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1. Introduction

Economigs are forced to forecagt in the knowledge that they will be criticised by the users
of ther forecadts for the inevitable inaccuracies they will contain.  Higtorians, on the other
hand, look a economigts with envy. The percaved repegtability of economic and
property cycles, for example, suggests a degree of usgfulness which higorians would be
keen to associate with their own profession.

The only chronological predictions | know which command some confidence are
those based on some regular periodicity behind which we suspect an explicable
mechanism, even when we don’t understand it. Economists are the greatest
searchersfor such periodicities...

Eric Hobsbawm (1997)

But, perversdy, not dl economigs are believers in the cycde. The concept is embedded in
psychology, but not necessaily in the higher reaches of academic — and red edate -
€conomics.

Even though it may not be enough to convince the statistical purist, we believe
the historical record supports a cyclical view of property markets. On that score,
the property cycle is akin to the economic cycle, which a hard-core of economists
refuse to believe in, but remains a central feature of how people perceive and
experience economic events. The final test is, perhaps, linguistic rather than
dtatistical: it is hard to imagine describing the course of property history without

recourseto theterm‘cycle’.
IPD (1999)

If the issue is ‘linguigtic’, how can we usefully define cyde in this context? Mog modern
commentators Imply avoid the question. Burns and Mitchdl suggested in 1941.

Cycles condst of expansions occurring at about the same time in many activities,
followed by smilarly general recessions, contractions and revivals.

More useful isthe following (Parker and Beede, 1988):

Business cycles are recurrent but non-periodic fluctuations in aggregate
economic activity as measured by fluctuations of real GDP about its trend.



Or: (Begg, Fischer and Dornbusch, 1987)

The business cycle is the tendency for output and employment to fluctuate around
ther long-termtrends.

Adopting this now-standard definition of the busness cyde gives us the folowing
(Investment Property Databank (1999)):

Property cycles are recurrent but irregular fluctuations on the rate of all-
property total return, which are also apparent in many other indicators of
property activity, but with varying leads and lags against the all-property cycle.

Or, apersond smplification:

The property cycle means the tendency for property demand, supply, prices and
returnsto fluctuate around their long termtrends or averages.

Whether a universd ddfinition can be suggested or not, the conogpt of cydes is firmly
embedded in European red edtate. The sSine wave representetion of the property cycle and
the dock format ae equdly ubicuitous, suggesing not only highly smple and
symmetrica paterns of property market behaviour, but dso pefect predictability. It is
adso noticesble that there is a common omisson of any definition of what the patterns
describe. This common variable may be development, it may be rentd vaues it may be
cgpitd vaues, it may be returns it may be an amdgam of any of these.

In our atempt to be a little better focused in this paper, we seek to achieve four objectives.
Hrd, we provide some contextud materid concerning the peformance of the UK red
edate market reldive to stocks and bonds over a long period. Second, we provide UK —
and some nonUK European - evidence of the tendency for property demand, supply,
prices and returns to fluctuate around their long term trends or averages.  Third, we briefly
examine some hypotheses which suggest indtitutiond  contributions to property cydes in
Europeen makets. Fourth, we suggest some reasons why the future may not be as
cydicd asthe past.

2. The performance of UK commercial property investment, 1971-1998

The Investment Property Databank, based in London, provides excdlent property data for
sverd countries, the best of which is derived from the UK. Combining this factor with
the datus of London as a globd financid centre, the UK provides an excellent laboratory
for astudy of the rdative performance of red estate, socks and bonds.

Over the period 1971 to 1998, eguities, red edate and government bonds ddivered
nomind retuns of 17, 125 and 12% respectivdy (red retuns of 10, 55 and 5%).
Volailities were 34, 16 and 11%. The assats were not quite meanvariance efficient over



this period. Propety and gilts were negdaively corrdaed (-5%), while propety and
equities were podtivey corrdaed (20%) and gilts and equities were srongly pogtively
correlated (67%).

