), and the
highest rate was in Madrid (11:1%).

Demand

In 2018, gross demand in Brno, including renegotiations, amoun-
ted to a total of 58,200 m? which represents a year-on-year
increase of 6%. Demand in Brno therefore continues to remain
at a steady level as in previous years. Not surprisingly, IT com-
panies have become the most active sector in terms of overall
demand with a 50% share. The largest transaction in Brno was
the pre-lease of Moravia IT (8,500 m?) in the new office project

Amsterdam Madrid

London

Brussels Vienna  Warsaw Barcelona Prague

of 5%. In Berlin, the highest rental rate increased by 18% year-
-on-year.

Source: Knight Frank Research / Prague Research Forum

Dublin Barcelona Prague Paris Vienna Zurich Berlin

Vlnéna Office Park AB, followed by the renegotiation of AT&T
(8,000 m?) in the building Campus Science Park C.

Supply

The office space supply in Brno amounted to a total of
583400 m? in the second half of 2018. Class A buildings
accounted for 82% of the total area, and 19% consisted of
class B offices.

In 2018, 38,800 m? were completed in four office buildings.
Specifically: Campus Science Park DE (13,300 m?, Vlnéna offi-
ce park FG (12400 m?), Vlnéna office park H (6400 m? and
CTOffice A3 (6,700 m2).

Source: Knight Frank Research / Prague Research Forum

Bucharest



There are currently 6 office projects with a total area of about
60,000 m? under construction. All these projects should be
completed during 20719.

Vacancy rate

The vacancy rate in Brno gradually increased in 2018 reaching 9.6%
at the end of 2018. This was a 2.3 % increase in comparison with the
previous year. However, we consider this increase to be a short-term
phenomenon that occurred due to the supply of a higher volume of
newly built office space to the Brno market, as Brno-based compa-
nies are struggling with the lack of adequate office space.

Rental rates

The highest rental rate in Brno during 2018 rose to 14.50 EUR/
m2/month. Nevertheless, rental rates in Brno are still tens of
percents lower than in Prague, which, along with other added
value such as a high proportion of college students and a shor-
ter distance to Austria and Slovakia, makes Brno an attractive
place to locate business.

Demand

The gross demand in 2018 reached a total of 21,920 m? This
is a relatively low year-on-year increase of 7%. The largest
transaction in Ostrava in 2018 was the renegotiation of Okin
(7300 m?) in the Orchard office complex.

GRAPH Realized office demand in Ostrava and Brno according to year 2012-2018
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Now more than ever, it is necessary to follow trends and be
aware of their direction on a global scale. In cooperation with
our transnational colleagues, we have jointly identified the five
main areas that will shape and form the demand for offices
and the work environment. However, it can be said that the
following trends apply at a local and transnational level:

Given the current market situation in Ostrava, it is likely that
demand for offices will increase in the course of 2019.

Supply

Office space in Ostrava did not change in 2018, and it amoun-
ted to 213400 m?. Class A buildings accounted for 73% of the
total area, and the remaining 27% consisted of B class offices.

A total of 10,000 m? of office space is under construction in
the Smart Innovation Center office complex, which is due to be
completed in the first half of this year.

Vacancy rate

At the end of 2018, a total of 19,600 m? of free office space
was registered in Ostrava. The occupancy rate therefore decli-
ned by 4.1% to 9.2% compared to the previous year. The office
vacancy rate in Ostrava will stagnate or increase in the short
term in regards to the occupancy rate of the Smart Innovation
Centre project. However, the currently limited supply in Ost-
rava will reduce the amount of vacant space in the long run.
Rental rates

The highest rental rate in Ostrava in 2018 remained stable and
ranged between 11.50-12.00 EUR/m?month. A slight increase in
the rental rate may be expected, taking into account the deve-
lopment of demand in Ostrava.

Il Brro Ostrava
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1. Offices as a service

Tenants' interest in investing and caring for spaces as such con-
tinues to decline. This naturally results in the prospering of
coworking centers and operators of shared offices, but even
traditional landlords and developers must free themselves of
the mere ownership or development of real estate and come
up with service innovations, community building and improve-

Source : Knight Frank Research / Prague Research Forum
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ment of the work environment. This increases demands on the
skills and competencies of lessors.

2. Productivity instead of costs

Instead of pressure to reduce costs, we can see a high level
of space efficiency. This does not mean efficiency in terms of
high concentration (in order to save), which has turned out to
be counterproductive (‘crowded open space”). Instead, it se-
ems more effective for a number of companies to strengthen
interactions between people and their satisfaction, which they
will achieve by creating an adequate working environment. This
should result in higher productivity, however, but demands and
costs of interiors are rising.

3. New technology

Artificial intelligence (AD), robotics and automation will have
a growing impact on business processes and organizational
structure. Companies will demand a different type and number
of employees. They will look for offices with different demands,
of different sizes and with different location requirements. The
nature of demand is changing.

4. Company transformation

The technological development of humanity forces companies
to re-evaluate their business models. In order to survive, many
companies have to start moving to areas that have so far been
completely beyond their competence (especially in the digital

domain). In addition, the demographic composition is changing,
and cultural changes are taking place in companies.

5. Era of mobility

We live in an era of mobility, and the Czech Republic is beco-
ming less and less isolated. Record activity in M&A (at a local
and transnational level) is undoubtedly one of the driving for-
ces of current demand in the rental market. In addition to the
primary consequences, i.e. company relocations and expansion,
we can also observe secondary effects (subleases, premature
termination of contracts, etc) in association with M&A market
activity. In general, however, there is a move towards labor for-
ce, or talent, but also lower (wage) costs.

Naturally, the account of all the trends currently affecting the
office rental market would be very long, and many are specific
to the Czech market (which locations are considered attractive,
as well as the eating habits of employees). In this chapter we
are also ignoring “green certificates,” which were discussed in
earlier Trend Reports and would undoubtedly require a sepa-
rate chapter.

Nevertheless, the above-mentioned trends require attention
and will be the main determining factors of the coming period.

Knight Frank
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The visit rate of shops is no longer increasing, but in 2018 the high retail turnover
continued - retail benefited from the favorable consumer climate and rising house-

hold expenses.

New retail space is growing at a moderate rate, with investments focusing on moder-

nization and improving the quality of retail space.

Within shopping centers, the share of conventional retail trade is decreasing in favor
of food & beverage areas, services and entertainment areas.

The convergence and interconnection of traditional physical stores and online stores

is

becoming ever more intense.

Transaction activity was high in 2018, but it did not exceed the previous record-
-breaking years. The interest of investors is hampered by limited supply in the most
sought after segment of successful centers.

I GRAPH Development of retail expenditure and the consumer confidence index
I

Consumer confidence index

In 2018, the positive trend that started in late 2013 and early
2074 continued. The continuing growth of the Czech economy
and the favorable consumer climate contributed to the further
growth of Czech household expenditure in retail, and thus to
the growth of retail turnover. However, we observed a slow-
down in growth dynamics in the second half of the year.

The positive retail development is also confirmed by the in-
dex of Czech shopping center turnover, which experienced

a year-on-year increase of almost 8% (similarly to last year)
according to the International Council of Shopping Centers
(ICSO). However, the same cannot be said about the visit rate
of shopping centers, which has been rising regularly since 2074,
increasing by 2.6% in 2017. In 2078 this indicator only reached
+0.5% thanks to a strong first quarter — a marked stagnation
was observed during the rest of the year.

The same was true for shopping centers that was true for retail
in general: The Czechs were not shopping more frequently, but
they were spending more money.
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GRAPH Development of shopping center visit rate and turnover in the Czech Republic (year-on-year comparison)
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According to the results of the representative GfK Household
Panel, the increase in turnover is not primarily driven by infla-
tion or by an increase in the volume of purchases, but by “up-
-trading”, meaning that customers preferred better quality and
therefore more expensive goods. Customers are increasingly
demanding in terms of shopping convenience, quality, services
and customer service, the speed of purchase and delivery, as
well as information - about goods and other things.

In the ten biggest retail chains in the Czech Republic, we

TABLE Largest retail chains in the Czech Republic

(with a turnover of more than 20 billion CZK - sales according to financial statements for 2017 and 2018)

Q1 Q2 Q@ Q& Q1 Q2 Q3 Q+ Q1 Q Q3 Q4
2016 2017 2018

can only find networks primarily operating FMCG stores,
while the market situation is relatively stable -
no change in the top eight positions in the past year. Ho-
wever, this does not mean that it was a successful year for
all the big players - some of them slightly reduced their
sales network for reasons of efficiency, some of them ex-

there was

periencing a slight decline in turnover. Lidl experienced the
fastest growth in the last measured period, as it expanded
and modernized dozens of its stores; Billa also experienced
growth, especially thanks to the development of the Billa
stop & shop concept.

Source: Zdroj: GfK,
Commercial Register

Footfall Index

Kaufland Ceska republika 131 56,8
Ahold Czech Republic 326 498
Tesco Stores CR 190 454

Lidl Ceska republika 238 438

Geco (prodejny Geco tabak-tisk) 276 343
Penny Market 374 339

Makro Cash & Carry CR (e 29,0
Billa 289 25,6

Globus CR 15 22,8

* number of stores as of October 31, 2018

Nonetheless, product specialists (with IKEA, Hornbach and
OBl achieving the greatest turnover) and shopping centers, to
which a separate part of this chapter is dedicated, are the key
points of sale in non-food product categories. Online retail ex-
perienced a two-digit year-on-year increase in turnover - in 2018
Czechs spent almost 135 billion CZK in online stores.

The main wave of traditional retail expansion in the Czech
Republic is over. However, thanks to investments in moder-

nization as well as steps invoked by demand, the sales ne-
twork is undergoing a gradual transformation. The growth
of business formats will continue to be driven primarily by
productivity more than expansion in the next period. There
will be further shrinking of the size of hypermarkets (espe-
cially those that are not able to ensure sufficient area effici-
ency), and the market will be better covered by convenience
concepts.
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High-quality specialists have good prospects for the future. Online
retail is growing across segmets. Hybrid formats, including trade +
gastronomy or services, etc, will also undergo development. The
combination of trade and services is one of the most important
trends. This is reflected in the variety of services provided by traders
in their stores and beyond them, as well as in the development
of technology. The “social functions” of trade is also strengthening
— stores are becoming important places for people to meet: from
shopping centers, through rural stores to petrol stations.

Online retail in 2018 grew at a two-digit pace. Online/offline
integration will be increasingly sophisticated, and it will be
essential for traders. The growth of e-commerce across sectors
will be driven by increasing shopping comfort and time saving.
Meanwhile, the functional and efficient security of the logistics
stage is the limit to even faster online retail development.

Customers will increasingly require traders and brands to provide
full integration of all online and offline sales channels and a smo-

TABLE Largest shopping centers in the Czech Republic (according to the number of tenants)

Shopping Center TotalGLAnm: | Owner

oth transition between them. Awareness of this omnichannel will
begin to gradually increase, particularly thanks to new media.

SHOPPING CENTERS

Shopping centers remain the most popular place to buy non-fo-
od goods in the Czech Republic. There are currently more than
four hundred different types and sizes: shopping centers, retail
parks, hypermarkets with small shopping malls with an area of
over 5,000 m?, specialized centers, etc. Their total lettable area
exceeds 4.5 million m%

Ninety shopping centers can be classified as large or me-
dium-sized according to ICSC categorization, with a total
area of 2.4 million m? GLA. Nearly a quarter of these centers
(and one third of the area) are located in Prague. More than
twenty domestic centers have exceeded one hundred busi-
ness units.

Centrum Chodov Praha 102,000 Unibail-Rodamco-Westfield
Galerie Santovka Olomouc 200 46,000 SMC Development
Forum Nova Karolina Ostrava 193 58,000 REICO
Olympia Brno Brno-ModFice 186 102,000 Deutsche Euroshop
OC Letfany Praha 185 120,000 Union Institutional Investment
Palladium Praha 180 40,000 Union Institutional Investment
Galerie Harfa Praha 179 45,000 WOOD & Company
Novy Smichov Praha 170 58,000 Klepierre
Centrum Cerny Most Praha 169 77,000 Unibail-Rodamco-Westfield
Avion Shopping Park Ostrava Ostrava 165 85,00 Inter IKEA Centre

The total number of shopping centers per 1,000 inhabitants is
slightly below the EU average. A conversion according to real
purchasing power places the Czech Republic among the group
of countries with above-average retail space capacity.

There were no major changes in the table of the biggest sho-
pping centers in 2018 compared to the previous year. Out of
the ten largest centers, Shopping Center Letfiany in Prague,
which generously invested in modernization, branch mix deve-
lopment and the shift of the center’s entire environment to
a higher quality level, underwent the most significant change.

We should mention the two most important investments. In
the spring of 2018, the extension of the IGY shopping cen-

TABLE How will the scale and structure of the sales network develop in 2019-20207?

Obchodni centrum Significant growth | Moderate growth | No significant change

ter in Ceské Budé&jovice, owned by the CPI Group, was fi-
nalized. Then, in May 2018, we saw the climax of the many
years of effort to open the outlet center in Tuchoméfice
near the Ruzyn& airport (originally, this shopping center
called Galleria Moda was meant to open in October 2008,
and then its ownership structure changed several times).
Thanks to the combined efforts of Kaprain and internationally
experienced co-investor Neinver, the first stage of the “Prague
The Style Outlets” project offering 65 stores was completed.
lts operators have brought dozens of new brands to Prague,
and the center is currently finding its place in the market.

Most Czech cities have a very high degree of saturation, and
members of the ARTN expert panel therefore only expect

Large food and mixed stores 0% 14% 1% 14%
(hypermarkets, supermarkets, diskonts)

Small food and mixed stores 0% 27% 43% 27%

Large non-food stores 0% 36% 64% 0%

Small non-food stores 0% 43% 36% 21%

Shopping Malls (with Passage) 0% 14% 86% 0%

Retail parks 0% 64% 36% 0%

Source: GfK, public sources, data as of January 1, 2019

Source: ARTN survey



very small additions to commercial spaces. They see more
space for expansion through retail parks and large non-food
stores rater than in shopping centers (primarily in district
towns), and for large shopping centers they see space in Pra-
gue and Brno. A major part of investments is already going
into redevelopment — modernization or extension of existing
buildings — rather than into new construction. We expect a
strengthening of the importance of inner city shopping cen-
ters.

