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How is falling liquidity affecting pricing in
European real estate markets?

While there are signs that the pace of interest rate
increases is decelerating, uncertainty about the
economic outlook remains elevated, which is resulting
in falling liquidity across real estate markets that in turn
has started to negatively affect real estate pricing.

Exhibit 1: Liquidity is Retrenching Quickly
Europe - Annual Deal Count (000)
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Sources: Real Capital Analytics, PGIM Real Estate. As of February 2023.

Investment volumes were weak in the fourth quarter
of 2022. Usually investment activity picks up toward
the end of the year as market participants are
motivated to fulfill annual targets, and historically
around a third of annual transactions by deal count are
completed in the last quarter. However, in the fourth
quarter of 2022 this number fell to 13%, marking the
weakest 4Q) recorded since 2007 (Exhibit 1).
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As uncertainty about the outlook remains high, there
are signs that existing owners are pulling deals from
the market fearing a need for further price cuts to
complete transactions, while buyers are waiting for
prices to fall further. This has significantly affected
transaction yields in the fourth quarter of 2022
(Exhibit 1).

While transaction yields were still holding up in the
third quarter, drying up investment volumes in 4Q) in
Europe have added to pressures on pricing linked to a
sharp increase in the cost of capital over the past year.
As transaction volumes declined for the fourth
quarter in a row for the first time since 2007 (just
prior to the global financial crisis), all property
transaction yields moved out by nearly 100 basis point
in the fourth quarter 2022 alone.

Judging from available evidence, the drop in liquidity
has also started to negatively affect real estate
valuation yields, adding to the effects of higher

Exhibit 2: Falling Investment Volume Weighing on Values

Prime Net Yields and Major Cities Transaction Volume (€ Billion)
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interest rates and falling debt availability that started
to be felt mid-way through 2022. The weak activity in
4Q22 suggests that smooth market functioning is
being affected and all property valuation yields moved
out by 50 basis points in the fourth quarter of 2022
(Exhibit 2), representing a pace of adjustment that is
faster than even during the global financial crisis.

Falling liquidity is now cleatly affecting pricing in
European office markets (Exhibit 2), for example in
Germany. In Berlin, transaction volumes fell by over
60% compared to their long-term average and capital
values driven by yield shift fell by over 40% over the
course of 2022, as rising interest rates quickly made
debt financing of deals very challenging at previously
very low yield levels of 2.5% and market participants
pulled back as uncertainty spiked due to the Ukraine
war.
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Similatly in logistics, for example in the London
metropolitan area, pricing has adjusted from levels
that became unsustainable as interest rates moved up
sharply in the second half of 2022 and which has been
reinforced by falling transaction volume. The pricing
move has come despite rental growth coming in
stronger than had previously been expected,
emphasizing that the repricing is very much a capital
markets driven story and not much affected by
fundamentals at this stage.

In shortt, in many parts of the market, falling liquidity
is now exacerbating pricing movements, raising the
risk of an overcorrection of pricing where volume
declines most severely.

What should investors look for in these
challenging conditions?

As repricing linked to higher interest rates is taking
place across all sectors and markets, investors should

focus on two areas of opportunity where liquidity is
playing a role. The first is where investment volume is
showing some resilience and therefore pricing is
expected to hold up better, while the second
opportunity is to look for markets where investment
volume has fallen quickly and the price correction has
gone far enough.

The former is the case in the European living sector
(Exhibit 3), where in the fourth quarter transactions in
Germany and France only fell by small amounts,
while they rose strongly in the UK, boosted by some
large M&A student housing activity. A driver for
living real estate investment appetite — and limiting
the fall in investment volumes and the adjustment in
vields — was that investors are still seeing a resilient
rental growth story for example in apartments as
supply shortages interact with rising demand for rental
stock given high mortgage rates, which is expected to
continue especially in the UK (Exhibit 3).

Exhibit 3: Living Investment Volume a Bright Spot Across Europe

Big Three Living Sector Transaction Volume (€ Billion)

16
14 German and French living investment
volumes remained elevated, while UK
12 living transactions rose significantly.
10 |
8

I

07 08 09 10 11 12 13 14 15 16 17 18 19 20 21 22

mUK Living = Germany Living ®France Living

Note: Germany Apartment excludes 4Q21 Deutsche Wohnen Take-Over.

Big Three Apartment Rental Growth and Forecasts

18%

0

16% A strong rental growth outlook

14% is supporting investment

129 volumes in European apartment.
0

10%
8%
6%
4%
2%

0% r T Ivl T T T v T T T T 1
-2%

14 15 16 17 18 19 20 21 22 23 24

= JK Apartment
—France Apartment

= (Germany Apartment

Sources: Real Capital Analytics, Cushman & Wakefield, PMA, PGIM Real Estate. As of February 2023.

For professional investors only. All investments involve risk, including the possible loss of capital.

