
The 2015 Preqin Global Real Estate Report - Sample Pages

                

alternative assets.  intelligent data.

For more information about the report, please visit: www.preqin.com/grer

European Private Real 
Estate Market in Focus

- Iain Morpeth, Partner, Ropes & Gray LLP

What were some key developments in 
European real estate markets in 2014?

The most important development has 
been the return of confi dence in a number 
of jurisdictions. Investors have been 
active in Spain, Portugal and Ireland and 
other distressed jurisdictions, as well 
as jurisdictions such as the UK where 
the economic downturn has been less 
severe.

Another notable change is in the nature 
of the investors. Whereas before 2014 
much of the investment activity was from 
investors at the higher end of the risk 
spectrum, typically seeking returns from 
distress, we are now seeing core and 
core-plus investors coming back in. It 
is they who seem to be driving the next 
round of international investment into real 
estate. 

To an extent this has been the 
consequence of a change in the attitude 
of banks, many of whom became the 
unwilling holders of substantial amounts 
of real estate after 2007/8. Banks 
have been sitting on large holdings of 
non-performing property loans, or of 
property loans that were performing in 
the sense that interest was just about 
being kept current, but where there was 
a signifi cant impairment in terms of LTV 
or even ICR covenant. Often interest not 
covered by rental income was satisfi ed 
by payment in kind (PIK), there was no 
surplus income set aside to be spent on 
capex or asset management and there 
was no incentivized asset manager. 
The result was continuing deterioration 
over time in the quality of the property 
asset and its value. This was particularly 
acute in properties that needed active 
management to keep them let and 
income-producing such as industrial 
property portfolios.

This year, in contrast, many of these 
banks are more willing to exit their 
positions and take what repayment they 
can now get. This is for a combination 
of reasons; values have stabilized and 
to an extent recovered and the banks 
themselves have been recapitalized or 
are more secure than they felt they were 
two years ago.

There has also been an expansion in the 
type of real estate regarded as suitable 
for investment in the sector. Historically, 
the classic property investment was the 
offi ce, retail, light industrial, industrial 
or warehouse building, whether single 
or multi let. Now the sector includes 
residential at all levels of the market, 
healthcare, care homes, pubs, leisure, 
hotels, car showrooms, real estate-
backed PFI deals and more. 

Have you seen any particular areas of 
focus from private equity real estate 
players in Europe? 

It is sometimes forgotten that, while 
there are many PERE and credit funds 
competing in the real estate market 
and there are many other participants, 
such as pension funds, endowments, 
insurance companies, REITS and 
property companies, competition is not 
always so intense as you might think. 

There are different levels of risk from 
opportunity to core and each fund will 
have its own appetite for risk. Different 
participants will have different preferred 
lot sizes and those who target £100mn 
gross value deals will not be there for 
the £500mn deal. And different funds 
have different target assets. Some will 
only directly buy property; some will only 
buy debt secured on property; some will 
have a limited geographical focus; some 
will only take a minority position; some 
will only take a majority position or 100% 
ownership; some always require an 
operating partner; and in contrast, some 
will be very broad in their investment 
mandate and invest at any place in the 
capital structure.

There has been investment over the 
last 12 months in all these different 
sections of the market in different 
jurisdictions as cycles differ in different 
countries. In London, quite apart from 
the high end residential boom, there has 
been enormous investment into core 
commercial real estate over the last 12 
months as investors have sought to place 
their money into what they regard as a 
stable jurisdiction with an open economy 
and relatively few barriers to entry. As a 
result, yields on prime property in London, 
the classic offi ce building in the City or 
the West End let on a 25-year lease to a 

single investment grade tenant with fi ve-
yearly upwards-only reviews, are back 
down at pre-recession levels. So much 
so that one commentator has said that he 
did not think that anyone has ever made 
money investing in classic London core 
real estate of this type. 

In contrast, there have been many deals 
in Spain, Greece, Italy, Portugal, and 
other distressed economies as investors 
with a higher appetite for risk have been 
acquiring NPLs or distressed commercial 
property from banks on enforcement 
or following foreclosure. There have 
also been examples of investment in 
speculative development projects in 
good locations and, in the UK, a number 
of large scale acquisitions of UK wide or 
Irish NPL portfolios. 

Given increasing valuations, how hard 
is it to identify attractive opportunities?

Of course, lawyers do not spot the 
opportunities! We get involved once a 
transaction has become a possibility. But 
it is clear that in an open market like the 
UK, it is very hard to fi nd a deal that is 
not competitively bid. And even where 
you do, there is a good chance that the 
seller will eventually try to introduce some 
competitive element to the negotiations. 

In most transactions, once a preferred 
bidder has been identifi ed, the buyer is 
given a period of exclusivity, maybe three 
weeks, in which the buyer does its due 
diligence, the parties negotiate the sale 
and purchase agreement, and the buyer 
negotiates its fi nancing. Invariably this 
period of exclusivity expires before all 
this has been done and often the seller 
will refuse to extend the period in order 
to keep the buyer incentivized to get 
contracts exchanged. 

Exclusivity is not a complete answer to a 
buyer in any case; if the seller wants to 
exit all it has to do is to be unresponsive 
and allow the exclusivity period to expire. 
Each party will then have to bear their 
own costs whoever was at fault for the 
transaction not going forward. We are 
beginning to see pre-contractual cost 
reimbursement clauses but usually 
capped at levels far below the actual cost 
that the disappointed buyer will have to 
bear. 
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In larger transactions, the bid process will 
often involve sale documents drafted by 
the seller and the bidder will be invited 
to give its comments on the draft as 
part of the process of being selected as 
preferred bidder. This process is intended 
to encourage the bidder to a light touch 
in its mark up, although the bidder will be 
hoping that when it has been selected as 
preferred bidder it will be able to table the 
document it really wants. 

