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HIGHLIGHTS

«  About 888 thousand sq m of Class A and B offices were delivered that year (justifying the last
year's forecast). It is almost 40% more than in 2012 and is the highest value since 2010. The total
volume of high-quality office space in Moscow amounted to about 13.3 million sq m, of which
20% are Class A offices and 80% — Class B.

«  The lease and purchase transactions volume for Class A and B office space in Moscow amounted
to about 750 thousand sq m for 2013. Throughout the year, we noted that demand has dropped
compared to the previous year, and despite the traditionally high market activity in the H2, the an-
nual decline amounted to about 20%.

*  Bythe end of 2013, the average weighted rental rate for Class A office premises has reached a
value of 800 $/sq m/year, having dropped over the year by 4%. In turn, the average asking rental
rate for Class B office space has demonstrated a slight growth in the range of 2% compared to
2012 reaching a value of 492 $/sq m/year.
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"Today we witness a shift in balance, which
was characteristic of the market in 2011-
2012. Economic uncertainty of both Russia
and the Western countries affected the
take-up volume in the past year. The market
has reached such a state when a tenant
can choose from a large pool of supply
available on the market, while the owners of
many buildings, in turn, are willing to offer
attractive commercial terms.

In the coming years we expect a large
number of high-quality projects to enter the
market, however, according to our forecasts,
the demand will not exceed the level of 2013".

Key indicators. Dynamics
Indicator
Total stock, thousand sq m
including, thousand sqg m
Delivered in 2013, thousand sq m

including, thousand sq m

Vacancy rate, %

Average asking rental rate**, $/sq m/year

Rental rates range**, $/sq m/year

Operational expenses, $/sq m/year

* Changes compared to Q4 2012

associated with an increase in property tax

Source: Knight Frank Research, 2014

** Excluding Operational Expenses and VAT (18%) The operational expenses do not include changes

*** Range of asking rents for premium fitted-out space

Class A Class B
13,336
2683 10,653
888
225 663
16.2 115
+3.6 p.p.* -3.0 p.p.*
800 492
-3.9%* +1.9%*
(1,(?(?(?—_11,'32(?(?***) 300-1,000
110-190 80-120

Supply

By the end of 2013, the total volume of high-
quality office space in Moscow amounted to
about 13.3 million sq m, of which 20% are
Class A offices and 80% — Class B.

About 888 thousand sq m of Class A and B
offices were delivered that year (justifying
the last year's forecast). It is almost 40% more
than in 2012 and is the highest value since
2010. Compared with the end of 2012, the
supply stock volume of high-quality office
space in Moscow grew by 7%.

The new construction volume growth
in 2013 compared to 2011 and 2012 resulted
from the “"postponed supply effect”: a drop
in demand and available funding in 2008-
2009, as well as the change of the Moscow
administration in 2010, have resulted in
suspension of delivery for many objects, in
practical absence of new projects. Since the
construction of an office building takes 2 to
3 years, these events have led to a drop in
delivery volumes for 2010-2012.

With regard to the territorial distribution
of the new supply stock, we are still witnessing
a growing decentralization of the market.

The share of office space delivered within the
Garden Ring, according to the results of 2013,
did not exceed 15% of the total new supply
stock volume, and we expect further shrinking
of this share. However, the construction and
renovation of office buildings with a total area
of 200 thousand sq m within the Garden Ring
is planned for completion by the end of 2015

despite the measures taken by the Moscow
authorities to limit new construction
in the central part of Moscow.

During the year developers have announced
construction of a number of new projects,
as well as resumption of the previously
suspended ones. Areas of the mostactive office

In 2013, the high-quality office space delivery rate has shown a positive trend

for the first time in 5 years
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Key office facilities delivered* in 2013 and planned for delivery in 2014
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construction remain those located along the
Leningrad direction and the MIBC “Moscow-
City". Active development of decentralized
facilities in the South-West of Moscow is
also worth a notice: several business parks
with the total office space area of almost
250 thousand sq m are being built on the
new territories near the Moscow Ring Road.

It should be emphasized that the provision
of office space per capita in Moscow is still
at a low level compared to the developed

markets of the world capitals notwithstanding
the intensive rate of development
of the Moscow office market.