REF: 007303



QUARTERLY INSIGHTS - EUROPE | 1Q 2023

The second opportunity is to look for markets where
falling investment volumes have sped up the
correction and pricing is approaching long-term fair
value. Using our internal pricing model that factors in
interest rates, risk premiums and expected rental
growth, we’ve identified a target yield range
expressing fair value (Exhibit 4). When yields reach
that range, we are looking at opportunities on a long-
term buy-and-hold basis.

Based on an analysis of major European markets
across different sectors, taking into account the target
yield ranges, our estimate is that the correction in
pricing is already halfway done (Exhibit 4).

In some sectors, the adjustment is playing out more
quickly, with the sharp drop in liquidity being an
important contributing factor. After a quick pricing
adjustment over the last two quarters and taking into

Exhibit 4: Yield Shift Has Gone a Long Way in Logistics
Prime Net Initial Yield, Europe All Property (%)
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account a still largely positive occupier market,
logistics is already two-thirds of the way to adjusting
to long-term fair value. The sector could soon turn
into an attractive proposition again, in particular as
positive medium-term demand drivers linked to
online spending and supply chain expansion remain in
place.

Our expectation is that investors with capital available
to deploy will quickly see a window of opportunity
opening up for new transactions at more attractive
yield levels, either where resilient transaction volume
is limiting the expected rise in yields or where drying
up liquidity is leading to prices adjusting quickly
toward long-term fair value. These target yield levels
could be reached as early as in the middle part of this
year.
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Important information

This material is intended for Institutional and Professional Investors only. All investments involve risk, including the possible loss of capital.
Past performance is not a guarantee or a reliable indicator of future results. This presentation is for informational or educational purposes.
The information is not intended as investment advice and is not a recommendation about managing or investing assets. In providing these
materials, PGIM Real Estate is not acting as your fiduciary.

These materials represent the views, opinions and recommendations of the Author as of January 2023 regarding the economic conditions,
asset classes, securities issuers or financial instruments referenced herein. These are subject to change at any time and may differ from the
views of other Portfolio Managers of PGIM Real Estate as whole.

Distribution of this information to any person other than the person to whom it was originally delivered and to such person’s advisers is
unauthorized, and any reproduction of these materials, in whole or in part, or the divulgence of any of the contents hereof, without prior
consent of PGIM Real Estate is prohibited.

The views and opinions expressed herein are as of the date given, may change as market or other conditions change and may differ from the
views and opinions expressed by PGIM Real Estate associates or affiliates.

PGIM Real Estate accepts no liability whatsoever for any loss (whether direct, indirect, or consequential) that may arise from any use of the
information contained in or derived from this commentary. PGIM Real Estate and its affiliates may make investment decisions that are
inconsistent with the recommendations or views expressed herein, including for proprietary accounts of PGIM Real Estate or its affiliates.

All charts, graphs and images shown are for illustrative purposes only.

PGIM is the primary asset management business of Prudential Financial, Inc. (PFI). PGIM Real Estate is PGIM's real estate investment advisory
business and operates through PGIM, Inc., a registered investment advisor. Registration as a registered investment adviser does not imply a certain
level or skill or training. Prudential, PGIM, PGIM Real Estate, their respective logos and the Rock symbol are service marks of PF| and its related entities,
registered in many jurisdictions worldwide. PFI of the United States is not affiliated in any manner with Prudential plc, incorporated in the United
Kingdom or with Prudential Assurance Company, a subsidiary of M&G plc, incorporated in the United Kingdom. In the United Kingdom,
information is issued by PGIM Limited with registered office: Grand Buildings, 1-3 Strand, Trafalgar Square, London, WC2N 5HR. PGIM Limited is
authorised and regulated by the Financial Conduct Authority (“FCA”) of the United Kingdom (Firm Reference Number 193418). In the European
Economic Area (“EEA”), information is issued by PGIM Real Estate Luxembourg S.A. with registered office: 2, boulevard de la Foire, L1528 Luxembourg.
PGIM Real Estate Luxembourg S.A. is authorised and regulated by the Commission de Surveillance du Secteur Financier (the “CSSF”) in Luxembourg
(registration number A00001218) and operating on the basis of a European passport. In certain EEA countries, information is, where permitted,
presented by PGIM Limited in reliance of provisions, exemptions or licenses available to PGIM Limited under temporary permission arrangements
following the exit of the United Kingdom from the European Union. These materials are issued by PGIM Limited and/or PGIM Real Estate Luxembourg
S.A. to persons who are professional clients as defined under the rules of the FCA and/or to persons who are professional clients as defined in the
relevant local implementation of Directive 2014/65/EU (MiFID I).
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Important information (continued)

PGIM Real Estate Germany AG is a German Capital Management Company with a respective license pursuant to sec. 20, 22 of the German Capital
Investment Act (Kapitalanlagegesetzbuch—-KAGB). In case PGIM Real Estate Germany AG markets or distributes units or shares in external investment funds,
i.e. investment funds for which PGIM Real Estate Germany AG does not provide the collective portfolio management within the meaning of Directive
2011/61/EU or, respectively, the KAGB, such marketing or distribution is performed in accordance with sec. 20 para. 3 no.6 KAGB. PGIM Real Estate
Germany AG is not responsible for the collective portfolio management (including portfolio and risk management) within the meaning of Directive 2011/61/EU
or, respectively, the KAGB, with regard to the respective investment funds in this case. It is also not responsible for the content of any marketing material
(including prospectus, Offering Memoranda etc.) provided by the fund manager or other third parties. PGIM Real Estate Germany AG will not examine or
assess the individual situation of any prospective investor and does not provide any personal recommendations, including recommendations related to tax
issues, to prospective investors relating to transactions in the respective investment funds. Where relevant, prospective investors should seek advice from
qualified third parties before they take an investment decision.