Property’s performance characteristics are dearly different from those of stocks and bonds
(figure 1). There are severd reasons for this UK property is a combination of stock and
bond: long lesses (15-25 years) with upward-only rent reviews provide long term
minmum fixed incomes while the 5yearly rent reviews dlow owners to bendfit from
economic and locationa growth. However, this is too smplidic a view of the asset dass.
Property has characteristics which are not common to stocks or bonds.  Quite gpart from
the unique characteridtics imposed by the lease contract, it is highly illiquid and lumpy; it
depreciates  physcdly, technologicdly and aesheticdly; the supply dde is highly
regulated by nationd and locd government; vauations, not transactions dominate
performance esimates, and there is no centrdised, regulaed market. These factors dl
contribute to the shape of commercid property performance in the UK.

It would be a migtake, however, to think that there is a Sngle European property market or
that there is likey to be convergence of performance across European markets. The very
factors which diginguish property from gocks and bonds vary sufficiently between
European markets to mean that even if European economies were in harmony European
property markets need not be. In particular, lease contracts vary from the UK modd a
one extreme to the shorter (3, 6 and 9 year) indexed lease common in France, and the
upply ddeisvery loose in some markets and very tight in others.

Bearing thisin mind, what is the evidence of cydicality in European property markets?

3. Evidence of cyclesin European commercial real estate markets
The UK

It has been suggested (MacGregor, 1994) that three UK cycles can be demondrated.
Different cycles are goparent in the development, occupier (rent) and investment markets.
Later, MacGregor and Schwann (1999) produced drong evidence for common cycles
across different regions and sectors within one nationd property market.  This suggedss
that regiond and sectord red edae retuns ae dominated by naiond occupier,
investment and development cydes

Development

MacGregor et al concluded that a 45 year cycle in property development is goparent, but
this is not coincident with the rent cycdle.  Current development profits have been a good
explanatory varidble of development activity

Baras (1994) identified four types of red edae devdopment or condruction cydes, eech
of dfferet length. These were short cydes (4-5 years, the dassc busness cycde
operating on occupier demand), long cyces (910 years, credting a tendency for severe



over-aupply which by-passes every second demand cycle), long swings (20 yeas,
associated  with mgor  speculaive  building booms) and long waves (50 yeas
technologicaly-driven).

In concluson, UK property development has been highly pro-cydicd with GDP growth
and property vaues but exhibits sharper rises and fadls  The evidence suggests adeptive
behaviour. A period of excessve optimism is followed by a period of excessve
pessmism. Adaptive behaviour can explain much of the late 1980s supply. As prices risg,
prices ae more likedy to be expected to continue to rise; development profits are a
function of continued price rises; hence price rises lead to ever-increasng supply leves
which cregte the conditions for lower prices (dissster myopia). The time lag involved
cregtes an inevitable supply cyde.

Rents

MacGregor e d suggested that the demand side is pro-cydicd with economic indicators,
but indadicity of supply means tha even highly regular demand cydes can generae
irregular rentd cydes

Nonethdess a gmple demand/supply regresson modd can achieve a vey srong
explanation of naiond rentd movements over a 30-year period. Typicd R-squared
results are in the range 90% to 97%; typicd variables are rent n-1, rent nR-2, consumer
expenditure/ GDP/manufacturing output, floorspace stock and congtruction orders.

Barras dso concduded that rents have dearly been strongly pro-cydica with GDP. The %
devigtion from the 1971-1992 trend in rentad growth and GDP growth are very grongly
corrdlated. Barras (1994) shows how growth in GDP above the long term trend growth is
mirrored in growth in rents above long term trend growth (figure 2).

Tsolacos and McGough (1995) confirm the srong relationship between meacro-economic
vaiables and rentd data They found a strong reaionship between office development
and changes in rents, suggedting a degree of adgptive behaviour among lenders, investors
and developers.