In 2013, thanks to the efforts of the Moscow
Research Forum* the classification of office
buildings developed in 2003 and refined in
2006 has been updated. Requirements for
Class A office buildings have become stricter,
and the buildings that failed to meet the new
criteria were categorized as Class B. Thus
the total supply stock of high-quality office

* The Moscow Research Forum exists since 2003, and is presently comprised of analytical subdivisions
of five leading international consulting companies: CBRE, Colliers International, Cushman & Wakefield,
Jones Lang LaSalle, Knight Frank. The office building classification has been created by the Forum
participants in 2003, and then refined and updated in 2006 and 2013.

Provision of office space remains low
compared to European cities
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space corresponding to Class A has dropped
by about 3% in the middle of 2013 and
for the year amounted to 2,683 million sq m
against the 2,557 million sq m figure of 2012.

Demand

The lease and purchase transactions volume
for Class A and B office space in Moscow
amounted to about 750 thousand sq m for
2013. Throughout the year, we noted that
demand has dropped compared to the
previous year, and despite the traditionally
high market activity in the H2, the annual
decline amounted to about 20%.

The caution with which companies enter the
market and strive to optimize office space
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to cut down on lease expenses is primarily
a result of uncertainty within both the global
and the Russian economies. Meanwhile,
the number of transactions has remained
virtually unchanged and the drop in demand
occurs mostly through the reduction of
leased space: compared to the previous year,
in 2013, the average transaction volume has
shrunk by almost a quarter and amounted to
1.4 thousand sq m.

The vacancy rates dynamics for Class A
and B office centers in 2013 was diverging.
Compared to Q4 2012, the vacancy rate in
Class A business centers has grown by 3.6 p.p.
to 162 %. This growth resulted from
delivery of several large office buildings
against the backdrop of the decline in
demand. Presently, the market situation
is such that preliminary agreements to
lease office facilities before their delivery
is not a common practice, which is why
addition of large objects to the total supply
stock leads to an increase in vacancy rates.

In turn, the vacancy rate in Class B by the
end of 2013 has shown the lowest figure for
the last 6 years: over the year, the indicator
has dropped by 3.0 p.p. reaching the rate
of 11.5% by the end of the considered
period. This situation is explained by the
desire of some companies to relocate to
the more attractive in terms of the “price
to quality” ratio Class B business centers,
resulting in the uptake growth for office
space in this Class. Besides the lower rental
rates, such objects attract tenants with a
possibility to lease office blocks with finish
and a greater choice of options than in
Class A. Furthermore, due to the somewhat
unstable economic situation, some private

The total supply stock to vacancy
rate ratios by the class of facilities
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Source: Knight Frank Research, 2014

The vacancy rates dynamics in Class A and B was diverging
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Delivery

investors who wish to diversify their assets
portfolio consider the option of purchasing
small-sized office properties for the
purpose of leasing them out. They also
generate demand for properties precisely
in Class B objects, as in Class A business
centers small-sized office facilities purchase
is practically impossible.

According to the results of 2013, the IT and
telecommunications industry companies
were the most active tenants and buyers
on the office real estate market, with a 30%
share of total transactions. The share of
these companies has not fallen below 20%
for the past three years. On the contrary,
the financial sector companies have shown
the lowest activity in the history of the
office real estate market, which may be
associated with uncertainty and slowdown
of economic growth of the country. The
share of financial institutions, traditionally
absorbing 15-25% of office space has
dropped from 24% in 2012 to 9% in 2013.
The companies providing B2B services,
representatives of FMCG and manufacturing
companies have shown strong demand for
office space, resulting in a total share of
just over 30% of all office space leased and
purchased in 2013. The transactions volume
of companies operating in the field of
natural resources extraction and processing,
has shrunk almost by half compared to
last year. However, the deals of exactly the
companies in this segment were the largest
in 2013. A subsidiary of the company
Gazprom has leased an office with the total
area of almost 25 thousand sq m in the
business center Varshavka-SKY, while the
mining and metallurgical company Norilsky
Nickel has signed a major lease deal for
office facilities in the Mercury-City tower.

In terms of geographic distribution, more
than a half of the total lease and purchase
transactions fell with the objects located
within the Third Ring Road.

%
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Office facilities in the Central business
district are the most popular with the
banking sector and B2B companies.
Prestigious  location and  developed
infrastructure are important for these
organizations. However, despite the high
demand in the city center, the share of
leased and purchased office space in
business centers in decentralized districts
grows. For instance, in 2013 almost 40%
of the total office space located between
the Third Ring Road and the Moscow Ring
Road was leased or purchased. The tenants
are attracted by the more affordable
commercial terms, as compared with those
in the Central district facilities, as well as an
opportunity to find spacious office blocks.