However, there are other interesting upcoming projects, most
of them being implemented after 2019. These include the ex-
pansion of the Avion Shopping Park and Kralovo Pole in Brno,
and Prague will open the Letna shopping center and multifunc-
tional project Savarin in the city center; other projects will also
be completed in the center of Plzer and Zlin. Dynamic deve-

TABLE Selected retail transactions in 2018

Property City Buyer stimated price
(m|l EUR)

lopment, which means further large increases in space, can be
expected in the Prthonice - Cestlice zone. In the long term,
Prague can look forward to large development projects for rai-
lway areas such as Smichov, Bubny and Zizkov.

INVESTORS, RENTAL RATES, PROFITABILITY

While the period of 2015 - 2017 was characterized by an extre-
mely high interest of investors in retail (an amount of 15 billion
EUR was invested in retail real estate in the record-breaking year
of 2017), 2018 experienced a slight cooldown. Nevertheless, in-
vestor activity was relatively high, and Czech capital played an
important role in this. The most significant event of the year
was the sale of Meyer Bergman portfolio centers - Forum Nova
Karolina in Ostrava was acquired for 210 million CZK by REI-
CO — Ceska sporitelna real estate fund, and Futurum in Hradec

Source: BW, public sources

OC Sestka Praha Pale Fire /Wood & Company Aircraft view Properties
My Narodni Praha Tesco Stores Amadeus Real 37
Atrium Hradec Kralové Hradec Kralové Amadeus Real Czech private 4
Gécko Liberec Liberec Nordic Investors DRFG Real Estate X
Futurum Brno Brno Atrium European Real Estate Trikaya/Opifer 12
SC Repy Praha x Trikaya/Opifer X
Tesco Hradec Kralové Hradec Kraloveé Amadeus Real private X
Futurum Hradec Kralové Hradec Kralové Mayer Bergman CPI PG 120
Breda & Weinstein Oprava Avestus Mint Investments 60
CPI supermarkets portfolio Rizné CPI PG confidential X
CPI retail park portfolio Trutnoy, C. Tésin rtizné CPI PG DRFG Real Estate X
Centro Zlin Zlin Discovery private individuals shares X
Viebotice SC Usti nad Labem Bainbridge Tamda Foods X
Galerie Pisek Pisek DIBITI Investments a CSPP Raiffeisen realitni fond 10
Exafin retail parks portfolio Rizné Exafin various private >38
Forum Nova Karolina Ostrava Mayer Bergman & HOOPP | REICO — CS nemovitostni fond 210
Novodvorskéa Plaza Praha Klépierre Praha Bluehouse X
JMy" Tesco obchodni diim Praha i regiony Tesco Amadeus Real x (fin. 2/2019)

JAlthough | expect a lot of investor
interest in the most successful shopping
centers, their offer will be very limited real
because they are held by long-term
investors."

Kralové was acquired for 120 million EUR by the CPI Group.
Other investments in the past period include the purchase of the
Breda & Weinstein center in Opava, the Centro Zlin complex, and
Novodvorska Plaza and the Sestka shopping center in Prague.
The retail park market segment was also lively, as usual.

The most interesting transaction realized at the beginning of
2019 is the sale of the Prague department store “My" (formerly
M3j), which was acquired by developer Amadeus Real from the
Tesco group. After the takeover of the building, the company
plans to renovate it, starting in the second half of 2020 and
finishing two years later.

Overall, we see con-
solidation in the retail
segment.
The number of poten-
tial acquisition targets
is gradually decreasing

estate

Ondfrej Kadlec, ING Bank

after the boom of previous years. Only one-sixth of respon-
dents of the ARTN expert panel believe that investors' interest
in retail space will grow in the near future (for comparison: for
other market segments this figure is between 40-50%).

Unlike in the past, when various financial groups that usually did
not intend to own these properties long-term invested heavily in
shopping centers, the situation has now changed. The proportion
of speculative investments has declined significantly, with decisive
investments coming from strategic investors who are ready to cul-
tivate and develop their portfolio for a long time. At the same time,
these major players have concentrated on large, high-quality cen-
ters in the previous period. Therefore, although the interest in su-
ccessful shopping centers is great, the supply is already very limited.

The rate of return on retail space has been gradually declining
since 2009. Although it is not as low as in neighboring Germa-
ny, it is gradually approaching the same values. The average
yield for shopping centers is around 4.5%, and even in the most
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III GRAPH How will retail rental rates develop? Source: ARTN survey

2%

39%
45%

lucrative areas on high streets it has dropped to 3.5%. In both
cases, further compression can be expected in the near future.

Buyers naturally assume that their investment will return to
them with sufficiently high rent. However, most experts appro-
ached by ARTN expect that rental rates will not change much,
or that they will only increase or decrease slightly. However,

speaking of an average

They will increase by more than 5%
They will increase slightly

They will not change

They will drop slightly

They will drop by more than 5%

| can't make a prediction

pping. This also significantly affects points of sale - preferred
business formats and the further development of the shopping
environment and technology.

Differentiation (for both retail and customer segments) will
increase between fast pragmatic shopping' and ,shopping expe-
riences'. Digitization, as well as the personalization of products
and their adaptation to

a particular customer,
will be a strong topic.

rental rate is simplistic -
the difference between

,Customers will be willing to spend more
time in shopping centers if they receive
L,added value", an experience beyond
standard shopping".

,There will be a continuing trend of ope-
ning scissors between the best shopping
centers and the less successful ones

- in terms of value, attractiveness and
structure of visitors."

rental rates in success-

ful and less successful  Overall  consolidation

Pavel Berger, Komer¢ni banka

centers is increasing  of the entire segment
Pavel Krchfidk, Oberbank AG every year. will continue, with an
emphasis on operatio-

While some success-  nal efficiency. The lack of quality staff at all levels will limit the

ful centers in frequented locations have increased rents of
smaller areas to hundreds of EUR/m2/month, the value has
often dropped to around 10 EUR/m2/month for centers that
are losing visitors and tenants; the lower limit for retail parks in
regions ranges between 5-6 EUR/m2/month.

Increasing diversification of rental rates according to the tenan-
t's strength is a growing phenomenon. Simply put, the stronger
the brand, the more difficult the negotiation of the developer
or owner, and the better the offer for the tenant. There are
brands in the market that are necessary for an attractive and
well-set-up rental mix. On the contrary, strong centers can cho-
ose among dozens of candidates, and they take full advantage
of this possibility. To them, a new lease means higher rental
income or a more reputable brand, ideally both.

According to the ARTN expert panel, customer interest in mid-
-priced stores will strengthen (72% of respondents give this
segment the highest chance), while they are quite skeptical
about the expansion of stores in higher price ranges (only 7%).

On one hand, the Czech retail market is highly competitive,
but it is also relatively stable. It currently benefits from posi-
tive economic developments. In the future, the importance of
shopping experience, time spent shopping and the simplicity
and smoothness of the whole process will grow. This will be
reflected in both the use of technology in stores (and not only
there), and customers' reduced willingness to travel for sho-

development of sales. It will not be easy for many retailers to
meet the expectations of increasingly demanding customers.
Where traffic enables it, the return to urban centers will conti-
nue, which may lead to a decrease in the visit rate of some cen-
ters on the outskirts without profiling or improving their offer.

The convergence and interconnection of traditional physi-
cal stores and online stores will become ever more intense.
The phenomenon of digitization will represent an interesting
opportunity for traders and centers. The differences between
successful and unsuccessful traders and shopping centers will
increase, both in the visit rate and turnover, and subsequently
also in rents.

Quality management, continuous modernization and improving
the attractiveness of centers will be a prerequisite for success.
Customers and retailers will primarily search for centers that
improve themselves and offer more than ever before. Centers
will offer leisure activities and services, which will stimulate
meetings of the local community. Clothing will continue to be
the main product in shopping centers, with a big proportion of
services, gastronomy and entertainment, as well as online re-
tailer distribution points. Centers will also build a clear profile
and position as a brand more than ever before. Owners and
property managers will also look for new sources of revenue,
whether through parking fees, additional revenue from pop-up
shops and stand rentals, the sale or distribution of electricity or
various marketing events.

GfK
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Logistics is currently the sector with the greatest growth potential of all real estate
segments.

It is recently receiving attention from both tenants (users) and investors.

Over the last ten years, the amount of logistics real estate has doubled to a total of
8 million m2.

The logistics market is unbalanced, and it is a supply-driven market.

A new trend is the use of brownfields and locations that are underused or neglected
in various ways.

Investors’ interest in logistics properties is growing dramatically.

Ten years ago, logistics properties in the Czech Republic were
at the edge of the attention of investors, bankers and real es-
tate advisors. This sector was considered to be the Cinderella
of real estate. In 2009 there were 3.5 million m? of modern
storage area in the Czech Republic, the vacancy rate was histo-
rically high (18%), and premium yields ranged between 8-9%
(BNP Paribas)! During the crisis things weren't rosy for real es-
tate in general, and the decrease in the value of logistics halls
was striking during this period.

Today, ten years later, when the economy and the entire real
estate sector are at their peak, or shortly after their peak, the
amount of modern storage space in our country is more than
double — nearly 8 million m?, which is the largest increase
in comparison with traditional segments, such as offices. By
comparison, the office space market expanded by one third

DIAGRAM Production in relation to GDP of selected countries

in the same period, and shopping centers “only” increased by
a quarter.

The vacancy rate of logistics real estate has seen a decline sin-
ce 2009 from 18% to the current national average of 4.4% (JLL
Q4 2018 report), and yields are reaching 5.5%. With compre-
ssion of the yield rate (with fixed rent), this is an increase of
more than 60%, and capital values over 1,000 EUR per square
meter of lettable area are no exception.

Industrial real estate will continue to grow in the next few
years. Logistics is no longer a sector for the chosen, it is inc-
reasingly opening up to a wide range of professionals, advisors
and investors. A lot has been said about the industrial history
of Czechoslovakia and the Czech Republic, about its favorable
position in Europe and its skilled workforce. Our country, who-

Source: Eurostat
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se consumer behavior is moving it closer to developed Wes-
tern countries, has all the prerequisites for a strong interest
in logistics real estate, and therefore further development of
this segment. The Czech Republic is already a major player in
European Union logistics, offering storage space, assembly, pac-
kaging, and reverse logistics of products and goods.

From a global perspective, Europe also has growth poten-
tial. For example, according to JLL research, there are about
2.7 square meters of storage space per capita in the US. In Eu-
rope it is only 0.3 square meters per capita! Of course, this
is influenced by a number of factors, but the nearly tenfold
difference is striking. All this suggests that the logistics seg-
ment in the center of Europe, namely in the Czech Republic,
will continue to develop. What trends will accompany this de-
velopment?

In the last few years, this has been a very frequently discu-
ssed term that is transforming the world of logistics as well
as our personal lives. Just like smartphones have found their

GRAPH Online Shares of Retail Trade 2015-2017 (forecast)

Britanie
Némecko
Francie
Svédsko

Nizozemsko

way into all of our pockets, we are all getting used to online
shopping (especially millenials and generation Z). In Europe and
the Czech Republic, online shopping is growing every year - and
as younger generations with a naturally positive attitude to
everything electronic start to age and their purchasing power
increases, online store sales are expected to grow. Companies
such as eBay, Amazon and Alibaba, Alza and Mall in our count-
ry and others, based their business on an Internet sales model,
and they need logistics real estate of all kinds for their goods.
This trend is also significantly affecting physical stores, where
well-known chains such as Mango, Zara, H&M and others limit
their physical stores and spend considerable amounts on the
development of online shopping with a thoughtful network of
warehouse and distribution centers.

In all monitored European countries, the trend of online sales
is strong, and our country is no exception, it is even one of the
European leaders.

In the Czech Republic, the share in the total retail turnover is
now around 9%. According to www.ceska-ecommerce.cz, year-
-on-year increases are between 15 and 20 percent.

Source: www.retailresearch.org
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Polsko
2017
Italie
(] 5 10 15 20
TABLE Source: Association of E-commerce
Czech e-commerce turnover in billions of CZK 67 81 98 115 135
Change +20% +20% +17% +17%

E-commerce is associated with a trend that is naturally deve-
loping with the growing popularity of this segment, namely
“Last Mile Logistics” or “The Same Day Delivery”. The goal is
clear: deliver goods to the customer at their destination in the
shortest possible time. Online shops are responding to demand
and trying to streamline processes leading to the delivery of
their goods. They work with a model of a large distribution

center outside the city (operated by truck, air, or water trans-
port), with additional smaller storage facilities within the city.
The city workplace is then very flexibly operated with smaller
vehicles with fast access to customers.

Real estate for the purpose of this service tends to have sli-
ghtly different specifics than classic storage halls. A last mile
logistics product is generally:

¢ As close as possible to the customer within the city
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® The area of the space is generally smaller than that of classic
warehouses

e There are larger external and operational areas, more intense
traffic — a large number of smaller vehicles at one time

e The building may have several floors

e There is often also office space or a showroom where custo-
mers can pick up the goods in person

This segment is also gaining popularity with investors; there are
foreign cases when a site originally designed for residential con-
struction was used to build a multistorey last mile logistics cen-
ter purely because of the project’s higher return. In our country
there is not much space for planning last mile logistics centers in
terms of land-use planning restrictions or commercial disadvan-
tages, especially in larger cities such as Prague or Brno. Com-
panies and developers are therefore trying to take advantage
of any opportunity and, if necessary, they seek compromises.
This also leads to the creation of pick-up points or pick-up boxes,
which is a half way between “hand delivery” and a purchase in a
regular store.

Of course, the trend of this method of moving goods to cus-
tomers entails the challenges of urban transport. If you are
driving in a large city, you will always see vehicles (vans) parked
in different ways on sidewalks and in pedestrian zones. This
greatly slows traffic flow and pedestrian movement. In general,
we can expect a clearer set of rules and regulations regarding
the movement of goods in major cities in the future. The use of
autonomous vehicles or alternative propulsion vehicles is alrea-
dy discussed in this respect, which would reduce the environ-
mental impact of transport. On one hand there is the customer,
who ideally wants to have his goods delivered directly to him,
to which suppliers are responding, and on the other hand there
is the territory, transport and workforce capacity.