Investment: returns, capitaisation rates and capita vaues

Tsolacos and McGough suggested that the linkages between the investment market and
financid vaiddles were uncler. MacGregor et al dso found invesment peformance,
expressed as raes of totad return or changes in capitd vaues or even capitdisation rates,
harder to model. Nonetheless, they identified a 4-5 year cyde in the rate of dl-property
return

There is no dear rdaionship between yidds (cgpitdisation rates) on UK property and
other asst and money market yidds and rates Figure 3 shows the flat performance of



UK propety yidds rdaed to a continued decline in gilt yidds There gopears to be no
evidence of cydicdlity.

The flaness of yidds reslts in an extremdy drong rdationship between rentd growth
and capitd vaue growth, both strongly pro-cydicd.

There is some reationship between returns and the busness cyde, but this is less srong
than the rdationship between changes in capitd vaues and economic growth smply
because income returns have been reasonably invariant from period to period.

Recent work by IPD (RICS, 1999) provides the fulles picture of long term UK
performance yet available. Data assembled from various sources covering the period 1921
to 1998 shows 16 ‘farly diginct’ pesks and troughs describing tota returns deivered in
the market. IPD identify 9x completed cycles, with pesks in 1925-28, 1935, 1950, 1954,
1960-64, 1973, 1979-81, and 1989. They suggest thet those cydes have ranged in length
from 4 to 12 years, with an average of 8 years;, upswings have run from 2 to 7 years and
downswingsfrom 2to 9 years.

These ‘recurrent but irregular’ patterns are not necessarily the result of a single
cyclical process. They could be the product of overlapping cycles of different
lengths (5 and 9 years). It istempting to see a shorter cycle as demand driven,
linked to the business cycle in the econonmy, and a longer one as supply driven,
linked to dower fluctuationsin new devel opment.

The property cycle is linked to the economic cycle, but the precise nature of the
relationship varies from one cycle to another.

Continental Europe

Evidence for nonUK markets in Europe is more dusve.  Fgure 4 shows evidence of
rents in 5 dty makets, induding London West End.  There is some evidence of common
cydica movement, with an gpparent lag for the non UK markets.

Laposa, Barkham, Ashton and Gilbertson (1999 examine supply, demand, vacancy, rents,
capitdisation rates and investor behaviour as the Sx ggnificant indicators of the red edae
cyde They goplied this US-based dassfication to 8 continental (non-UK) European ity
office makets, conduding broadly that red edtate markets in Europe tend to move
together dthough with different lags in the contraction and recovery phases of the cyde
They ds0 suggest that the expected rdaionship between aggregate vacancy raes and
rentd rises may not dways hold because of Folits in sub-markets for different qudity of
goace.  This may quedtion any generdised andyss of ‘the' red edate cycle, even within a
single city/sector.



4. Hypotheses

Bank lending and cycles

There is a costly and understated dynamic relationship between property crises
and banking crises.

Renaud, 1998

The relationship between property crises and banking crises is described by Renaud, 1998
and by the same author in another chapter in this book. Despite powerful evidence of this
relationship, Thomas, 1998, demondrated the rdluctance of the UK’s centrd bank to
regulate the commercia property market.

Bearddey (1995) discussed the adaptive behaviour of lenders which, coupled with the
adagptive behaviour of invedors led to an inevitably exaggeraied cyde of UK (and
French) red edate peformance in the late 1980s and early 1990s  The following
quotetion States the hypothess very concisdly.

Property booms occur in times of rising economic activity with increases in
rentals feeding rapidly into increases in collateral value. Both adaptive
behaviour and herd behaviour are powerful forces at work as bankers anticipate
further rental increases and further increases in capital values...banking officers
are motivated...by means of incentive payments based...on the amount of loan
business achieved.

...Managerial ambitions to grow firms are accommodated by surgesin property
lending at critical times in the economic and competitive cycles.

(from Baum, Bearddey and Ward, 1999)
In hs PhD work, Bearddey (1997) found much evidence to support this hypothess
Cycles: theresult of market inefficiency?