Commercial terms

By the end of 2013, the average weighted
rental rate for Class A office premises has
reached a value of 800 $/sq m/year, having
dropped over the year by 4%. The index
adjustment has occurred largely due to the
changes in the office space supply structure:
namely, an increase in the total supply of
Class A facilities located in remote areas of
the city. In addition, a downward pressure on
the index value is exercised by the reduced
demand for Class A office space and an
increase in vacancy rates. Compared with the
end of 2012, the range of asking rental rates
for Class A offices has expanded and now
amounts to 400-1,200 $/sq m/year (earlier
it was 650-1,200 $/sq m/year).

In turn, the average asking rental rate for
Class B office space has demonstrated
a slight growth in the range of 2% compared
to 2012 reaching a value of 492 $/sq m/
year. It is worth noting that in 2013 a new
classification of office space was adopted
resulting in a number of former Class A
properties with high rental rates getting
added to the total supply stock of Class B
facilities. The rental rates range for Class B
office space has expanded to 300-1,100 $/
sq m/year (previously 260-650 $/sq m/year).

A strong differentiation in rental rates
depending on the office center location
remains notable: the rental rates for Class B
office space with premium placement can
match the level of Class A offices with similar
placement despite the difference in the
quality of the projects.

The diverging rental rates dynamics in Class A
and B office space has occurred for the
first time and is a result of both: technical
correction due to the reclassification of
office centers and the dynamics of demand.
While the demand for Class A is shrinking,
Class B segment is quite stable in this regard.

Key office space lease and purchase transactions of 2013
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For the first time in the history of the office property market of Moscow,
the rental rates for Class A and B offices show diverging dynamics
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Forecast

About 1.25 million sqg m (of which about
430 thousand sq m is Class A), have been
announced for delivery in 2014. In a situation
of relatively low demand and lack of
a preliminary agreement to lease, the object
owner can stretch the construction period, as
the tax burden increases once the object is
delivered. Thus, the new supply volume will
be regulated to some extent by the presence
of demand and the actual amount of new
supply may be smaller.

In 2013, the demand for high-quality office
properties was rather moderate and its
volume in 2014 will largely depend on the
economic situation. In 2013, the GDP growth
in Russia has shrunk to 1.4 %, according to
the preliminary estimates of the Ministry of
Economic Development. In 2014, the Ministry
of Economic Development of the Russian
Federation forecasts a gradual growth of
GDP to 2.5% per year. However, we do not
expect higher demand for high-quality office
space in 2014: most likely, the companies will
remain cautious about the lease and purchase
of new office space. Presently, we expect the
demand in 2014 to remain at the current level

In 2014, the planned delivery volume is likely to exceed the uptake amount
resulting in a slight growth of vacancy rate
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with a negative growth trend of about 10%,
i.e. will be about 650-700 thousand sq m.

Thus, the supply and demand volumes will be
balanced to a certain extent and the vacancy
rates will either demonstrate weak growth
(2-2.5%) or remain at the current level
(around 16.2% for class A and 11.5% in Class B
at the end of 2013).

As for the rental rates, we expect them
to drop by 5-7% in Class A, while in Class B,
they are likely to be adjusted to a lesser extent
(by about 2-3%) or remain stable. However,
in addition to the market factors (supply and
demand balance and vacancy dynamics) the
value of rental rates will be influenced by the
exchange rate of the ruble against the dollar.
Since the majority of owners of high-quality
office facilities specify their rental rates in
U.S. dollars, further weakening of the ruble
will lead to the rates adjustment.

Furthermore, the changes in tax legislation
that have come in force since January 2014
will have impact on the base rental rates.
From now on, according to the Federal
Law number 307 of November 2, 2013 “"On
amending Article 12 of the first part and
chapter 30 of the second part of the Tax Code
of the Russian Federation”, the real estate tax
will be calculated on the basis of the cadastral
value of the property and not the carrying
value. This can lead to several times higher
tax burden on the office and retail properties
owners. Since the property tax is commonly
accounted for as part of the operating costs,
its growth will also increase their value. Under
conditions of a fairly moderate demand,
it could lead to a drop in base rental rate value
rents in favor of an increase in operating costs.
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