With growing demand of tenants for industrial space, the trend
of speculative construction has emerged (or is returning) in re-
cent years. In practice, this means that buildings are built be-
fore a tenant is selected. This process, which was rare in the
crisis and post-crisis years, and was perceived as very risky, now
accounts for a third of the market. Declining vacancy, a lack

N DIAGRAM
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of suitable land and high user interest allow developers to do
so. Developers are also naturally experiencing much greater
interest in projects that are being built and are “visible” than
projects that are only on paper.

Supply is dropping. There is little land for the construction of logi-
stics facilities in the Czech Republic. This means land on which con-
struction can be carried out, that makes sense economically and
is to some extent prepared from a land-use planning perspective.

Although it seems that there is a logistics hall behind every

village and that construction is taking place everywhere, most

suitable land suffers from a different problem. The most com-

mon problems include:

® Property matters

e Land-use problems

® There are no networks within reach of the site, or they do not
have sufficient capacity

e There is no suitable transport connection and infrastructure

In other Trend Report chapters you can read about the problems
with the construction of apartments in Prague due to permitting
processes. The same is true for logistics, and the permitting pro-
cess is affected by similar issues. The preparation of an area for
the construction of a logistics hall will often take several years.

Supporting new construction is also not motivating from the per-
spective of local government. The reason for this is the system
of tax redistribution. A municipality that permits the construc-
tion of an industrial site on its territory gains nothing significant
from the new business apart from property tax, as is the case in
neighboring Germany (KPMG and Panattoni Europe study). The-
re is therefore nothing to motivate local mayors and councillors
to proactively approach new construction negotiations.

All of the above factors lead to a situation where the supply of
warehouse space is falling behind demand. The logistics market
is unbalanced, and it is a supply-driven market. Instead of a me-
eting when the tenant approaches a developer or real estate
fund and says ,please get me xy square meters in Olomouc" we
see discussions such as ,where can we get xy square meters?"

Source: www.wikipedia.org
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This leads to situations where international tenants prefer to
turn to neighboring countries, where they encounter a proactive
approach and a larger range of vacancies. This was the case with
Amazon, for example, which considered building a hall near Brno
in 2075. Nothing indicates that this trend will change in the near
future. However, we are heading towards creating a different
Jtrend" (if we can call it that), and that is the use of brownfields
and sites that are underused or neglected in different ways.

This term is lately frequently discussed. Production automation
is increasingly used in production halls. This is certainly a trend
that has its natural development stages and will continue. This
will mainly affect the logistics market in terms of interior equi-
pment of buildings. In the future, some buildings will no longer
be a mere tin shell, but a sophisticated system that allows fully
automated production, where the value of the building's equip-
ment will exceed the value of the building itself.

With Industry 4.0, and as land prices rise, an upward trend in
multistorey buildings can also be expected. This is particularly
true in the Last Mile Logistics segment.

Investors’ interest in logistics properties is growing dramatica-
lly. We should mention the largest real estate transaction in
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2018, namely the acquisition of a logistics portfolio in Pilsen
and Teplice by German fund DEKA from developer and asset
manager CTP for a total amount of 460 million EUR.

In the Czech Republic, product shortage is still evident and
supply is lagging behind demand, but both private and instituti-
onal investors are increasingly penetrating this segment.

So far, the base for detailed statistics in the Czech Republic is
small, but if we look at the neighboring market in Poland (4x
more people than in the Czech Republic and 2x more storage
areas) where there is more data, the trend of sold/purchased
volumes is clear. In 20715, transactions with an aggregate value
of 221 million EUR, in 2016 770 million EUR, in 2017 900 mil-
lion EUR, and last year a record-breaking 1,840 million EUR!

Logistics has become a full-fledged segment of commercial
real estate, and both large funds (especially in similar portfo-
lios) and domestic players are interested in it. Investment in
industrial space has its clear parameters and fundamentals that
can be very unambiguously estimated and evaluated. The ques-
tion of acquisition volumes will therefore depend on the supply
of real estate for sale on the market.

Panattoni Europe

Source: www.property-forum.eu

2017 2018
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In 2018, collective accommodation establishments recorded their most successful year
once again. More than 21 million people were accommodated in the Czech Republic in 2018,

which is 6% more than in 2017.

Prague has long been one of the most attractive tourist destinations in Europe, and over
9 million tourists visited it in 2018. In terms of the number of tourists, only 4 cities sur-
passed it — London, Paris, Istanbul and Rome, with Rome exceeding it by only approximately

700 thousand tourists.

In 2018 hotel real estate was traded for a total of 18.6 billion euros, which is a 14% decline
in comparison with the previous year.

By far the largest trade in the Czech hotel market, which was also significant on a European
scale, was the sale of Hotel InterContinental in Prague for 225 million euros.

In terms of hotel occupancy, Prague is already meeting its limits. In 2018 the average hotel
occupancy rate in Prague was more than 80%, which is one of the highest values among

European capitals.

The trends that will affect tourism in the coming years will be marked by new technologies,
mainly represented by automation and efficient use of data. Customer preferences will also
change, with the younger generation in particular bringing new needs and expectations to

the market.

collective accommodation establishments increasing by 8.1%.
However, the year-on-year growth rate of guests in collective
In 2018 collective accommodation establishments recorded = accommodation establishments in the Czech Republic slightly
their most successful year once again. More than 21 million pe-  declined, from 8.8% in 2017 to 6.05% in 2018.
ople were accommodated in the Czech Republic in 2018, which
is 1.27 million more than in 2077. Residents of the Czech Repub-  In terms of the development of the number of guests in acco-
lic significantly contributed to this fact, with their total use of ~ mmodation establishments in individual regions of the Czech

Source: Deloitte based on CSU

II GRAPH Number of guests in collective accommodation establishments according to region, year-on-year in %
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Republic, in 2018 the number of visitors increased in all regions,
with the exception of the Pardubice Region. The Central Bo-
hemian, Plzeri, South Bohemian and Moravian-Silesian regions
even experienced double-digit growth.

The total number of foreign tourists increased again in 2018,
this time by 5%. A similar growth rate is expected in 2019. The
most important country is still Germany, where 23% of guests
in the Czech Republic came from. The year-on-year growth in
the number of accommodated guests from Germany remained
stable at 4% compared to 2017. Slovakia (735 thousand) and
Poland (620 thousand) remained second and third in the abso-
lute number of guests. China (27%) and Ukraine (43%) had the
highest recorded year-on-year growth in the number of guests.

Prague has long been one of the most attractive tourist de-
stinations in Europe. In terms of the number of tourists, only

GRAPH Number of tourists in selected cities in 2018 and year-on-year change in %

4 cities surpassed it - London, Paris, Istanbul and Rome, with
Rome exceeding it by only about 700 thousand tourists. 9 mil-
lion tourists visited Prague in 2018, which is a record result.
However, in a year-on-year comparison the number of touris-
ts only increased by 2.6%. With regard to the development in
other European capitals, this was relatively minor growth. The
most dynamic year-on-year growth was recorded by Instanbul,
at 13%. London still holds the first position in Europe, welco-
ming more than 20 million tourists in 2018.

It is evident from the current development of tourism in Pra-
gue that the market is gradually becoming saturated and va-
cant accommodation capacities are decreasing. On the other
hand, alternative accommodation services like Airbnb are de-
veloping, creating new competition for traditional accommo-
dation. The real threat to tourism, however, may be the arrival
of a recession that would significantly dampen the demand for
travel. Prague should also be prepared for this scenario.

Source: Deloitte based on Euromonitor International data
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this was only the 5th highest value ever recorded in the hotel
transaction volume. Despite the threat of Brexit, the UK was

The transaction volume in the European hotel market declined
by 14% compared to the previous year. In 2018, hotel real es-
tate was traded for a total of 18.6 billion euros. Nevertheless,

GRAPH Share of selected countries and regions in the transaction volume in 2018

clearly still the largest market, with 6.2 billion euros in transac-
tions. In the case of Great Britain, there was even a significant
year-on-year growth of 14% compared to the previous year,
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Source: Deloitte based on HVS Europe
data
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with half of British transactions in London. Significant transac-
tion activity continued in the hotel market in Germany, where
the investment volume exceeded 3.8 billion euros. Spain beca-
me the third strongest market in terms of hotel transactions
in 2018.

One of the largest price-per-room transactions was executed
in London, where the Beaumont hotel was sold for 146 million
euros, or about 2 million euros per room. The most expensive
trade in absolute terms in 2018 was the sale of the Hilton Ber-
lin for 297 million euros, which was bought by investment com-
pany Aroundtown.

Although the hotel market has recently been facing new trends
and challenges in the form of alternative accommodation servi-
ces, it continues to grow despite all these barriers. However,
in terms of hotel occupancy, Prague is meeting its limits. In
2018 the average hotel occupancy rate in Prague was more
than 80%, which is one of the highest values among European
capitals. The supply is therefore sufficiently saturated, which
creates space for the construction or opening of new accom-
modation facilities. On the contrary, in terms of the ADR indi-
cator, i.e. the average room rate, Prague still has space to move
compared to other European cities. The average ADR value in
Prague in 2018 was 90 euros, with Geneva or Paris having ADR
values well above 200 euros per room. The cities of Berlin and
Frankfurt showed comparable levels of the ADR indicator as
Prague. On the other hand, Prague recorded a relatively dy-
namic year-on-year increase in the ADR indicator by 5%, while
for traditional tourist cities such as London, Paris or Rome, the
growth was moderate at around 2%.

Hotel transactions for almost 400 million euros were executed
in 2018 in the Czech Republic. This continued the positive trend
of recent years, with the hotel market becoming an increasingly
popular destination for both domestic and foreign investors.

By far the largest trade in the hotel market has been the sale
of Hotel InterContinental in Prague for 225 million euros, which
was more than half of the entire market in terms of transactio-
nal volume. Even in a European context it was a very capital-
-intensive transaction. Czech investment company R2G owned
by Oldtich Slemr became the new owner in cooperation with
the co-founders of Avast Pavel Baudi$ and Eduard Kucera. In
a comparison using the transaction price indicator per hotel
room, it was one of the most expensive hotel trades in the
Czech Republic, with the price exceeding 600 thousand euros
per room. Only the sale of the Mandarin Oriental Hotel to Chi-
nese investment group CEFC, which took place in 2016, rea-
ched a similar price level per room. At the beginning of 20719,
another major hotel transaction took place when Mornington
Capital sold the hotel Don Giovanni to Norwegian family fund
Wenaasgruppen. The sale price was not publicized in this case.

Although the hotel market was dominated by Prague in 2018,
there were also transactions outside the capital. The sale of the
Ibis hotel in Plzef, as well as the sale of Lazné Bohdanet (Boh-
dane¢ Spa) to the Tesla Investment Fund for almost 15 million
euros, are also worth mentioning. We can also observe begi-

nning development activity, when empty listed buildings are
being renovated in the historic center of Prague. For example,
a hotel development project is being prepared on Senovazné
Square, where the Austrian UBM group bought the seat of the
former IPB bank. The renovation of the former Art Nouveau
Hotel Evropa on Wenceslas Square, where the Marriott hotel
chain under the W Hotels is to operate, is also worth mentio-
ning. After the renovation, Ferin Nasr, a tourism entrepreneur,
will buy the hotel from Austrian developer House of Julius Me-
inl.

Rising interest rates and the mitigation of some macroecono-
mic factors are likely to contribute to a slowdown in transac-
tion activity not only in the hotel sector, which we have alrea-
dy seen in 2018. However, the main reason for the shrinking
investment volume is the lack of hotel assets for sale on the
market. Despite this, there is still strong demand for healthy re-
turns, especially from the West, which is gradually penetrating
the markets of Central and Eastern Europe.

In recent years, we have seen a trend of the expansion of hotels
offering premium services into regions and lesser known tourist
destinations in the Czech Republic. This expansion is mainly due
to the ever-increasing influx of tourists and economic boom in
recent years. The growing standard is also reflected in the po-
pularity of mountain apartments, where guests can enjoy the
services typical of hotel facilities.

In recent years, hotels have attraced investors due to their di-
versification efforts in commercial real estate investments. Di-
versification is highlighted in hotel investments by the fact that
their customer base differs significantly from other real estate
market investment segments. The required yield is an equally
important aspect, which has not been compressed as much
compared to segments of administrative and retail buildings.

Factors including low-cost carriers enabling travelling the
world at a reasonable price and many countries seeing rapid
GDP growth accelerated global tourism. Particularly travelers
from South Korea, China, India and South America now repre-
sent a large amount of new potential customers. and their de-
mand will also have a significant impact on the supply itself.

Another major change is the fact that economically active ge-
nerations Y and Z have different requirements and needs com-
pared to older generations. Adapting to the needs of this ge-
neration can be a competitive advantage. The trend of flexible
working spaces, which will also be reflected in tourism, is rela-
ted to changes in preferences of the younger generation. Ho-
tel operators can maximize efficiency and increase revenue by
creatively using existing, underused space. Many hotel brands
have embraced this trend and are attracting guests with new
concepts such as membership fees for workspaces that include
a bar, private meeting rooms, free tea and coffee, a library, Wi-Fi
and printing options. We assume that other hotel companies



will gradually join this trend, especially those targeting the
younger generation and attracting more digital nomads.

Technological progress is currently being projected across all
segments. In tourism it especially affects efficiency and com-
fort.

The Internet of Things (IoT), which extends Internet connectivi-
ty to common items and devices, is penetrating accommodati-
on. These devices many collect data and communicate via the
Internet. “Connected” thermostats, which are used to automati-
cally adjust room temperature at check-in and check-out times,
or in response to temperature fluctuations caused by the sun
or windows, are one example in tourism. The same concept
is also used for lighting, which increases energy efficiency by
reducing light intensity during the day.

The collection of “big data” has grown rapidly across almost all
industries, and it can be used in the hotel industry to effectively
utilize services to deliver a better customer experience. Data
can be used by travel agencies to make recommendations for
destinations based on age, gender, budget, places visited, etc.
Data collection also allows for more efficient management of
pricing policy based on current demand.

Besides the aforementioned innovations, biometrics identifica-
tion technology, the use of robots (see robot concierge Connie
from the Hilton chain), virtual reality, applications such as room
service communication, the transformation of room keys into
smartphones, and many others, will be discruptive. However, it
must be said that most technological innovations are in their
early stages and are still far from being fully used.

Sources: €SU, HVS, Euromonitor International
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Total investments in CEE countries in 2018 exceeded 13.36 billion EUR, which is
historically the highest number. Record investments were made in the Polish market
in the amount of 7.3 billion EUR.