Prices in dl markets go up and down. Inefficiency in red edate markets makes these up
and down movements look like a repeatable, cydicd, pettern. We have bull and bear
periods in sock markets, but cycles are less often taked about.  In property, auto-
correlation, vauation smoothing and gticky prices dongate the ups and downs.

Bjorklund and Soderburg (1997) suggested that auto-corrdation affects red edtate returns
to the point that a speculaive bubble can be proven to have formed. Antwi and
Hennebary (1995) identified what they cdled habit-persgent (another term might be
adaptive) behaviour by lenders and by developers (see above).



In effident space makets, rent differentids across different locations ae  quickly
eradicaied through subdtitution or a rgpid supply response in an extremdy efficient market
for space (Hendershott, 1995). However, neither subditution nor a price-dagtic supply
response is likey across European red edae markets. Planning permisson scan be dow
to obtan;, equdly sgnificatly, the time ddays involved can vay ggnificantly across
markets, which are not therefore efficent enowgh for price adjusment to teke place. It
may take three months to obtain permisson to build a London office building; it may teke
2 years in Frankfurt. Both the resulting lack of subditutability across markets and the
long supply response within particular markets can act to dongate and exaggerate cydes
In gpace markets.

Grenadier (1995) examined the way owners of space will redtrict supply in an upswing.
Letting space & a maket rent on a five-year lease involves the giving up of a five year
American option. In an auto-corrdated occupier/renta market, it is easy to see how
letting a market rents may appear to be a sub-optimd finandd dedson, especidly when
the supply dde is dow to respond to demand and price. Withholding space in this way
exaggerates the supply shortage and the cydicd upswing.

Renaud (1998) dso suggested that endogenous causes of red edate cydes indude the
inertia (auto-correlation) of rentsin achanging environmen.

These concepts — auto-correlation and adaptive behaviour — are reated, as they indicate
inefficdency or irrdiondity in red edae invetment deddonrmeking. They dffect the
way gpace is developed, the way rents are agreed for space and the way prices are paid for
red edate invesments They exaggerate and dongate upturns and downturns, and cregte
the appearance of definable cydes in red edate marketls.  Sticky prices affect occupier,
investor and developer markets, eongating and exaggerating red edtate cydes.

Raes of change in rentd vadues and vacancy raes are dow, due to the actions of
intermediaries or agents and the cods of relocating. Deveopment cydes are dow to
reverse due to the commitment crested by the large amounts of sunk (human and physicd)
capitd required to complete aproject.

Raes of return are dso auto-corrdated, due to vauation smoothing. Many commentators
(for example Barkham and Gdtner (1995)) demondrate the lower volatility which results
from the replacement of transactions by vduations as the bads of return measurement.
De-smoathing the UK price series produces less cydica returns on UK property over the
period 1981-1997. This chdlenges conventiond views of the voldility of red edae
returns, the corrdation of the main asset markets, and the cydlicdity of red edae rents
vadues and returns which may be patly the credtion of intermediaries and red edae
sarvice providers.



5. Thefuturefor European real estate cycles

Cydes in UK and Europeen red edate can dearly be demondrated, especidly in the
condruction/development and rentd  markets Possble explanations include the
inefficdencies introduced into these makets by lenders and other intermediaries and
sarvice providers. But times are changing. Will European property markets become more
efficient, and cycdesless prolonged and pronounced, in the new Europe?

Direct ressons for change would incdude changes in property financdng away from bank
debt, and a reduced role for intermediaries such as gppraisers and brokers. Some of these
changes are underway, created by changes in the way property investment is undertaken
and in paticua by the globdistion of invetment adtivity and the increesngly
securitised property market.

In a recent paper (Baum, 1999), the author sets out to describe changing dyles of red
edate investment. In doing so, the paper draws on a persond view of the globa economic
forces which have been unleashed as pat of the laest indudrid revolution, and examines
reasons for increased levels of securitisation.

Globalisation

The higoric sdf-contanment of domedtic property markets is unlikdy to continue. The
growth of multi-national companies, incressed cross-border trade and communication, the
dominance of internationd sock markets and the increasing importance of cross border
benchmarks will dl have an impact on the way red edtate is leased, bought and sold.