Even in an open property market such 
as the UK, the market is of course also 
opaque in that opportunities to add value 
by lease restructuring, lengthening the 
term, capex, letting a void or carrying 
out a redevelopment may not have been 
spotted by every bidder or given the same 
value by every bidder. So a buyer with an 
angle or a relationship that it can bring 
to bear on a deal will have a competitive 
advantage. 

One way to get at a potential real estate 
transaction is to acquire an interest in 
the debt that has been secured on it, 
particularly when it can give you dominant, 
if not a blocking position, among creditors. 
There have been many of these deals 
over the past few years, some of which 
have been unsuccessful, but many of 
which have been very successful as the 
debt position gives the holder a seat in 
the negotiations and possibly a pivotal 
place in the decision making. 

There is a lot of capital available for 
European real estate investment. Is 
there enough product for it all to be 
put to work?

There is undoubtedly a lot of capital 
chasing the deals that come up. The 
view in the private funds world seems 
to be that the real estate sector over the 
next several years is where there will be 
a lot of investment activity. Partly this is 
because there is a sense that there are 
fewer private equity deals likely to be 
happening, and partly because there is 
recognition that there is so much real 
estate locked up on the balance sheets 
of European banks that has not been 
worked out yet. 

But perhaps there is also a third reason. 
Real estate has moved from being a 
relatively unknown, specialist asset class, 
where most of the participants were either 
property traders or developers, such 
as the old merchant developers of the 
1980s, or were pension funds, property 
companies and endowments looking 
for stable, well let, income producing 
investments, to a much more widely 
understood and recognized asset class 
that accommodates all levels of returns. 
The participants now include a much 

broader group than ever before, many 
of them from the investment banking, 
trading and fi nancial backgrounds that 
are common in the private equity and 
M&A world. This has brought a more 
corporate fi nance style of transaction 
and greater fi nancial engineering into the 
real estate sector and placed a premium 
on asset management, performance, 
fi nancing structures and incentivization. 

In terms of product, there are the assets 
locked up on the banks’ balance sheets 
throughout Europe which have recently 
been estimated to be in the region of 
€584bn. There are also private and 
offshore funds that invested in 2007/8 but 
whose assets have declined in value and 
need to be actively managed. In addition,  
there are property rich corporates with 
a need to raise capital and who can be 
expected to turn to look at their property 
assets. There will not be a shortage of 
real estate in one form or another coming 
onto the market over the next few years.      

How easy is it for investors to secure 
fi nancing for European investments? 

One of the biggest constraints in the real 
estate sector can be lack of availability 
of credit. Not only do transaction fl ows 
diminish, but prices fall as more equity is 
required to fi ll the debt gap. 

Interestingly, over the last 12 months, 
we have seen the increasing availability 
of credit for real estate transactions from 
banks again. If you went back just to 
2012, you would fi nd that much of the 
credit being provided for real estate was 
coming from credit funds at substantial 
margins, or from vendors as part of the 
price of getting the assets away.

Fast forward to today’s market and there 
are major banking institutions lending on 
commercial real estate again for the fi rst 
time since 2007/8. There is even healthy 
competition among a number of these 
banks for the right mandates. Most of this 
credit will be limited to transactions where 
there is rental cash fl ow to service debt so 
it will either be an investment property, an 
investment portfolio, or a redevelopment 
play where there is continued occupation 
from tenants whose leases will be 
terminated or bought out when the 
development is commenced. 

Development fi nance is scarce unless 
the project is pre-let or pre-sold. If it is a 
speculative development, then signifi cant 
amounts of equity will required to back a 
project and prefunded interest reserves, 
interest guarantees and cost overrun 
guarantees will be required from sponsors 
before a lender will consider it. 

One alternative to bank fi nance for a 
development project, which has been 
used by a number of real estate funds, is 
forward fi nancing a project. Here the end 
investor buys the site from the developer/
sponsor, appoints the developer to 
carry out the development, funds the 
development on an interim basis itself and 
pays a balancing payment to the sponsor 
when the project has been completed 
and is let and income producing. The 
balancing payment can be crafted to 
refl ect pretty much any economic deal 
that the parties want. It is usually based 
on a capitalization of the rents achieved 
on the lettings at an agreed cap rate, 
perhaps at different cap rates depending 
on the levels of rent achieved or for 
different parts of the project, deduction 
of all agreed development expenditure, 
deduction of an interim return refl ecting 
the opportunity cost of the money to the 
investor (usually somewhere between 
a market rate of interest and the yield 
at which the investor is buying) which is 
rolled up and the agreed sharing of the 
surplus. 

How do you anticipate European real 
estate markets developing in 2015?

Hopefully we can anticipate a continuation 
of the investment fl ows we have seen 
this year into the real estate sector. 
And as has already been happening in 
the UK, the initial investment fl ows into 
favoured cities such as London will give 
way to increasing investment fl ows into 
other cities and regions in the UK. This 
will happen in Europe too as investment 
fl ows move out from the initially favoured 
countries, cities and regions. 

We expect to see many of our private 
funds clients continue to fi nd transactions 
that will generate value added and 
opportunity returns for them. And we 
expect to see the continuation of a fl ow of 
core investors, many of them US REITS, 
investing outside their home markets. 
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