Investments in the Czech Republic amounted to approximately 2.6 billion EUR in
2018, which is a 28% decrease compared to 2017. Czech investors significantly stren-
gthened their positions, and their share in the total volume exceeded 60% last year.
Investors focused the most capital in office real estate and retail space.

Prime yield in premium real estate has seen a continuing moderate decline in the
Czech Republic, other CEE markets and in most major European markets. Along with
the expected rise in interest rates, yields are also expected to gradually stabilize.

There is growing investment from the
East — we are ceasing to be an under-
standable environment for Western
investors.

The volume of investment in the five key markets of Central and
Eastern Europe’ exceeded 13.36 billion EUR in 2018, which is a 149%
increase compared to 2017 and the historically highest volume of
investment. More than half of the total volume was realized last
year in Poland (53%), 19% in the Czech Republic and 16% in Hungary.

In 2018, 73 billion EUR was invested in real estate in Poland in more
than 100 transactions, surpassing the previous year's record. Most
investments in Poland were in offices, amounting to up to 2.75 bil-
lion EUR (38% of the total volume). One of the most prominent
retail transactions was the sale of a portfolio of 28 real estate pr-
operties sold by Apollo Rida / Axa/ Ares to a consortium consisting
of Redefine, Pimco and OakTree for one billion EUR. There was also
interest in Polish logistics real estate, once again lead by portfolio
transactions such as the
Hillwood and Prologis
portfolios, and the acqui-
sition of Blackstone, se-
veral Hines real estate
properties and develo-
pment company Good-
man. The Polish market is traditionally dominated by investors from
the US, the UK and Germany, and the interest of Asian investors,
particularly Korean capital, is also increasing in recent years. Last
year BNP Paribas REIM bought the Szczecin Amazon distribution
center for Korean Vestas, and GLL also bought CEDET for a Korean
investor. Due to the strong economy, sufficient investment products
and the continuing interest of investors, the yield rates of premium
real estate have fallen sharply over the year.

Miroslav Sajtar, Architekti Headhand

The most traded asset in the Hungarian market last year were
offices, accounting for more than half of the total volume of

" Poland, Czech Republic, Hungary, Slovakia and Romania

1.738 billion EUR, and retail, with a share of more than 40%. The
largest transactions include Mammut Shopping Center, Cor-
vin Offices (6 existing buildings and two under construction),
Promenade  Gardens,

MOM Park and Mill-

Park  office  buildings. alive and attractive for investors this
As in the Czech mar- vear.
ket, in Hungary we see

a significant increase in

the activity of domestic
investors, who have in-

vested a record amount. The most active domestic investors
included OTP RE Fund, Diofa, Wing, Indotek and others.

In Romania, investments in office real estate dominated last
year, the bulk of investments also being realized in the capi-
tal. The most significant transaction was the acquisition of The
Bridge office park by Romanian group Dedeman. The most
significant retail acquisition is the purchase of 50% stake in
shopping center Park Lake in Bucharest, made by Sonae Sierra.

In contrast with 2017, when investments in warehouses prevai-
led, 2018 was characterized by retail and office investments.
The drop in investments in warehouses is primarily due to a
lack of the product, not investors' interest. In 2018 the activity
of Slovak and Czech investors strengthened significantly. The
most significant acquisitions include the purchase of Lakeside
Park, Aupark Tower and BBC V by investment group Wood &
Company. In retail, the most significant acquisitions include Fo-
rum Poprad ZFP Investments and the acquisition of the Tatra
Asset Management retail park portfolio.

| expect the investment market to remain

Zdenka Klapalova, Knight Frank
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The total volume of real estate investment transactions
amounted to 2.6 billion EUR in 2018; in comparison with 2017,
this represents a decrease of 28%, but this is a comparison
with the year in which the historically second highest volume
of investments was achieved.

The largest amount of investments (1.23 billion EUR) was rea-
lized in the last quarter. This was due to the completion of the
largest transaction last year, the sale of a CTP park portfolio
worth a total of 460 million EUR; the biggest transfer of an
individual real estate property was the acquisition of the Forum
Ostrava Nova Karolina shopping center (209 million EUR ) by
the Ceska Spofitelna real estate fund REICO.

Approximately 69 transactions were concluded, and the
average investment was 37 million EUR; in comparison with

Source: BNP Paribas Real Estate, 2019
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2077 when 80 transactions were concluded with an average
value of 44 million EUR, this is a slight decline. Most realized
investment transfers were for real estate valued at 10-20 mil-
lion EUR (21) and 20-50 million EUR (19). 16 of the publicized
transactions were concluded for buildings with a price under
10 million EUR, and 9 were in the range of 50-100 million EUR.
Four transactions exceeded 100 million EUR.

The long-term average over the last ten years (2009-2018)
is 196 billion EUR. After the two extremely strong years of
2016 and 2017 when the volume of investment in real estate
was around 3.6 billion EUR, 2018 experienced a decline, but it
was still 31% above the mentioned long-term average. In recent
years, relatively few new office and retail projects have been
completed, so the supply of new real estate for purchase is
limited. In addition to this, in recent years real estate was pri-
marily acquired by ,long-term" investors who want to keep the
properties for a long time, which reduces the supply.

Source: BNP Paribas Real Estate, 2019
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I|I GRAPH Investment volume (in millions of EUR) Source: BNP Paribas Real Estate, 2019
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INVESTMENT ANALYSIS warehouses (22%) were the most traded. Warehouses were
most traded during the last quarter (39%), which was mainly
In comparison with 20717, when investment in retail prevailed,  due to the sale of the CTP portfolio.

last year offices (449%) followed by retail real estate (29%) and

I GRAPH Investments in real estate according to sector in 2018 Source: BNP Paribas Real Estate, 2019
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Czech investors dominated the total volume of investments
(62%), followed by German funds (22%). The predominance of
Czech investors was therefore even more pronounced than in
recent years, when they were behind about 30-40% of all re-
alized transactions. In contrast, Poland is dominated by foreign
investors.

In addition to established investors such as REICO and CPI Pr-
operty Group, other players such as Wood & Co, DRFG, Inves-
tika and others were active. New players, such as family com-
pany Siko, also entered the commercial real estate market. BH
Securities also set up a fund for real estate investments, and
in 2018 the first investment in the fund realized the Oregon

House office building in Prague 5 and office complex The Or-
chard in Ostrava. In 2018, investment company Patria placed
the RSBC portfolio and the City West B1 office building in the
managed fund.

Other active entities that realized investment transactions this
year include Infond, Trikaya a Opifer, ICP Capital Partners and
Ceskomoravska nemovitostni. It is also true for these entities
that investment in real estate is a method of capital appreci-
ation, which still offers an interesting yield. The value of real
estate, and hence the rental yield, can be further enhanced by
active management or renovation of buildings.



COMMENTS: INVESTMENTS IN REGIONS

The market in regions is still alive. Real estate in bigger regional
cities such as Plzen, Pardubice, Hradec Kralové and Olomouc
is the focus of both funds (mostly of Czech origin) and strong
domestic investors. Of course, the share of domestic entities in
transactions in regions is quite dominant.

Buyers of real estate in smaller towns are only local. If a pr-
operty is sold in a good location with an interesting tenant
(most often banks such as Ceska spotitelna, Komeréni banka or
Ceskoslovenska obchodni banka) and a competitive process is
ensured, the yields are often the same as prime vyields recorded
in Prague.

Many regional buyers work with a very long investment ho-
rizon. They invest in real estate with the intent of long-term
holding, and the property serves them as long-term allocation
of funds. Most local investors in small towns have earned their
money through entrepreneurship and it is their first real estate
investment..

Local investors know the location well and they know how
to work with potential risks; for example, they are able to fill
vacant spaces with their own company, making it possible to
achieve higher sales prices than would correspond with expec-
ted revenues.

It's also worth mentioning that we see a rise in retail space
rental rates in central locations, so owners can also count on
higher incomes.

The interest in investing in regional real estate was also affected
by the fact that interest rates were very low for a long time,
making real estate seem as not only a relatively safe investment,
the long-term return is also interesting in this context.

We can also observe a trend of some institutional owners selling
their regional properties, whether these are office or business spa-
ces. Administration and remodeling of these buildings outside Pra-
gue often require active participation and care in the given location.
Without local ,long distance” presence, the competitiveness of the
product cannot be maintained. For this reason, these buildings find
their way into the hands of either local investors with an intention
or who use the property for their own purpose, or funds or entities
investing in regions that have built an efficient infrastructure and
possess their own regional asset management, or cooperate with
consultants who have such a qualified infrastructure.

KNIGHT FRANK alone has sold: 29 properties in the amount of
1353 billion CZK, with vyields ranging between 5.50-7.50% in
2018 in Czech regions.

Trends:

e We expect continued interest from institutional owners in
selling regional real estate or entire portfolios that require or
will require active management and uplift investments.

* \We expect a gradual decline in the banking sector's real estate
supply, as domestic bank portfolios are undergoing gradual opti-
mization and most redundant branches have already been sold.
¢ We do not expect a significant decline in interest in regional
real estate as interest rates rise, as many of these transactions
are self-funded and the return on investment is often not the
buyer's main motive.

e For regional real estate in attractive central locations with
secure and stable income, premium prices can be achieved at
the level of prime yields, i.e. approximately 5-6%.

The regional real estate market will increasingly be the domain
of local investors.

Zdenka Klapalova, David Sajner, Knight Frank

77

GRAPH Investment transactions according to capital origin in 2018 Source: BNP Paribas Real Estate, 2019 II

29 2% 2% 1% .

Czech Republic

Germany

. United States

. Austria
South Korea
Norway

Lebanon

Russia

. Other

3.25-3.50% for real estate on main shopping streets and
4.25-4.50% for shopping centers. Warehouses in the best
locations with long-term rental locations dropped to 5.50—
5.75%.

In 2018 the vyield rate (prime yield) experienced mild com-
pression. It is currently at 4.50-4.75% for premium offices,
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GRAPH Yield rate — development (%)
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Persistent strong investor demand and the rise in rental rates
in 2018 were behind the rise in the capital value of real estate.
Rental rates increased across market segments.

The vield rate for premium offices declined last year in Euro-
pean markets as well. The most expensive offices are current-
ly in Berlin (2.70%), along with Munich (2.8%) and Frankfurt
(2.95%). Brussels (-60 basis points), Warsaw (-40 bps), Berlin,
Milan, and Amsterdam experienced a significant year-on-year
decline, where yields declined by 20 basis points. Investment in
Europe exceeded 260 billion EUR, which is only 2% less than in
2017 when the historically highest volume of investment was
recorded. Investor activity was therefore very strong last year.
Most markets experienced an increase in total investments,
with the exception of Italy (-22%) and Great Britain (-10%); the
most significant increases were in Ireland (45%), Poland (42%)
and Belgium (36%).

The strong investment cycle of domestic real estate is at its
peak. The question is how long this peak will last. Investors'
demand remains strong, and the volume of capital is still high;
this trend should continue this year. We continue to see new
funds and investors with Czech capital as they look at the real
estate investment market and make the first purchases.

. Office Warehouses . Shopping streets Shopping Centers
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In the prime real estate segment, we expect a continuing in-
crease in rental rates, which will continue to support capital
values of real estate. However, the yield rate should slowly sta-
bilize this year. The expected gradual increase in interest rates
will affect investors' expectations of the yield rate. We expect
the continuing dominance of administrative buildings in the
total volume of investments. The focus of primarily domestic
investors will also continue to turn to regional administrative
centers, where interesting yields can be achieved in compari-
son with the capital. Thanks to the acquisitions of long-term
investors in recent years, we expect a lower supply of retail
real estate for purchase to continue. Warehouse properties are
very attractive to investors due to the boom of e-commerce
and the demand for logistics companies, but there is also a li-
mited supply of the product, as most players hold real estate
for a long time. Czech investors will remain very active, and
we expect that they will be better able to cope with potential
market fluctuations in the future. In 2019 we can also expect
an influx of Asian, and predominantly Korean, capital, which has
so far mostly been visible in Western Europe.

This year's investment activity balance could be similar to last

year's balance of about 2.5 billion EUR, which continues to ex-
ceed the long-term average of the Czech market.

BNP Paribas Real Estate APM CR
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In most member states, the share of alternative financing increased again in 2016.

In its report on pension funds, the OECD identified the Czech Republic as the country with the highest
proportion of conservative investments among all its members (97.7% of assets at the end of 2018).

The amount of newly registered real estate, mixed or other investment funds and sub-funds investing
in (or also in) all types of real estate is increasing in the Czech Republic.

Due to the considerable resources that the Church receives from the state as severance, and which will
be invested in some way, the Sustainability Fund of the Roman Catholic Church may become a major
player in the market.

Alternative financing should aim to strengthen the structure of
resources in the balance, use non-bank debt instruments and
ideally increase equity. The resulting positive impact on market
stability and security will be all the more appreciated the fur-
ther the current economic cycle is passed its peak, particularly
when estimates continue to grow — especially in the United
States, the usual indicator of economic development — when
it will decline to recession. For example, one recent reputa-
ble survey among US and global investors' shows that 73% of
them expect a recession within two years.

At the same time, the OECD report on Financing SMEs and
Entrepreneurs published last year states that in most member
states the share of alternative funding has risen again in 20716,
either as venture capital inputs, private entity loans or peer-
-to-peer, crowdfunding, leases, factoring and other forms. Alt-
hough newer data are not yet available, we expect this trend to
continue in the coming years, and real estate transactions, the
vast majority of which fall into this segment, were no excepti-
on. The Czech market was also no exception®

In this context, greater allocation of pension funds and ins-
urance company capital into real estate has been called for.
However, nothing has happened so far, which we have unfortu-
nately been repeating in the same wording since the beginning
of this chapter in Trend Report. Most recently in its report on
pension funds, the OECD devoted a special paragraph to the
Czech Republic, in which it described it as the country with the
highest proportion of conservative investments among all its
members (97.7% of assets at the end of 2018)3

One of the reasons for this are the still valid requirements to
guarantee a non-negative appreciation of savings in transfor-
med pension funds, whose portfolios represent the vast majori-

ty of pension company assets (about 90% at the end of 2018)~.
At the moment there is no way to get managers of these port-
folios to invest in more profitable but at the same time riskier
and less liquid alternative assets, including real estate. Only
legal regulation of parameters would help.