A case gudy: the City of London

Recent research carried out & Reading Universty in the UK (Baum and Lizieri, 1999) has
shown that foreign ownership of the City of London office market has grown from 5% to
22% in 10 years. In 1972, over 94% of the floor space in the City database was owned by
UK firms. Jugt less than 3% of space was owned by Middle Eagtern interests and around
2% was European owned. None of the sample propeties was owned by German,
or USA firms By 1997, 21.9% of the sample buildings were in oversess
ownership. 7% of the properties were in Jgpanese hands, 5% were German owned, 4%
were owned by USfirms and just under 3% was, asin 1972, in Middle Eastern ownership.

This growth was supported by mid-1980s de-regulation. In 1975 the New York Stock
Exchange abalished minimum commisson raes 35 broking firms went out of busness
but turnover exploded. In 1979, UK exchange controls were abolished, dlowing capitd to
move fredy aound intenaiond makes - a move padlded in other devdoped
economies. By 1986 (‘Big Bang') the implementation of the Parkinson-Goodison accord
and financid deregulation meant that merchant banks, jobbers and brokers could comhbine
to become full cgpacity investment banks, and oversess players could join in.  Fnancid
business had become globd.



Over the period 1991-96, maket globdization intendfied, 0 that the overseas ownership
of UK equities increased from 12% to nealy 17% over the five years from the end of
1991 to the end of 1996. The overseas acquistion of UK operations, culminating in 1994-
7 in the purchases of Warburgs, Morgan Grenfell, Barings, Kleinworts, Smith New Court,
BZW and Mercury by Swiss Dutch, German, French and American banks is explained
by the need of the City economy to access wider markets.

At the same time savings-basad liquidity in Jgpan, the rdaxing of Swedish and German
cross-border investment redrictions and changes in German tax policy pushed funds out
from thee savings-oriented countriess much into UK propety. DTZ edimaed that
oversees invesment in UK commercid property rose from £0.2bn in 1987 to £1.9bn in
1988, £3.1bn in 1989, and £3.3bn in 1990, remaning wedl above £1bn every year
thereafter. According to DTZ overseas owners accounted for around 12.5% of dl UK
commercid property transactions over the period 1988-1995: clearly, the City has taken a
larger then average proportion of this invesment. In tune with this change, the oversess
ovneship of City office propety has increesed in line with levds of foreign equity
ownership.

The 9ngle European currency

London offers a wonderful case study; so does the wider geo-palitica structure of Europe.
European Monetary Union (EMU) is another process of radicd change which has been
gatheing momentum snce the Maadricht Tresty made 1992 and the completion of the
Sngle Europeen Maket a sgnificant date in European hisgory. The movement towards a
sngle European currency appears determined to edtablish the 1999 introduction of the
Euro as a second mgor economic event.

If the UK and other EC countries currently outsde the Euro block eventudly take part,
currency risk will disgppear for Euroland investors and will become much smplified for
nonEuropeans.  Regulation and taxation rules will dowly begin to converge Investment
benchmarks will become pan-Eurobloc.  This will creste a sgnificant change in investor
behaviour: from a pogtion where any exposure to oversees assdts is a risk agang a
domestic benchmark, growing recognition of a wider non-domestic benchmark would leed
to aneed to invest overseasto reduce risk relative to the competition.

As the globd pendon industry grows and interndiond trading is pogtively encouraged,
internationa property is likely to become a magor asst dass. In addition, owner-occupiers
ae likdy to fud growth in cross-border propety invesment.  This is highly likdy to
change the nature of property cycles.

