City Still Hot Property

Across the board, the Moscow real estate market is on the up. Significant developments in the retail and

 office markets mean that the city has moved out of the shadow of 98 and into new territory. However,
1t s still struggling to compete with Eastern Europe, where investors perceive less risk.

n the last four months the Moscow

real estate market has continued

booming in line with favorable eco-

nomic news and improving business

conditions. “Since June, some previ-

ously planned developments have
been committed and started, and planning
for additional new developments has started
in each of the major market types: ware-
house, retail, office and hotel,” said Gerald
Gaige, partner at Ernst & Young and head of
its real estate advisory services and business
valuation group.

Tamara Kushwaha, senior director of the
investments group at Stiles & Riabokobylko,
agreed, but said that “the office sector is more
mature than the industrial and retail sectors.”
She noted that the office sector in particular
is transforming from a pure leasing market to
a market where entire buildings can be
bought and sold. “Our current portfolio, for
example, consists of three office buildings
with ground-floor McDonald’s restaurants
for sale exclusively by us on behalf of ZAO
Moscow McDonald’s,” Kushwaha said.

The retail side is also undergoing rapid
development now, with IKEA opening its
first Mega Mall project and with Mega 11
already underway. “Rertail developers are
becoming much more sophisticated about
the quality, design, layout and planning of
what they build in Moscow,” Kushwaha said.
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“So if there is a significant and sustained
decline of oil prices it will definitely retard the
development of the real estate market,” he
said. But he said that to have a major negative
effect on the property market, “the reduction
in oil prices would have to be significant and
to last for two years or more. The longer the
current situation holds, the more insulated
the real estate markets will become from
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handle project finance. The cost of

project/debt financing in Russia is high, from

The » Moscow Times

13 percent to 15 percent, and even more if
the risk is higher. In Russia, there are no LTVs
(long-term vehicles), which means there are
less ability and less opportunities in Russia to
refinance, so loan-valuation ratios are better
in Eastern Europe than in Russia,” he said.

Another problem is that under present
investment contracts, the title to property is
only transferred when all the conditions under
the contracts are fulfilled. In other words, even
after an investment contract has been signed,
the assets cannot be pledged, making it impos-
sible to use them as collateral.

And in contrast to Eastern Europe,
Russia did not allow foreign investors onto
its real estate markets at an carly stage. “On
the one hand, Eastern Europe has a large
number of high-quality products on the sec-
ondary market, many of which however
have been bought by foreign investors such
as German and Austrian pension funds and
the like. On the other hand, there are few
forcign investors in Russia, but the down-
side is that Russian constructions tend ro be
of lower quality because local investors were
less exposed to the expertise of world class
developers and architects,” Myshkin said.

“The current cap rates compression leads
to the situation when investment properties
in Moscow become less attractive to interna-
tional investors due to the fact that the cost
of refinancing is still extremely high (around
8 percent to 9 percent), which makes the
leveraged yields comparable to those in
Eastern Europe, while the country risks are
perceived to be still higher in Russia than in
the countries soon to become EU members,”

Myshkin said.
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“T'he rate of building first-class big-box retail
and new storefront retail has been phenome-
nal since the 1998 crisis, but there is still huge
scope for growth.”

The warehouse market is likely to remain a
built-to-suit market, according to Kushwaha.
“The market for warehouses is directly related
to production and retailing and was underde-
veloped in the past,” she said, “but we now
find this market attractive and are currently
advising key investors in this area. Several
major global players are coming to Moscow to
invest this year and next.”

Rental Rates May Decrease

Gaige said that the undisputed potential for
expansion, however, does not mean that
yields will continue rising: “While the posi-
tive trends are expected to continue, there is a
chance that in the medium term, office and
warchouse projects could level off or even
decline if substantial amounts of planned
supply are actually completed and then come
onto the market. The biggest unknown right
now is the impact of the first few ‘Moscow-
City’ office skyscrapers.”

Kushwaha also said that rentals could
begin a slow downward movement in the
retail sector to accommodate the trial and
error that retailers must make to find their
pricing in this market. “But this is a positive
trend because rerail rentals have been too
high in the past, and that has made it hard for
retailers to expand or roll out,” she said.

While at first glance it might look as if
Moscow’s current property boom is dis-
turbingly similar to that on the eve of the
August 1998 crash, most experts point to sig-
nificant differences. Gaige said there is indeed
a significant connection with the high oil
prices in recent years and that Russia has obvi-
ously benefited greatly from them.

"The biggest unknown
nght now is the impact of
the first few "Moscow-City'
office skyscrapers.”

changes in the oil pricing market,” Gaige said.

Kushwaha agrees, arguing that many
involved in Moscow's real estate market now
believe that a huge amount of work needs to
be done in building and rebuilding proper-
ties, expanding businesses of all kinds and
taking advantage of the huge retailing poten-
tial and the opportunities in the service sec-
tor. “After 10 years, the local population now
has a handle on capitalism, while the foreign
advisors based here have a better understand-
ing of how Moscow and Russia and the
Russians work. The combination of these two
groups coming together at a time of good
luck on the Russian oil front has resulted in
an impressive optimism, energy and pace in
business here in Moscow,” Kushwaha said.

It is a combination of this optimism and
the currently unatractive yields in Western
Furope that has stimulated considerable
interest in Russian property by foreign insti-
tutional investors. '

“Russia’s real estate market is still in the
embryonic  stage, cven compared with
Eastern Europe, so there is a lack of institu-
tional buildings which are suitable for real
estate funds — for example pension funds,”
said Oleg Myshkin, director of Colliers
International.

“Russia suffers from a lack of project
finance,” Myshkin said. “While the banking
system has excessive liquidity, it is still not
equipped for lending and therefore cannot
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IN THE HEART OF MOSCOW

- Total area — 4293 M7, rentable area — 2657 m?
2 levels of underground parking, 38 parking spaces
* Efficient & flexible office space layout
* Modern engineering systems: Schindler elevators, automatic fire
suppression system, centrally monitored fire & security alarm systems
+ State-of-the-Art HVAC systems, built around ultra-modern, computer-controlled.
energy efficient VRV central cooling system
" Active ventilation with pre-heating and pre-cooling of the ventilation air
24-hour security and access into the building
Fitted out to tenant's configuration

READY FOR FIT OUT NOW
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