The new subscription pension funds, which allow for a dynamic
investment strategy, have about 10% of assets worth almost
45 billion CZK. Even with this volume, we still cannot find a sin-
gle direct real estate investment among them for the valorizati-
on of resources. The proportion of real estate in the investment
portfolios of local pension funds is close to zero (0.38% at the
end of 2018), with 5 to 10% considered as the standard level®.
However, it is not possible to determine how much was invested
indirectly through mutual funds from Czech statistics.

Czech insurance companies have more favorable legislation.
However, this does not correspond with the approach of their
portfolio managers, and the reported share of real estate acqui-
red for valorization is 0.25%°®. Here it is also impossible to de-
termine from the statistics how much could have been invested
indirectly. Given the need for higher liquidity compared to pen-
sion funds, the expected share should be between 2% and 5%,
but the only insurance company in the real estate market with
noteworthy activity — since long ago — has been Kooperativa of
the VIG Group.

The capital of private investors can also be used through in-
vestment funds. The Czech National Bank as the regulator in this
area registered a total of 114 investment funds and sub-funds in
the category of real estate, mixed or other investors in all types
of real estate at the end of January 2079. This represents a year-

110t Annual Investor Survey, Boston Consulting Group, October 2018

2 Alternative Financing Instruments for SMEs and Entrepreneurs, OECD, 2018

3 Pension Funds in Figures, OECD, June 2018

* As of December 31. In 2018, pension companies managed assets totaling 470.328 billion CZK in their funds, of which 425.724 billion CZK was transformed and
44604 billion was subscribed.

5 For comparison: According to an analysis of pension systems of OECD member countries for 2017 (data were not available during the writing of this text), the
share of direct real estate investments in pension fund portfolios was an average of 3.2%, ranging from O to 11.2% per country. Finland (11.2%), Switzerland and the
Netherlands (8.7%) ranked the highest in Europe. After adding indirect investments through collective investment structures (mutual funds), the total exposure of
OECD member country pension systems against the real estate sector was an average of 4.3% per country, ranging from O to 18.8%. The highest ranking European
countries were Switzerland (18.8%), Portugal (12.3%) and Finland (11.2%). In the largest European economies, this amount was 6.4% in Germany, 2.5% in ltaly and
0.1% in Spain. Averages were calculated only including countries that provided the necessary data — for example, the statistics supplied by the Czech Republic lack
a breakdown of the underlying assets of mutual funds.



-on-year increase of 16%. Seventeen of them are self-governing,
and the rest are managed by 22 investment companies.

In terms of capital variability, 99 funds are open-end and 15 are
closed-end. However, some of them are entities whose portfolio
consists of corporate securities of real estate companies, so they
do not invest in specific real estate (directly or through Special
Purpose Vehicles - SPV). The figures above include both qualified
investor funds (FKI) and mutual funds aimed at small investors
- consumers, but not private equity funds established by Czech
entities abroad, or foreign funds operating in our market.

International Securities Identification Numbers (ISIN) have been
assigned to fifty registered funds for trading purposes, and more
than a third have entered the Prague Stock Exchange, even though
they are not active. Since the change in law in 2075, legislation
allows the FKI to continue to pay 5% income tax under certain
conditions, including trading in a regulated market. However, the
2016 statement of the Ministry of Finance of the CR indicates that
if an FKI with shares received but not traded in a regulated market
applies the reduced 5% rate without meeting other conditions,
this is a violation of the rules. According to this statement, tax
administration will be based on the principle of the prevalence of
content over form pursuant to § 8, paragraph 3 of the Tax Code
and the principle of prohibition of abuse of rights. However, the
funds could and can legally benefit from a reduced tax rate even if
they do not hold real estate directly but through a SPV, or if they
are in the form of an open-end fund. The amendment to the law
effective from 2016 also added the form of a closed-end mutual
fund, thus more or less putting an end to these tax games.

At present, 20 to 30 billion korunas are allocated in real estate
FKI, and this amount is increasing year-on-year. Despite repea-

ted efforts to raise taxes for FKI, they lost no capital in recent
years. On the contrary, thanks to the acceleration of economic
growth, low interest rates and the resulting overpressure of
free money, our prediction that funds aimed at qualified private
investors will increase was confirmed once again.

Some of them were or are being founded by strong companies
that provide their name, know-how, or seed money, i.e. start-up
capital or assets (such as CIMEX and their Edulios fund, NOVA
Real Estate and NOVA Hotels from the Arca Capital group, the
RSJ Investments Real Estate sub-fund and others); others ari-
se for the purpose of acquiring capital through creditworthy
distribution networks (typically real estate funds of Komer¢ni
banka and Raiffeisenbank as products intended for clients of
their private banking, or Generali Investments CEE Real Esta-
te Fund). They usually promise their investors an annual yield
of between 3% and 8% — NOVA Real Estate with a volume
of about 2.5 billion CZK was appreciated by 8.65% last year,
the first of Komer¢ni banka's funds with about 2.3 billion CZK
by 7.33%, and the Generali Investments CEE fund (amount not
publicized) by 544%. According to available data, but without
a demand for completeness, Accolade Industrial Fund was the
most efficient in 2018 with a volume of about 3.8 billion koru-
na, with 8.96% of issued koruna shares and 9.58% of issued
euro shares.

Fond udrzitelnosti Rimskokatolické cirkve (Sustainability Fund
of the Roman Catholic Church) is a specific entity that expan-
ded its focus to the real estate sub-fund in February 2017. This
does not only mean investing in the usual real estate sectors,
such as offices or business centers, it also includes plans more
typical of church properties, such as farmland or forests. Ho-
wever, due to the considerable resources the Church receives
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TABLE 1 Open-ended mutual real estate funds in the Czech Republic Source: ARTN and funds websites

€S nemovitostni fond REICO Ceské spotitelny 2007 22.31 278
ZFP realitni fond ZFP Investments 2013 729 5.83
Investika realitni fond Investika investi¢ni spol. 2015 2.96 5.64%
Czech Real Estate Investment Fund CAIAC Fund
Management FL / DRFG 2016 2.80 5.33*
Conseq Realitni Conseq Funds investi¢ni spol. 2008 1.96 315
Realita Tesla investi¢ni spol. 2009 1.87 3.91*
Raiffeisen realitni fond Raiffeisen investi¢ni spol. 2017 112 3.72%*
IAD Korunovy realitny fond IAD Investments SK 2017 0.09 3.50**
IAD Prvy realitny fond (EUR) IAD Investments SK 2006 5.05 341
Conseq realitni (EUR) Conseq Funds investi¢ni spol. 2018 0 0

* The fund does not report 3-year performance, it is an arithmetic average of appreciation over the last 36 months
** Annual performance since foundation

& At the end of 2017 (newer data were not available during the writing of this text), insurance companies had 0.72% of assets in real estate, totaling 3.4 billion
CZK. However, two-thirds of them were their own operating sites; after their deduction, the exposure was only 0.25%. Year-on-year, these investments remained
almost stable. The largest volume of non-operating real estate - 40% of the above-mentioned exposure in the amount of 476 million CZK, is reported by Generali
Pojistovna. For comparison: OECD insurance companies had an average of 1.79% of their total investment in real estate in the same period, including 90% directly
and 10% through collective investment structures. Slovakia (17.2%) reported the highest share among European countries, followed by Switzerland (11.1%) and
Norway (8%). In the largest European economies, this share was 3.8% in Spain, 3.1% in Germany and 2.4% in the UK.
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from the state within the separation and which will be inves-
ted in some way, this fund can gradually become one of the
major players in the market. The Church as an investor is also
starting to cooperate with established developers; for example,
the Diocese of Hradec Kralové met with Serge Borenstein in
a multifunctional house project in Karlin, Prague.

A significant increase in volumes also applied to open-end mu-
tual funds with a consumer-oriented public offer, which are sub-
ject to more stringent operating rules than FKls. Their capital
exceeded 40 billion CZK, and increased by more than one third
year-on-year. Until recently, unlike in Western Europe, they pla-
yed a marginal role; today, CS Real Estate Fund from the Ceska
spofitelna group, with a capital of 22.3 billion CZK and property
worth 30.5 billion CZK, is the largest Czech real estate fund
ever. In the last three years it has considerably increased its
investment appetite and concluded extensive transactions both
at home and abroad, crowned last year with the purchase of
Nova Karolina in Ostrava for 54 billion CZK. On the other hand,
it is true that this group of funds does not have serious compe-
tition in terms of volume. However, it is at least worth menti-
oning the 7-billion ZFP fund with assets spread over the entire
Visegrad Four territory, as well as foreign funds — two Slovak
IADs, and Czech Real Estate based in Liechtenstein (although it
belongs to DRFG in Brno). There is also a new option of deno-
minating consumer investments into euros.

The issue of securities may be another source of alternative fun-
ding. After the infamous end of Orco Property Group and ECM
in the stock market, corporate and project bonds — bonds usua-
lly issued in cooperation with a bank, which also places them on
the market — are successful in our country. They can be traded
both on the stock exchange and elsewhere. Although they don't
generate equity as such, they usefully complement the financing
structure of a company or a particular project in the form of
subordinated debt. The primary target group of their offer are
private investors or private banking clients, but institutions that
are allowed to buy riskier securities also show interest.

Given the market capital surplus, the number of bond issuers has
started to increase visibly in recent years, and the volume of pro-
grams and bond issues outside CPI (see below) was almost 17 billi-
on korunas at the beginning of 2018, including those already paid.
Last year the growth continued — confirming our prediction — and
of the 66 prospectuses approved by the CNB over the past 12
months, one-third belonged to the real estate sector. The issuers
did not limit themselves and added another 20 billion CZK in one
year, resulting in a total amount of approximately 37 billion CZK.

However, the bonds were not sold for this amount, it is the
sum of the maximum, only partially used limits. Moreover, we
believe that for many issuers, their idea was more of a wish
than a real calculation. We therefore estimate that securities
for about one third of the stated amount, i.e. 12 billion CZK,
have found an owner. Some of them have already been repaid.
We also expect new issues to continue to grow.

We should also mention the courageous act of UDI CEE, which
released 587,000 shares last autumn and let them launch on

the newly opened, unregulated Prague START market for emer-
ging small and medium-sized Czech companies. During the initial
auction, the entire issue was rewritten, and more than 250 milli-
on CZK was collected from investors, which promises a dividend
yield of 949% per year, among other things. This is a company
primarily engaged in the development of commercial, residential
and logistics projects in the Czech Republic, Slovakia and Serbia.

Czech Property Investments (CPIPG) has been using bond fi-
nancing for longer and more intensively than the rest of the
market. Since 2005, it has prepared programs with a total limit
sum of about 161 billion CZK, with their frequency and volume
accelerating over the past seven years. This included issues of
corporate bonds by parent company CPI for more than 15 billi-
on CZK, and secured project bonds of CPI Alfa, CPI BYTY and
CPI Retail Portfolio. Today, its real estate portfolio is spread
across ten European countries — although two-thirds of it is
still in the Czech Republic — and the vast majority of bonds sold
are already held by foreign investors, so we started to keep the
statistics separate.

Last year and the year before that, it broke through to foreign
capital markets. In October 2017 it offered 7-year bonds worth
600 million euros (15 billion korunas) in London, which it inc-
reased two months later by a second tranche of almost 6 billi-
on crowns. Due to high demand, it managed to get an interest
of 2.125%. From the revenues of new issues, it began massively
repaying previously issued more expensive bonds, as well as
selected bank loans, which it continues to do today. Both tran-
ches were part of the EMTN program designed to issue medi-
um-term eurobonds approved by the Central Bank of Ireland
with a total limit of 1.25 billion euros (32 billion korunas).

In April 2018, another EMTN program was set up with a limit
of 3 billion EUR (77 billion CZK), in which it gradually issued
hybrid bonds in the volume of 550 million euro with a 5-year
fixed interest of 4.355%, 3.5-year bonds worth 600 million
EUR with an interest of 145%, 5-year bonds worth 135 million
Swiss francs with 1.65% interest, and two Japanese tranches in
the volume of 11 billion yen — 10-year tranche with an interest
of 1.995% (i.e. lower than the Czech state's loan interest), and
a 3-year tranche with an interest of 1414%. All of last year's
issues amounted to almost 35 billion CZK.

In February this year, the CPIPG issued 5-year bonds worth
450 million Hong Kong dollars (@bout 1.3 billion korunas) under
the same program with an interest of 4.51%, and in March it made
another 5-year issue worth 350 million USD (8 billion CZK) with
an interest of 4.75%. It therefore already denominated its bonds
into six currencies — koruna, euro, yen, Swiss franc and two kinds
of dollars. The obligations of the entire group from the issued
bonds were around 35 billion CZK at the end of 2018 (newer data
were not available during the writing of this text), but this year's
issues, last year's Swiss and Japanese issues, and repayment of ear-
lier issues, which took place in the meantime, were not included

Another big European player, Slovak group HB Reavis, which is
also active in the Czech Republic, has received more than 311
million euros (7.8 billion korunas) in capital markets in Poland
and Slovakia since 2013, two thirds of which are thanks to seven
issues from the year before last. In May 2016, one Czech one in



the amount of 1.25 billion CZK with a maturity in 2021 and a cu-
rrent floating yield of approximately 6% was successfully added.
Then, in November 2018 it launched a new bond program with a
limit of 150 million euros (almost & billion korunas), from which
it issued the first 6-year tranche in the amount of 15 million euros
(400 million korunas) in January this year, with an interest of
3.25%. The funds are intended to finance projects in the group,
so they can also appear in the Czech market.

Established Prague developers Central Group, SATPO, Passe-
rinvest, GES Real and Trigema have also tried issuing medium-
-sized securities over the past seven years. FINEP was the most
active, which first issued 4-year project bonds for 201 million
koruna with an interest rate of 3.75% in 2016, and a year later
RED Thirteen - a joint venture with RS) Investments - continued
with a 45-year issue in the volume of 210 million CZK and an
interest of 4.8%. Last year FINEP Hloubétin offered investors
5S-year project bonds for 150 million CZK with an interest of 5%.

The RS) Group also provided last year's most exotic issue in the
amount of 18 million USD (400 million CZK), with a maturity of
five years and an interest rate of 7%. It is secured by five-star beach
resort Zuri on Zanzibar Island in the Indian Ocean, which was ope-
ned only a few months after the bond was issued and is owned by
RS). It should be repaid from the operating revenues of this resort.