Securitisation

In an unpublished survey caried out for Henderson Investors in 1996, European
inditutional investors suggedted that the grediest deterrent to red edtae invetment was
illiquidity. The best solution for illiquidity was thought to be a public market quotation.
Other surveys suggest smilar desres among globa investors, and the natura demand for
securitised red edate product appears to be enormous.  The growth in globa securitised



property investment gopears to be inhibited only by a lack of supply, largey created by
taxation and regulatory problems in markets outsde a smdl number of markets including
the USA and Audrdia

In the US, the REIT maket has grown from tiny maket capitdisaions to more than
$180bn in 8 years much of it hdd by oversess investors In Sweden, from wha
goproximated to a danding dat in 1995, there are now more than 30 listed property
companies with an active internationd shareholder base.  In Audrdia, rapid growth in the
liged property trust market over a 10 year period since 1989 hes resulted in $26bn of
market cgpitdistion a March 1999, representing around 25% of the inditutiond red
edtate market.

Growth in the universe of securitised property has been rapid.  Nonethdess, the totd
market capitdisation of the 400 companies in the Sdomon Smith Barney  index, worth
PUS250bn, represents around eighth of expected net new penson fund investment over
the period 1997-2002.

The potentid for devdopment of this market is particulaly great in Europe.  Germany,
France, Itdy and Spain (al rdativey immature inditutiond property markets but dl part
of a sngle currency area which has been recently and repidly projected onto the globd
sreen) have less securitised product per unit of GDP then any other country. The
rdaively maure makets of the USA, Audrdia, UK and Hong Kong have more.  The
corrdation is powerful, and suggedts potentid rapid growth in European securitisations.

A scuitised maket reduces the power and influence of the intermediary. The
gopraserivduer is largdy replaced by market pricng, so vauation smoothing has much
lessimpact. The cyde and its strength will, consequently, become less easy to discern.

Property as private equity/ventur e capital

A scond new gyle of interndtiond red edtae investment vehicdle has emerged over the
1990s decade. This is the trandfer of much red edate invesment into venture cgpitd or
private equity format. The type of invesment vehide now common to this format (closed
end, limited life co-mingled private funds) was commonly used for domedtic investment
in the USin the 1980s — and largdly since discredited.

However, this is now seen as an acceptable form of internationd property investment,
largdy because the returns advertised are high, usudly in excess of 15% on equity.
Gearing is common, a levds as high & 60-80%; the fund manager often has an
invesment dongdde dients and indudes a peaformance dement in the fee charged. This
vehide explans much of the 1990s invesment in Poland, Thalland and China. It may be
a flaved invesment forma, but it accesses the divergfication potentid of private red
edtete.
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Condusdgons

Cydes in UK and European red edate can dealy be demondrated, especidly in the
condruction/devdlopment and renta  markets Possble explanations include the
inefficdencies introduced into these makets by lenders and other intermediaries and
savice providers. But changes are underway. Direct reasons for change would incude
changes in property financing away from bank debt, and a reduced role for intermediaries
such as gpprasars and brokers. These very changes are now being created by the twin
forces of globaigtion and changesin the sources of property capitd.

It is possble that the broadening of the base for red edate investment, from traditiona
penson fund diversficaion into a mix of private equity, lided product and good old-
fashioned private red edae portfolios will broaden the sources of capitd to the point
where the capita vaue cycle becomes much less easy to obsarve.

The sources of capitd will broaden both internationdly and by type As a result, we may
begin to obsarve a smoother cycle, with cydicdity expressed more in - changes over time
in the naturd suppliers of capitd rather than in changes in price determined by Sngle-
source floods of capitd into and out of the market.

Globdisation will open up both the suppliers of capitd and the markets in which they
inves, to the point where more efficient capitd flows implying a less pronounced cydle,
can be anticipated.

The globd propaty market which awaits us is likdy to be more efident then the nationd
markets we are familiar with. A highly efident European propaty maket — or even a
sngle market - is not something we should take for granted, and the cyce may wdl re-
gopear in many sub-markets.  Nonetheless, the red edate andys may find it harder in
future to produce modds of market behaviour with the leved of explanatory power which,
thanks to the extreme cydicdity of the past, now liesa hisher disposd.
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Rent cycles in European real estate markets
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Returns on UK property, equities and gilts
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