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The credit crunch has affected all asset classes and led to a fundamental
reassessment of risk. With volatile conditions likely to continue, direct real
estate is an important diversifier within an investment portfolio. Below,
Stuart Webster, head of global property at New Star Asset Management,
comments on the changing conditions for investors. He explains why many
may choose to move away from leveraged vehicles with quality becoming
paramount, both in terms of properties held and fund management
techniques. New Star manages around US$4.4 billion of capital in real estate
funds.™

The Discovery Channel's annual ‘Shark Week’ generates a short-term  chart 1: Total returns of property, gilts and equities 15 years to Jan 08 (%)
decline in visits to Florida beaches every year. The risk remains the same
but bathers no longer swim. This is known as an “availability heuristic” —
the subversion of rationality by easily available sensationalist images.
Comparisons can be drawn with the European commercial property
markets of late, particularly in the UK. While price corrections were
overdue, the extent of the falls suggests that irrational fear played a part. 300
Doomsayers sensed blood in the water and images were conjured of a 2%
property crash. The risk/reward balance, however, has remained relatively 200
healthy, especially in prime properties, and it is arguable that the falls
were accentuated by sensationalism. 0
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This supposition is, however, overly simplistic. The fallout from the credit
boom has created deeper currents. These have the potential structurally
to alter the way money is managed across all asset classes. If investors
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With the asset class having undergone a needed reversion to trend, the
underlying assets are also in better health than many presume. The UK,
particularly London, bore the brunt of mark-downs but remains a core
market for quality. Values may have got ahead of themselves but
sentiment appears to have contributed to downgrades overshooting the
level justified by the fundamental characteristics of the sector.

International investors view the correction as a chance to buy into a
fundamentally sound market at bargain prices. The vacancy rate for prime
office space in Central London was 3% at the end of 2007, its lowest level
since 2001, with annual take-up above the 10-year average. In 2007,
£17.2 billion was invested in Central London offices, the highest recorded
annual total, with overseas investors purchasing £9.9 billion. Activity did
slow towards the end of the year but there are reasons to question the
doom and gloom. New Star’s UK property fund has clearly experienced a
shift in investor appetite back towards the domestic market in recent
weeks.

Prime properties in established Continental European markets provide
similarly attractive opportunities. France, Germany and lItaly stand out
although the full extent of the slowdown may be yet to come, with price
movements in these markets lagging those in the UK. It is imperative to be
in prime locations. Secondary markets in Central Europe are likely to feel
the credit drought most acutely.
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Important information

Past performance is not necessarily a guide to future performance. This document
is for information purposes only and does not constitute an offer or solicitation to
invest in the type of investment detailed within. It should not be distributed to any
third parties.

The opinions expressed here represent the views of the fund managers at the time
of preparation and should not be interpreted as investment advice.

For your protection, calls are recorded and may be monitored.

The value of investments and any income from them may fall as well as rise and
may also increase or decrease as a result of changes in exchange rates between
currencies. Investors may not get back the amount originally invested. Property is a
specialist sector, which may be less liquid and produce more volatile performance
than an investment in broader investment sectors.

Issued by New Star Investment Funds Limited. New Star Investment Funds is the
trading name of New Star Investment Funds Limited, part of the New Star Marketing
Group. New Star Investment Funds is not authorised to give investment advice and
only provides information on New Star’s products. Authorised and regulated in the
UK by the Financial Services Authority.

Within the favoured markets internationally, Parisian office space is
particularly attractive, with supply limited and demand strong. In Germany,
recent industrial production data beat forecasts, suggesting the economy
was in better health than expected. The office sector in leading German
cities is buoyant and high street retail space is experiencing steady rental
increases. Retail space is also appealing in Italy, particularly in Rome and
Milan, where demand from domestic and international operators for
limited supply has maintained or boosted prime rents.

Established Asian markets should be a mainstay of a balanced property
portfolio post the credit boom. While the risks are higher than in Europe,
the rewards are commensurate. The decoupling argument is
overshadowed by globalisation trends and a sustained US slowdown
would affect the region, again making quality paramount.

In Japan, the labour market remains healthy, with December’s
unemployment figures below expectations. Land prices have surged in
Tokyo and Osaka and vacancy rates have recently been falling. In Hong
Kong, confidence is high in response to robust economic growth and
thriving financial markets. Singapore is also being spurred on by positive
sentiment. Financial service firms are stoking demand and, with supply
falling short, rents are forecast to grow strongly.

As investors seek quality assets and markets, the reassessment of risk is
also likely to spread to styles of investing. This will potentially direct
investors towards funds adding value based on fundamental investing
rather than through the use of financial engineering or excessive
borrowing.

For property investors, blood in the water means risk is likely to take
prominence in the risk/reward equation — which is arguably a good thing.
The extent of markdowns on a global basis, particularly in the over-
leveraged West, is yet to fully emerge but investors are becoming
increasingly aware of how far they have strayed from the shore. The
tangible asset base of property offers a welcome bedrock and has clear
diversification benefits. In such circumstances, the property funds that are
free of heavy debt burdens and can access international markets at
different phases in their cycles are best placed to deliver the stable lower
risk returns that investors seek.

# As measured by the Investment Property Databank (IPD) Total Return Index, FTSE
All-Share Total Return Index, FTSE Brit. Govt Fixed 5-15 years Total Return Index.
Source: Datastream/IPD Property Index

1 Source: Datastream/IPD Property Index

Past performance is not necessarily a guide to future performance. The
opinions expressed here represent the views of the fund manager at 29
February 2008 and should not be interpreted as investment advice.
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