Activity is also constantly increasing outside the capital, espe-
cially in Brno. Since 2009, corporate bonds have been issued
by the local real estate concern e-Finance, which introduced
17 new small issues this year and last year forming part of the
program with a duration of 25 years and a limit of 1 billion
CZK. Sixteen of them have a maturity of 3 to 3.5 years and an
interest rate of 4.5%; the latest one from April 2019 is a 7-year
bond with an interest of 5.6%.

In 2017 the first 10-year, 1 billion CZK bond program was appro-
ved for major local group DRFG, which is already listed among
consumer mutual funds; it fully drew it down with six issues with
a maturity of 3 to 7 years and an interest of 4.5% to 7%. This was
followed by another ten-year program with a limit of 2 billion CZK,
under which it issued three bonds totaling 500 million CZK this
year, with a maturity of 3 to 7 years and interest of 4.5% to 6.5%.

At the end of 2017, brno-based group NWD launched its first ten-
-year program in the amount of 300 million CZK with two issues
totaling 70 million CZK, with maturities of 3 and 5 years and an
interest of 31% and 51%. In 2018, it continued with two more issu-
es totaling 160 million CZK with the same maturity and interest.
In addition, it launched a second ten-year program with a limit of
300 million CZK, of which it drew down 180 million CZK with a
pair of issues with the same parameters as the previous.

From other Moravian representatives, it is also worth menti-
oning the Olomouc group Redstone Real Estate. In November
2017, RSRE Invest issued 5-year bonds with a volume of 20 mil-
lion EUR (500 million CZK) with an interest of 5% from this
group, and last year a program with a limit of 2 billion CZK was
approved for its sister company Redstone Invest. So far, it has
spent 500 million koruna with two issues last year and one
issue this year with a maturity of 5 and 6 years and an interest
rate of 4.7% and 5.1%.

Also small issuers from different regions, some of whom are
returning to the market repeatedly, confirm growing awareness
of this form of funding. The attached table shows selected
examples from the last two years.

KAMIL KOSMAN
KAAP Media
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TABLE 2 Selected small bond issues

Issuer Date Volume Maturity Yield Subscription Purpose
of issue | (millions of CZK) | (years) | (% per annum)

Source: ARTN ==

Prague
Rezidence Halas 2018 8 25 8 ongoing construction of residential
house in Budéjovicka area
Hefmanova 595 2018 245 15 9,6 subscribed renovation of residential
house in Letna
K&K Invest Group 2018 2 2 8 subscribed extension of underground
garages in Londynska
Cinzovni domy Praha ll 2018 25 2 8 subscribed construction of loft
apartments Korunovacni 11
Na Doubkové 2 2017 1225 25 85 subscribed renovation of residential villa
Outside Prague
1.D.C. Dvojdomy | 2018 10 3 92 ongoing development construction of
double family house near Opava
Market Balance 2018 9 3 9 subscribed purchase of land
in Frydlant nad Ostravici
Endeka 2018 20 5 5.05 ongoing renovation and extension of
12 residential houses in Brno
Sovinvest 2018 6 25 81 ongoing purchase and renovation
of three family houses in
the Moravian-Silesian Region
Capital for you 2017 22 15 9 subscribed construction of family houses
in Cesky Brod
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FINANCING LEGAL
PERSONS AND
REAL ESTATE

In 2018 there was a 27% decline in investments compared to the previous year, but
the result still exceeds the long-term annual average.

The parameters / structure of real estate project financing is essentially unchanged.

The market continues to be characterized by high liquidity, but low CZK interest rates
are over.

The volume of bond real estate financing is almost doubled in comparison with the

previous year, but it is still an insignificant source of external financing compared to
the volume of loans.

BANK FINANCING

2078 was characterized by a year-on-year decline of 27% in the
Czech real estate market. However, the result still exceeds the
long-term annual average. Offices were the most traded asset
in 2018 (44%), followed by retail (30%) and warehouses (22%).
The decrease in the volume of transactions is due to a shortage
of projects for sale rather than the small appetite of buyers.

The average transaction worth reached about 40 million EUR,
which corresponds with the long-term average. The Czech mar-
ket's stability is supported by a large share of domestic inves-
tors (around 62%), accompanied by the interest of institutio-
nal investors from Germany (22%), the US (3%), Austria (3%),
South Korea (2%), Norway (2%) and Lebanon (2%).

GRAPH The volume of investment transactions in the Czech Republic in the period of 2010-2018 in millions of EUR Source: Knight Frank
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Czech commercial real estate is still in high demand, as it still
generates slightly more interesting returns than in Western
Europe. Moreover, the local environment is synonymous with
economic stability and security in terms of legal certainty for
investors.

The vield rate remains more stable in the Czech Republic. Ho-
wever, with rising CZK interest rates, the vyield rate in CZK is
expected to slightly increase, which may mean a slight decrease
in CZK real estate prices. The graph below shows the develo-
pment of CZK interest rates in comparison with EUR and USD
rates (source: KPMG).
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Investment and development in the domestic real estate mar-
ket is supported by the appetite of financing banks. The main
stimulus is the current surplus of liquidity and a stable eco-
nomic and legal environment, both of which lead to healthy
competition between banks, from which clients profit in the
end (margin pressure). Loan financing is relatively affordable
for good projects and experienced players. Investment transac-
tions supported by demonstrable cash flow are preferred by
banks to development financing.

Banks have learned to work with the regulator’s requirement
(i.e. the Basel lll criterion) that requires banks to maintain the
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necessary amount of risk-weighted assets/regulatory capital
(RWA) compared to the amount and quality of the credit expo-
sure. The more conservative the financing structure (i.e. lower
loan to cost (LTC) or loan to value (LTV)) and the better the
asset (strong and stable cash flow), the lower the consumpti-
on of regulatory capital (RWA) and the lower the margin for
clients.

It can be said that the credit conditions of banks operating in
the Czech market do not differ significantly from one another.
Speculative transactions continue to be financed in a very limi-
ted manner. Building plots are mostly bought by developers
with their own resources, without loans. One of the main re-
asons for this is that both speculative development and the
purchase of land on credit lead to large consumption of regu-
latory capital, which banks operating in the real estate market
are forced to conserve.

The current real estate financing market in the Czech Republic
can be characterized as highly concentrated: a relatively narrow
group of highly experienced players such as Penta, HB Reavis,
CTP, CPI, etc. are operating in it; these players are active in the
Czech and Slovak Republic, as well as in Poland, Hungary, Ger-
many and the United Kingdom. Regardless of the willingness
of financing banks to finance the projects of these experienced

TABLE Overview of CPl bond issuance

players, the credit needs of these entities may hit bank loan
limits for regulatory reasons (concentration). This is why, in
addition to loans, many of them try to provide the means for
their growth in the form of bond issuance, whether these are
corporate (which is the case of most bonds) or project bonds.

CPlis an example of successful corporate bond issues in real
estate financing: Since 2017, CPI has issued seven bonds in
a total volume of approx. 2.250 million EUR in four currencies
and with different maturity dates (see the table below). A key
prerequisite for similarly successful bond issues is obtaining an
investment rating. CPI received its first Baa3 rating by Moody's
in 2017 (first investment rating). In 2018, CPI received a second
BBB rating by S&P (second investment level), they upgraded
their rating by Moody's to Baa2 (the same level as BBB) and
earned special A- rating in Japan. As far as banks are concerned,
CPI has issued bonds with Deutsche Bank, Societe Generale,
UniCredit, Credit Suisse, Nomura, JP Morgan, HSBC, Barclays
and RBI.

In addition to a group of developers and investors with inter-
national ambitions, a variety of top-quality local companies are
operating in the market, and they are also currently looking for
ways to source external sources by issuing corporate bonds.
The excessive concentration of the loan limits of banks is not
the issue here, but rather the type of activity that banks have
trouble financing for regulatory reasons — such as the purchase

Source: CPIPG International Bond Issuance

12 Feb 2019 Senior Unsecured Baa2 BBB HKD 450 451 Feb-24
10 Dec 2018 Senior Unsecured Baa2 BBB A- JPY 8,000 1414 Dec-21
10 Dec 2018 Senior Unsecured Baa2 BBB JPY 3.000 1995 Dec-28
25 Oct 2018 Senior Unsecured Baa2 BBB CHF 165 1.630 Oct-22
17 Oct 2018 Senior Unsecured Baa2 BBB EUR 600 1450 Apr-22
9 May 2018 Junior Subordinated Bal BB+ EUR 550 4375 Perp

4 Oct 2017 Senior Unsecured Baa2 EUR 825 2125 Oct-24

1 See more about bond issuance in chapter Alternative financing sources on page ...
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REAL ESTATE MARKET AND BOND FINANCING

An analysis by consultancy firm EY suggests that the corporate
bond market associated with development financing and pr-
operty investment is exponentially growing. According to data
from the CNB's prospectus register, the volume of funds issued
through bonds increased by more than 245% from 2.3 billion
CZK to almost 8 billion CZK between 2016 and 2018, and this
activity continues in 2019.

Along with the rising monetary policy rates of the CNB, a rise in
the rates of fixed coupon rate bonds can also be observed from
2018 onwards. The statistics presented in the graph below re-
present the values of the range of coupon rates (I to 3¢ quar-
ters) of Czech real estate bonds with a prospectus of 4.5-6.0%
according to the type of project, the issuer's creditworthiness
and the collateral offered. Compared to these rates, CPl Group
is able to provide finances in the European market at a cheaper

rate than other Czech companies due to its investment rating
through bonds.

In the Czech bond market, real estate issuers continue to be
heavily dominated by unsecured bonds over secured bonds, in-
dicating the nature of bond financing as a complementary form
of external financing to bank loans. In the case of collateral, we
often observe shares or other instruments, the use of which is
rather limited in the case of insolvency. According to the be-
low published bond issuance statistics with prospectus for the
last three years, real estate market companies use the obtained
funds primarily for development purposes, but the share of
bonds for investment real estate financing is increasing. Bonds
are mostly issued in Czech korunas, which corresponds with the

preference of Czech investors to invest in Czech korunas.
Jan Vrabcak, David Zlamal, EY

GRAPH Development of the volume and number of new bonds in real estate
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of land, speculative transactions from the perspective of the
bank, etc. An example of successful corporate bond issuance
in this category is the Trigema group, for which UniCredit Bank
issued 3-year unsecured corporate bonds in the amount of 300
million CZK with a floating- rate note in the amount of PRIBOR
+ 2.95% per annum. However, compared to the volume of lo-
ans in the Czech economy, this is still an insignificant percen-
tage of external resources that companies use to finance their
activities

Let's return to the prevailing classic bank loans. For development
financing, banks require 25-35% of an entity's own resources (.e.
65-75% LTQ) as a condition for drawing a loan. The amount of
(pre)leases or (pre)sales varies according to sector: 70-90% is
required for logistics, 50—70% for commercial premises and 50—
60% for offices. The higher the pre-lease, the lower the equity
the bank is willing to accept. However, banks do not often provi-
de more than 80% LTC for a fully pre-leased project.

In development, banks also require sponsors to guarantee all
additional costs (Cost Overrun Guarantee) and the smooth com-
pletion of the project (ie. Completion Guarantee). The guaran-
tees are valid until the project is approved and real cash flow
starts, underpinned by long-term lease agreements with quality
lessees, or by residential development purchase contracts.

In the financing of investment transactions, the required LTV is
most often between 55-70%. The willingness of banks to agree
to higher LTV is very limited and rare in the market. The reason
for this is the consumption of regulatory capital. Compared to
previous years, we increasingly see “healthier” conservative LTV
around 509%, which is also due to the surplus of market liquidity.

From the perspective of the structure of financing, amortizati-
on schedules, i.e. the period over which a loan is repayable, and

the tenor (the length of the bank financing), are quite interes-
ting. Amortization plans are essential to investors' economy:
the longer the amortization schedule, the more they can use
free cash flow to pay out dividends to investors who tempora-
rily “entrust” their funds for a fee.

In common practice, there are reasonable compromises be-
tween the investor's requirements and the bank’s options; for
new real estate (offices and retail) the amortization schedule is
stable between 20-25 years, and for older real estate it is up
to 15 years. In logistics the payment schedule is shorter than
for offices and retail, usually between 15-20 years, depending
on the nature of the lease agreements, of course (duration /
quality of the lessee).

In most investment financing cases, banks offer clients finan-
cing with a 5-year tenor. It is assumed that the loan will be
repayed at the end of the five-year period, according to the
current situation of the project, the duration of lease agree-
ments, the market price of money, etc. Long-term investors are
also trying to get a ten-year commitment from banks (trying to
fasten down the current low interest rates). However, banks
rarely agree to this step; the conditions for this are generally
long-term (10-year and more) lease agreements with financially
strong tenants.

A key element is the “price of money” (basic reference interest
rate), see the graph of CZK, EUR and USD rates above. In the
case of long-term financing, it is common practice for banks
to ask clients to ensure any interest and currency movements
with the appropriate hedging instrument. In view of the inc-
rease in the base interest rate of the koruna and the appreciati-
on of the CZK exchange rate against the EUR and the USD (see
the Development of exchange rates graph — source KPMG),
this bank requirement is also favorable for clients — securing
the stability of future returns.
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GRAPH Development of exchange rates Source: KPMG, Bloomberg II
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In the financing of investment transactions, banks place con-
siderable emphasis on the quality and transparency of inde-
pendent valuation, and technical, legal and tax audits of the
real estate before the purchase (i.e. due diligence). Professional
asset and property management are also key to sustaining the
quality of an investment.

Development margins correspond to the structure of finan-
cing, currently ranging from 2.00 - 3.50% for CZK financing
and 2.20-3.70% for EUR financing. Margins, which also include
liquidity surcharges (resource acquisition costs), vary between
banks.

In investment financing, margins did not significantly decline
in comparison with 2017 despite the competitive environment.
On the contrary, they stabilized, and a slight increase can be
expected in the coming period of 2019-2012. Margins currently
range from 170% to 2.50% for CZK, and in EUR financing the
margins are about 0.20-0.30% higher.

Specific investment financing conditions always depend on the
nature of the project, the client’s history, the LTC/LTV amount,
the lease contract parameters and the cash flow stability. In the

structuring of financing, professionalism and the developer's/
investor's previous experience, the quality of the repayment
source, i.e. cash flow stability, the legal enforceability of colla-
teral and the value of collateral, continue to be of significant
importance. In this case it is also true that the lower the LTV,
the lower the final margin may be.