In Singapore, information is provided by PGIM (Singapore) Pte. Ltd., a regulated entity with the Monetary Authority of Singapore under a Capital Markets
License to conduct fund management and an exempt financial adviser. In Hong Kong, information is provided by PGIM (Hong Kong) Limited, a regulated entity
with the Securities & Futures Commission in Hong Kong to professional investors as defined in Section 1 of Part 1 of Schedule 1 of the Securities and Futures
Ordinance (Cap. 571). In Australia, information is issued by PGIM (Australia) Pty Ltd (“PGIM Australia”) for the general information of its “wholesale” customers
(as defined in the Corporations Act 2001). PGIM Australia is a representative of PGIM Limited, which is exempt from the requirement to hold an Australian
Financial Services License under the Australian Corporations Act 2001 in respect of financial services. PGIM Limited is exempt by virtue of its regulation by the
FCA under the laws of the United Kingdom and the application of ASIC Class Order 03/1099. The laws of the United Kingdom differ from Australian laws. In
Japan, information is provided by PGIM Real Estate (Japan) Ltd., a Japanese asset manager that is registered with the Kanto Local Finance Bureau of Japan.
These materials represent the views, opinions and recommendations of the authors regarding the economic conditions, asset classes, securities, issuers or
financial instruments referenced herein. Distribution of this information to any person other than the person to whom it was originally delivered and to such
person’s advisers is unauthorized, and any reproduction of these materials in whole or in part or the divulgence of any of the contents hereof without prior
consent of PGIM Real Estate is prohibited. Certain information contained herein has been obtained from sources that PGIM Real Estate believes to be reliable
as of the date presented; however, PGIM Real Estate cannot guarantee the accuracy of such information, ensure its completeness or warrant such information
will not be changed. The information contained herein is current as of the date of issuance or such earlier date as referenced herein and is subject to change
without notice. PGIM Real Estate has no obligation to update any or all of such information, nor do we make any express or implied warranties or
representations as to its completeness or accuracy or accept responsibility for errors. These materials are not intended as an offer or solicitation with respect
to the purchase or sale of any security or other financial instrument or any investment management services and should not be used as the basis for any
investment decision. Past performance is no guarantee or reliable indicator of future results. No liability whatsoever is accepted for any loss whether direct,
indirect or consequential that may arise from any use of the information contained in or derived from this report. PGIM Real Estate and its affiliates may make
investment decisions that are inconsistent with the recommendations or views expressed herein, including for proprietary accounts of PGIM Real Estate or its
affiliates.

The opinions and recommendations herein do not take into account individual client circumstances, objectives or needs and are not intended as
recommendations of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding the
suitability of any securities, financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned herein,
recipients of this report must make their own independent decisions.

Conflicts of Interest: Key research team staff may be participating voting members of certain PGIM Real Estate fund and/or product investment committees
with respect to decisions made on underlying investments or transactions. In addition, research personnel may receive incentive compensation based on the
overall performance of the organization itself and certain investment funds or products. At the date of issue, PGIM Real Estate and/or affiliates may be buying,
selling or holding significant positions in real estate, including publicly traded real estate securities. PGIM Real Estate affiliates may develop and publish
research that is independent of and different from the recommendations contained herein. PGIM Real Estate personnel other than the authors, such as sales,
marketing and trading personnel, may provide oral or written market commentary or ideas for PGIM Real Estate’s clients or prospects or proprietary investment
ideas that differ from the views expressed herein. Additional information regarding actual and potential conflicts of interest is available in Part Il of PGIM’s Form
ADV.

COVID-19: Occurrences of epidemics, depending on their scale, may cause different degrees of damage to national and local economies that could affect the
value of the Fund and the Fund’s underlying investments. Economic conditions may be disrupted by widespread outbreaks of infectious or contagious
diseases, and such disruption may adversely affect real estate valuations, the Fund's investments, and the Fund and its potential returns. For example, the
continuing spread of COVID-19 (also known as novel coronavirus) may have an adverse effect on the value, operating results and financial condition of some
or all of the Fund’s investments, as well as the ability of the Fund to source and execute target investments. The progress and outcome of the current COVID-
19 outbreak remains uncertain.

These materials are for informational or educational purposes. In providing these materials, PGIM (i) is not acting as your fiduciary and is not giving advice in a
fiduciary capacity and (ii) is not undertaking to provide impartial investment advice as PGIM will receive compensation for its investment management services.
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