CONCLUSION AND OUTLOOK

2018 confirmed that the real estate market in the Czech Re-
public is healthy and dynamic, and transparent enough for in-
vestors. It can be said that the only thing the Czech market “su-
ffers” from is the lack of projects for sale. Assets in the Czech
Republic and the yields achieved here are still interesting for
investors. We'll see how much the impact of Brexit or other
geopolitical connections are reflected in the parameters of real
estate transactions. | personally expect a gradual slight tigh-
tening of financing conditions, both from a structural point of
view (LTC/LTV) as well as due to the gradual increase in mar-
gins, especially with long-term CZK financing.

LENKA KOSTROUNOVA
¢soB
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The total volume of granted mortgage loans in the Czech Republic reached 210.6 billion
korunas in 2018". The slight decrease in comparison with 2017 was caused by rising prices of

apartments and family houses, as well as the previously announced tightening of rules for
granting mortgage loans by the Czech National Bank.

The CNB's interventions, which raised interest rates several times in 2018, had a major
impact on the mortgage market. At the end of the year interest rates were around 2.91%.

The CNB's most significant intervention was the introduction of regulations that tightened
conditions for obtaining a mortgage. The CNB's October regulation introduced rules accor-
ding to which an applicant’s total volume of loans may not exceed nine times his net annual

income, while the monthly installment may not exceed 45% of his net monthly income.

GRAPH 1 Development of the amount of granted mortgage loans in the period of 2006-2018
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Like last year, the central bank played an important role in the
growth in interest rates this year. In 2018 it repeatedly used
one of its pivotal instruments — increasing the two-week repo
rate. The first increase came in February by 0.25 percentage po-
ints to the resulting 0.75%. The CNB thus continued to increase
the rate from the end of 2017.

In July the two-week repo rate reached one percent. It then
exceeded one percent and continued to grow. In November it
reached 1.75% for the first time since 2009. The two-week repo
rate therefore experienced a total increase of 125 percentage
points. By comparison, in July 2077 its was only at 0.05%. The
December average mortgage loan interest rate reached its an-
nual high of 2.91%. This brought interest rates back to the level
they were at in the spring of 2014

However, 2018 did not only differ from the previous year with

a significant increase in interest rates. The most interesting factor
was the seasonal development of the closing of mortgage loa-

in billions of CZK

2006 2007 2008 2009 2010 20M

1 Statistics of the Czech Ministry of Regional Development (MMR).

Banks are becoming increasingly cau-
tious in providing loans for investing in
real estate, as they no longer believe in
positive market developments and are
aware of potential risks.

ns. While there were no
significant monthly de-
viations in 2017, in 2018
we saw a significant in-
crease in the number of
closed loans during Au-
gust and September. Interest in mortgages increased before the
CNB's October regulations began to apply. According to these
regulations, an applicant’s total volume of loans may not exceed
nine times his net annual income, while the monthly installment
may not exceed 45% of his net monthly income.

In spite of the CNB's regulations, the fourth quarter was the
strongest in terms of trade. Moreover, thanks to the increased
interest in mortgages, especially in August and September, the
initially anticipated loss was almost eradicated. People who
were considering buying real estate at that moment often spe-
eded up their decision and closed a loan while it was in their
reach. According to Hypote¢ni banka's internal data, the intro-
duction of the October restrictions affected more than 10% of
mortgage applicants.

2012 2013 2014 2015 2016 2017 2018

Jifi Pécal, CEH

Source: Ministry of Regional Development of the CR



The real estate market is always deter-
mined by overall economic development.
| therefore expect a gradual slowdown in
the market. Mortgage loan interest rates
are likely to continue to increase. The
requirements of banks for people to have
their own resources will result in a dec-
line in interest in mortgages. People will
be able to borrow less money, resulting
in higher demand for small apartments
or less attractive locations. | assume that
this will significantly shift the perception
of rental housing as an economically
attractive alternative. However, this will
gradually raise rents."

Monika Kofrotiovd, bnt

In the end, the fears of
mortgage bankers from
the beginning of the year
did not materialize. Alt-
hough the CNB's inter-
ventions were more pro-
nounced this year than in
the previous year when
interventions were in the
form of a recommendati-
on, they did cause a signi-
ficant decline in the mar-
ket. The market's volume
did not differ significant-
ly from previous years.

However, the consequences of interventions can be expected to

become apparent, especially in the first quarter of 2019.

Continuing growth in residential property prices was another
major factor in the mortgage market. It affected flats, the price
of which increased by 104% on average. Family houses also
experienced a smaller year-on-year increase in prices than in
the previous year, namely 6.9%. Land, which is the most stable
part of the residential segment, grew faster in the long term. In

Macroeconomic environment

Let's take a closer look at all the macroeconomic factors that
affected the mortgage market last year. The Czech economy
recorded relatively high GDP growth again, which was estima-
ted at 2.8% by the Ministry of Finance of the CR. The long-
-term downward trend of unemployment continued, reaching
only 2.8% in October 2018. This nominally represented roughly
215,622 unemployed persons. On the other hand, the number
of job vacancies slightly increased amounting to 316,900. The
pressure to raise wages and pensions also continued.

Pension growth, and therefore also an increase in costs, natu-
rally leads to inflationary pressures. The average inflation rate
in 2018 was 2.1%, which is O4 percentage points less than in
2017. The koruna/euro exchange rate stayed between 2550
EUR/CZK, which it exceeded at the end of 2017, and 26 EUR/
CZK. The price of imported goods was also stable, as was the
value of our exports, which mostly go to countries that use
the euro, especially Germany. Not even the trade war between
China and the US disrupted the overall stability, as it did not
fundamentally affect the Czech Republic.
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2018 it increased by 7.3%, which is more than in 2017.

GRAPH 2 Development of mortgage interest rates in 2018 in % Source: Hypoindex ||I
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The key macroeconomic factor was naturally the central ban-
k's work with interest rates on the interbank market. In 2017
the CNB increased interest rates twice shortly after the other,
continuing in these interventions in 2018. Although the impact
on mortgage interest rates was obvious, it did not correspond
proportionally to the level of intervention by the CNB. While
the two-week repo rate increased by 125 percentage points in
2018, mortgage interest rates increased by only 0.72 percen-
tage points year-on-year.

Development of interest rates

One of the key factors that fundamentally affects market per-
formance is the low price of money on the interbank market.
Although it increased thanks to the year-on-year increase in the
two-week repo rate by 1.25 percentage points, its amount did not
significantly slow down the Czech economy. In the long run, it
is also worth recalling that the minimum interest rate of 0.05%,
which applied until 2017, was already set by the central bank in
November 2072. This means that it was maintained continuously
for almost 5 years, and it had never been so low before.

We should also remember that the CNB has the long-term prima-
ry task of meeting inflation targets, which means that it only chan-
ges interest rates to meet its goals. The CNB's interest rate hike
last year was also due to continuing economic growth of 2.8%,
which the CNB did not feel the need to feed with the historically
lowest price of money. The euro exchange rate was also relatively
stable; it did not weaken as in the second half of 2017, but stayed
below 26 korunas with the exception of minor fluctuations.

The development of the mortgage market in the second half
of last year suggests that the CNB's interventions and the asso-
ciated rise in interest rates have not had a major impact on the
mortgage market as such. The only exception was the increase
in sales in August and September before the bank’s strictest re-
gulations were in force. The CNB's pressure to gradually reduce
LTV, which indicates an effort to reduce the total volume of
mortgage loans, should be fully reflected next year. The Octo-
ber regulations should also manifest themselves later on.

GRAPH 4 Real estate price development index (HB INDEX)
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Development of real estate prices

In 2018 apartment prices increased by 104 % year-on-year
according to Hypote¢ni banka. Prices increased in all regions
of the Czech Republic, with the highest increases in Prague,
the Usti, South Bohemian, Central Bohemian and Karlovy Vary
regions. Prices of old tower block apartments grew more than
those of brick apartments, which have already reached their
price ceiling in many locations. The biggest interest was in
small apartments; in Prague people were mostly interested in
apartments with 2+1 or 2+kk layouts, and 3+1 and 3+kk layouts
in other regions.

Prague and Brno form over 60% of the new housing market,
and the price level is such that many locations are unavai-
lable to middle class citizens. New projects in Prague are
already approaching a price of over 100,000 CZK/mmz2, and
around 72,000 CZK/mm2 in Brno. The situation in the ca-
pital is favorable for new housing projects emerging in the
Central Bohemian Region, and the transfer of demand from
the outskirts of Prague continues. The share of investment
purchases of small apartments (in development projects) is
also growing in Prague, which developers are adapting to by
changing the structure of the supply of apartments in their
projects (some projects also account for more than 80% of
small flats). The purchase of starter apartments is no longer
worthwhile in Prague, and potential buyers are moving into
rental housing.

The prices of family houses also grew at a slightly faster rate
than in 2017, with a year-on-year increase of 6.9%. The higher
real estate prices were caused by a small supply and continuing
stable demand (especially on the outskirts and in close proxi-
mity to big cities), as well as the growth of construction costs
for new buildings and renovations. Mostly low-energy houses
are being built, as well as passive houses to a lesser extent
(subsidies from the Green Savings program). Hypote¢ni banka
supports the interest in environmentally responsible housing
through the Green Mortgage option.

Source: HB Index
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GRAPH 5 Market share of individual banks in terms of volume in % Source: Ministry of Regional Development of the CR |II
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The land segment recorded faster growth than in the previ-

ous year, increasing by 7.3% this year. Land continues to be the

most stable residential real estate segment with the lowest

maintenance costs. Demand remains stable as well, but high  In 2018, the CNB took strict regulatory steps. According to the

land prices in areas surrounding large cities continue to drive it rules that came into force on October 1, an applicant’s total

to more remote locations. loan volume may not exceed nine times his annual net income,
and the monthly installment may not exceed 45% of his net
monthly income.

The mortgage market has long been concentrated in the hands ~ Due to rising real estate prices, the average mortgage loan rate
of the three biggest players — Hypote¢ni banka, which belongs to  has increased despite the decreasing average LTV and CNB re-
the CSOB Group, Ceska spofitelna and Komer¢ni banka. Hypotet-  gulations. In the fourth quarter of 2018, the average mortgage
ni banka maintained its no. 1 position with a 26.6% market share.  value in the Czech Republic was 2.27 million CZK, representing
Ceska spotitelna defended second place, and Komeréni banka re-  a year-on-year increase of 84% compared to 2017. Hypoteéni
mained third. The market share of all three of these companies  banka itself recorded a slightly higher value of the average loan
slightly declined. Raiffeisenbank, on the other hand, improved its ~ among its clients, which reached 2.32 million CZK. Despite a sli-
position in the market and remained in fourth place; Moneta also  ght increase in interest rates, the average maturity of loans did
improved, reaching fifth place. In addition to these, a market share  not change significantly, remaining at about 24 years.
was particularly attributed to small banking houses.

According to available information from Hypotecni banka, 51%
Not all banks in the Czech market report their results for offi-  of newly granted mortgage loans were used to purchase real
cial Ministry of Regional Development statistics. There are  estate, 22% for construction, 20% for refinancing, and the
a number of smaller banks in the mortgage market that do not  remaining 7% for other purposes (renovation, settlement of
publicize their results. ownership interest). Last year the typical client was a man aged

GRAPH 6 The ratio of building society loans to mortgage loans Source: Hypoindex II
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37 with high school education, married with one child and with
an average monthly income of 37,000 CZK. Most mortgage
loans, namely 58%, were taken last year by people to purchase
or renovate a family house.

Building societies continued to expand their loans last year,
and the volume of granted loans has increased for the seventh
year in a row. They granted loans for almost 73 billion korunas,
which represented a significant year-on-year growth of more
than 22 percent, ie. 13 billion korunas. This strong growth is
mainly due to better interest rates and the need of Czech hou-
seholds to renovate housing.

What can the Czech mortgage market expect in 2019?

We expect interest rates that have increased several times last
year to only increase slightly this year. We can also see this in
the results of the last CNB Bank Board meetings, where the
rates were left at their original level. Rates shown in Hypoindex
are likely to go above 3% at the beginning of 2019 as a result
of the rate hike by individual banks towards the end of 2018.
However, in 2019 we expect significantly lower interest rate
hikes by the CNB than in 2018, and this could also positively
translate into the development of mortgage interest rates.

Last year, the new CNB recommendations for the ratio of mon-
thly loan installments to income, which are valid from October
2018, were a major breakthrough for the mortgage market.
However, despite the CNB's new recommendations, in 2018

the mortgage market reached almost the same volume of
mortgage loans as in the record year of 2077. However, due to
strong regulations at the end of 2018, we expect a significantly
weaker start to 2019. The market situation should stabilize in
the second quarter of 2019, but there is likely to be a notice-
able decline in the sale of new mortgages this year. Given the
major changes in the CNB's recommendations over the past
two years, we hope to maintain the current conditions throu-
ghout 2019, allowing the entire market to stabilize.

As far as real estate prices are concerned, we expect their rapid
growth to slow down. The supply of free real estate in the mar-
ket is still very low; on the other hand, real estate prices have
increased to the extent that they have become inaccessible to
a number of income groups. In Prague, new real estate prices
have exceeded the magical threshold of 100,000 CZK/m?. Ho-
wever, an improvement in the whole situation of the availability
of new housing cannot be expected in the near future primarily
due to lengthy building proceedings. Especially the first and
second quarters will be decisive for real estate prices, showing
whether real estate price growth will really slow down.

From the perspective of banks, 2019 should be calmer. The
market should stabilize, allowing them to adapt to new condi-
tions. Banks will continue to improve their services to attract
new customers.

Hypoteéni banka
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Efforts to change legislation on building
permits will continue. This change should
have a positive outcome.

The exclusive ARTN survey among its members and other real
estate market personalities suggests that ARTN members ex-
pect a lot from the amendment of the Building Act (as descri-
bed in the following chapter by Jana Vydrova and Lucie Cer-
na). The lengthy, non-transparent and inflexible nature of the
approval process for all types of buildings is a matter that is
very troubling for the real estate market (especially in Prague).
Another important anticipated legislative action is the comple-
tely new Real Estate Brokerage Act. This act is now (at the
time of the issuance of this Trend Report) in the Chamber of
Deputies for its first reading. According to its explanatory me-
morandum, the government intends to define the basic legal
framework of real estate brokerage with this act - to define
real estate brokerage, specify the conditions for performing this
activity in terms of professional qualifications, define a real es-
tate brokerage contract and conditions for its conclusion, set up
control and sanction mechanisms, and strengthen protection of
clients (especially consumers), thus introducing mandatory ins-
urance of the liability of real estate brokers and adjusting their
obligations towards the
client (e.g. information
duties). In general, the
purpose of this law is
to increase confidence
in real estate services
by setting new rules for
performing them and
increase public confidence in real estate brokers as such, there-
fore increasing the share of real estate brokerage transactions.
The new rules should also contribute to reducing the number
of non-professional and dishonest entities in the market. A key
element of this new legislation is the parliamentary amend-
ment, which seeks to prevent real estate brokers from provi-
ding custody in the brokered matter, or the provision of such

Tomdas Kadeidbek, Asociace developerti
(Developers Association)

custody by someone other than a bank, foreign bank, notary
or lawyer.

Another strong opinion that resonated among several respon-
dents in the ARTN survey is a change in legislation on rental
housing. This opinion is based on the latest trend of stren-
gthening demand (as well as supply) for rental housing as an
alternative to owner-
-occupied housing. The
problem affecting real
estate and apartment
owners is the inability
to terminate a lease

[ only expect one legislative change,
namely the adoption and application of
the Real Estate Brokerage Act. However,
its impact on the market will be very

relationship quickly and
efficiently in the event

small as the approved amendment is very
shallow and does not meet expectations.
Monika Kofrofiova, bnt

of a breach of the te-

nant's basic obligations,

in particular his pay-

ment obligations, and

to subsequently quickly release the flat for another tenant,
thus ensuring a stable and continuous rental income. Current
legislation is not ready for these situations, which is also a pro-
blem for the owners' financing banks.

In real estate investment we continue to see a strong amount
of “share deals”, i.e. the sale of project companies instead of the
sale of the real estate itself, as well as the trend of limiting the
seller’s liability for the sale. A significant change from last year
is the shift in the burden of the acquisition of title insurance
to real estate, the title to the shares or stocks sold, and the
insurance of guarantees and declarations entirely to the buyer,
with the seller usually only bearing part of the costs of such
insurance.

Clifford Chance



The most significant legislative change last year was the entry
into force of part of the first amendment to Act no. 89/2012
Coll,, the Civil Code, as amended, (hereinafter referred to as the
“Civil Code”), which returned the pre-emption right for joint-
ly owned real estate property to the Czech legal system. The
pre-emption right to everything jointly owned was part of our
legislation at the time when the old Civil Code was in force.
However, this legislation seemed inappropriate to legislators
and was therefore not incorporated into the original Civil Code.
The amendment reintroduces this pre-emption right. The Ci-
vil Code therefore once again grants the pre-emption right for
other joint owners to this transferred joint ownership share in
the case of the transfer of a joint ownership share in real estate
property, both gratuitous and non-gratuitous. The only excepti-
on when other joint owners are not granted this right is when
the joint ownership share is transferred to a related person.

The intention of this amendment is to prevent the breakdown
of the right to real estate property and, if possible, to support
its consolidation. However, very soon after its introduction, its
shortcomings were demonstrated. This legal institute causes
considerable delays, and in many cases it makes it impossible
to sell housing units in large apartment buildings, as the owner
of a housing unit is obliged, in accordance with the current ver-
sion of the Civil Code, to preferentially offer his share of jointly
owned immovable property (such as cellars and garage spaces)
to other joint owners. Although sellers have the option of re-
questing consent to the sale from all joint owners, they rarely
manage to receive this consent in a large apartment building.

Another important legislative change is the amendment to Act no.
183/2006 Coll., on land-use planning and building regulations (the
Building Act), as amended. The Building Act was amended twice in
2018, by Act no. 225/2017 Coll. and Act no. 169/2018 Coll. These
amendments have brought many changes, the most important
of which is the introduction of the possibility of merging hitherto
independent proceedings into one joint proceeding, and the intro-
duction of the binding opinion of a land-use planning authority.

Last year's first amendment to the Building Act introduced
a joint proceeding, in which it is possible to merge various pro-

ceedings into one proceeding, which had to be conducted sepa-
rately until then. The following three types of joint proceedings
have been newly introduced:

1. Joint land-use proceeding with an environmental impact as-
sessment (EIA)

2. Joint building and land-use proceeding

3. Joint land-use and building proceeding with an environmental
impact assessment (EIA)

The principle of this institute is to conduct only one proceeding,
in which both the placement of the building and its permission
is decided, and potentially also its environmental impact. This
joint proceeding can be conducted both for individual buildings
and for a set of related buildings, so the project investor does
not have to tediously acquire placement decisions and permits
for individual buildings in separate proceedings.

The objective of the introduction of these joint proceedings is
to eliminate repeated appeals against decisions that have been
issued in a single proceeding as well as separate proceedings,
and to reduce the overall length of permit proceedings. The
need to shorten the length of the permit process is also de-
monstrated by the analysis of the business environment’ pu-
blished annually by the World Bank. According to this analy-
sis, the Czech Republic ranked 156th out of the 190 countries
compared in association with the duration of building permit
proceedings.

Another new introduction of 2018 is the “binding opinion of
a land-use planning authority”, on the basis of which the autho-
rity to assess the compliance of a building project or building
reconstruction with land-use planning documentation and spa-
tial development policy is transferred from the building autho-
rity to land-use authorities. The purpose of this institute was
explained in the explanatory memorandum to last year's first
amendment to the Building Act in the sense that before the
amendment came into effect, only the general building autho-
rity could place buildings; now buildings can be placed both
by general building authorities (at different levels) and by all
building authorities, i.e. by special and other building authori-
ties. It is for this reason that the binding opinion of the land-
-use planning authority needs to coordinate land use and fulfill
other objectives and tasks of land-use planning.

1 Doing Business in Czech Republic [online]. [cit. 2019-02-13]. Source: http://www.doingbusiness.org/en/data/exploreeconomies/czech-republic#DB_sb

97



98

In practice, the introduction of this institute resulted in the
collapse of a number of land-use planning authorities, as many
spatial planning authorities did not have the capacity to handle
such a number of requests for binding opinions in relation to
this amendment.

It is also necessary to mention the amendment to Act no.
371/2013 Coll,, on the transfer of ownership rights to units and
group family houses of certain housing cooperatives and on
amendments to certain acts (hereinafter referred to as the
“amendment on housing cooperatives”). The amendment on
housing cooperatives entered into force on September 1, 2018,
and it governs the deferred establishment and formation of
unit owners associations in the case of housing cooperatives
to which this act applies. The original regulation imposed the
obligation to establish a unit owners association when the co-
operative’s share in the common parts of the house falls under
one guarter, unless this drop occurred after the effective date
of this law, i.e. after January 1, 2074. According to the amend-
ment on housing cooperatives, an owners association is formed
by law as soon as the cooperative’s share in the common parts
falls under one half, regardless of when this drop occurred. This
legislation can therefore also be applied to housing cooperati-
ves, where the joint ownership share in the common parts of
the house was reduced to less than half before the Civil Code
and the act on the transfer of ownership rights to units and
group residential family houses of certain housing cooperatives
came into effect. This removed the shortcoming of the hither-
to wording of the act, when this act did not apply to housing
cooperatives whose share in common parts dropped to more
than one quarter but less than one half before January 1, 2074.

In conclusion, we would like to draw attention to several
forthcoming legislative changes:

The upcoming amendment to the statutory measure on the
tax on the acquisition of immovable property

The first upcoming legislative change concerns the tax on the
acquisition of immovable property.

An act was proposed to the Chamber of Deputies to amend
the statutory measure of the Senate no. 340/2013 Coll, on
the tax on the acquisition of immovable property, as amended.

This amendment should expand the existing list of buildings
whose first acquisition is exempt from the tax on acquisition
of immovable property. The current list only includes family
houses and units in apartment buildings. First-time acquisitions
of ownership rights to units in family houses should also be
newly exempt.

Upcoming amendment to the Civil Code

The draft of the amendment to the Civil Code, which the go-
vernment submitted to the Chamber of Deputies at the begi-
nning of this year, should also be highlighted. This amendment
should particularly affect joint ownership of housing, which is
insufficient according to the explanatory memorandum to the
proposed act. Amendments should also be made to the forced
sale of a unit if its owner violates his obligations and prevents
the exercise of the rights of other owners of the units, as well
as the transfer of debts in the transfer of ownership rights to a
unit when the transferor is indebted to the person responsible
for managing the house. However, the most significant change
that this amendment is to bring is the introduction of exempti-
on from the pre-emption right of joint owners of immovable pr-
operty, where the joint ownership share in immovable property
that is an accessory of a transferred unit, typically a garage or
cellar, is not covered by the pre-emption right of other joint
owners. This should eliminate difficulties that currently occur
in the sale of housing units.

Upcoming amendment to the Building Act

The final upcoming legislative amendment that we would like
to mention is the upcoming amendment to the Building Act.
This amendment aims to eliminate the problems that arise
when issuing binding opinions, and which have worsened with
the introduction of the institute of a binding opinion of a land-
-use planning authority. Delays and failure to comply with de-
adlines when issuing binding opinions, which currently occur
regularly, are to be eliminated by the introduction of a legal
fiction of the issuance of an approving binding opinion. Such
a legal fiction is to occur if the authority concerned fails to
comply with its statutory obligation to issue a binding opinion
within the statutory period. This institute is intended to enable
the authorities concerned not to consider projects that are not
significant in terms of land-use planning and to focus on buil-
ding projects that require expert assessment.

Allen & Overy Prague
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REAL ESTATE
TAXES
IN 2019

Current developments in taxes are not fast paced, so fewer
innovations are directly associated with real estate. Although
we have said at this point last year that 2019 will bring signi-
ficant changes, these expectations have not really come true.
2019 innovations can be divided into two categories. The first
category are already approved innovations effective from Janu-
ary 1, 2019, and the second part of innovations come in a tax
package, which is still in a legislative process. The effect of the
change resulting from these innovations can only be expected
in March or April 2079.

The most significant changes since January 2019 related to the
real estate sector are as follows:

* VAT in a company (formerly an association with legal perso-
nality)

From 2019 onwards, it will no longer be possible to use a sim-
plified procedure for companies, which is often used in con-
struction, whereby VAT obligations were performed exclusively
by an authorized participant. From 2019 all parties are obliged
to fulfill their VAT obligations independently.

e Taxation of investment funds

This measure tightens the conditions for taxation with a 5%
income tax rate. A new condition applies that no corporate in-
come taxpayer will be able to hold more than 10% of the share
capital of an investment fund. Again, this legislation may affect
some real estate investors.

The following changes arise from the tax package that is still in
a legislative process, and they at least partially affect the real
estate sector:

e A provision that generally applies the institute of abuse of
rights will be incorporated into the tax code. This institute
should prevent the use of the tax system to optimize tax ob-
ligations.

e The amendment approved by the Chamber of Deputies
should move heat and cold into a 10% VAT rate.

e The current wording of the Value Added Tax Act indicates
the obligation to adjust VAT deduction when acquiring pr-
operty in assocation with the possible use of this property
for exempt transactions. This obligation also applies to VAT
applied to the acquisition of technical improvements in pr-
operty. The scope of transactions that will be subject to this
adjustment should be expanded, namely by a Significant Co-
rrection. A correction that can be considered significant is one
that exceeds 200,000 CZK.

e Another upcoming innovation directly related to the rental
of real estate is the treatment of the day of taxable supply
in the “re-invoicing” of services provided in direct connection

with the rental of real estate. In these cases, the date of the
discovery of the actual re-invoiced amount will be newly con-
sidered as the date of taxable supply. We believe that this
clarification will give lessors the simplification they desire.

Other expected changes are not as fundamental, but in nor-
mal practice their impact will certainly be frequent. Here is

a brief description below:

» Certain changes should also be made to taxpayers' obliga-
tion to issue tax documents. Current legislation implies the
obligation to issue a tax document in connection with taxable
supply. The proposed amendment considers this obligation
to be inadequate, and it should re-establish the obligation to
make the necessary efforts to make sure the issued docu-
ment is delivered to the recipient.

e This obligation should also apply to tax incentives. Another
change should also apply to tax incentives. Specifically, co-
rrective tax documents should also include the date of the
taxable supply, i.e. the decisive date for the correction of the
tax base.

In the past, we have already mentioned the increasing impor-
tance of rental housing in developers’ business plans here. Ho-
wever, this trend is also noticed by legislators, and a new regu-
lation has been in preparation for a long time, the aim of which
is to limit the possibility of applying VAT to rent. According
to the latest proposed version, this restriction should apply to
buildings where at least 60% of the area is composed of living
space. Although the legislators’ original intention was to apply
this limitation as soon as possible, it is currently expected to
come into effect on January 1, 2021.

In 2019, we expect a continuation of the trend of originally
unambiguous tax audits, which will expand over time to other
areas. It can also be expected that newly launched audits will
continue to be in line with current developments in the compa-
ny. This trend can be pointed out on the basis of a comparison
of topics discussed in the media and currently initiated and on-
going tax audits.

We believe that the future development of tax legislation will
be mostly influenced by the effort to reduce and prevent tax
evasion, and in this context the expected legislation will tighten
and introduce new control mechanisms, which often impose
additional administrative burdens on taxpayers.

KPMG Ceska republika, s.r.o.
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LIST OF PUBLISHED QUOTES

WE WOULD LIKE TO THANK FOLLOWING EXPERTS FOR PROVIDING
US THEIR QUOTATIONS IN AREMD SURVEY:

Berger Pavel, Komer¢ni banka
Cihelna Karel, CSOB

Klapalova Zdenka, Knight Frank
Kadefabek Tomas, Asociace developert
Kadlc Ondfej, ING Bank

Krchnak Pavel, Oberbank AG
Némecek Petr, Hypote¢ni banka
Neumann Mikulas, Hypote¢ni banka
Polak Radek, Trigema

Soural Marcel, Trigema

Thoss Vaclav, GES REAL

Vasata Zdenék, Deloitte Advisory
Velebil Pavel, TIDE REALITY
Vistiovsky Peter, Lexxus

AND PHOTOGRAPHS

IN TREND REPORT 2019, THERE WERE PUBLISHED FOLLOWING PROJECT

PHOTOS (IN ORDER OF APPEARANCE):

Title page:
Penta Real Estate — Churchill

Our special thanks goes for provided pictures.
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