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Sharp drop in liquidity.

% UB S UBS Asset Management



Eu FOPE real estate

Head of Real Estate Research & Strategy — Europe ex DACH

1’ Zachary Gauge

“European property values have only moved down marginally and
have a long way to go to reach a level that reflects the higher
interest rate environment. The UK is an exception, which after a —
13% correction in 4Q22 appears attractively priced versus other

global markets.”

Some economic risks dissipate

Economy

Much of the economic commentary in 2022 focused on how
higher inflation and interest rates would impact the European
economy in 2023. But as we kick off the year, there is a
cautious optimism that the actual impact on the economy may
not be as bad as previously feared. The eurozone is now
expected to avoid a recession in 2023 (UBS Investment Bank
forecast +0.8% GDP growth). The risk of gas shortages has
eased with the unseasonably warm winter and the economy
has been boosted by the easing of supply chain stress, and the
reopening of China lifting industrial production and export
prospects. The UK is still forecast to have a recession in 2023
(UBS Investment Bank forecast -0.5% GDP growth), although
this is lighter than anticipated towards the end of 2022. And
importantly, unemployment is only forecast to rise marginally
(0.3 percentage points in both markets to end-2024). CPl is
forecast to come down sharply over the course of 2023,
averaging 6.5% in the UK and 4.8% in the eurozone, largely
driven by base-effects and the fall in wholesale energy prices.

Both the ECB and BoE hiked by 50bps in their January
meetings, to 2.5% and 4% respectively. However, the tone of
the commentary which accompanied the hikes has started to
diverge. Although the BoE is still reiterating the need to fight
inflation, assuming UK CPI does continue to fall, the BoE is
expected to hike just once more in March, leaving 4.25% as
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the terminal rate. The BoE is then forecast to cut rates by
50bps in 2H23, and a further 125bps in 2024 to support the
sluggish economy and bring the base rate closer to a neutral
level at 2.5%. The ECB however gave a clear intention to hike
by 50bps in March, with a further 25 or 50bps hike
anticipated to follow in May to leave the terminal rate at
between 3.25-3.5%. Interest rate cuts are not forecast to start
until 1Q24 (75bps forecast for 2024), which would bring the
ECB depo rate to just 25bps lower than the BoE. This
perceived divergence in policy direction has narrowed the
spread between 5-year euro and GBP swaps over 100bps at
the end of 2022 to 75bps as at 6 February 2023.

Occupier markets

Despite the slight improvement in the economic outlook noted
above, there are early signs that some of the negative
sentiment has started to impact the office occupier markets.
Take-up had recovered to around 80% of its pre-pandemic
level but fell back in 4Q22 by 4.2% on the previous quarter
and by 25% on 4Q21 (see Figure 1). Available supply, which
had leveled out at an aggregate vacancy rate of ca. 7% since
the pandemic, increased to 7.3% in 4Q22. Despite this, prime
rents continued to move up in a number of markets including
Paris, the big five German cities, Milan, Amsterdam and
Madrid. This is reflective of the low availability of genuinely
sustainable office buildings.



Liquidity dries up

Similarly, the logistics market also saw take-up reduce by ca.
25% on 4Q22, although this was coming off a much higher
base than office markets. We do expect the economic
slowdown to weigh on both consumer and business demand
for goods in 2023. But with vacancy levels at just 2.6% and
structural drivers negating some of the economic slowdown,
the outlook for rental growth remains positive, albeit lower
than previous years. Occupiers will become increasingly
focused on quality and the sustainability of units, and in
locations which can drive cost and operational efficiency.

The overall retail sector will see some challenging trading
conditions as consumer spending power continues to decline
as real wages remain negative throughout 2023. Christmas
sales held up better than expected although this was partly
due to the reserves of savings and credit being drawn upon

which is unsustainable going forward. Prime pitches in tourism

cities are likely to be more defensive as they continue to
benefit from the surge in European travel post-pandemic, with
luxury locations potentially seeing an even stronger recovery in
footfall if Chinese tourists are able to travel again in 2023.

Capital markets

The impact of rising interest rates and debt costs is now clearly

being felt in European capital markets. Quarterly investment
volumes totaled just EUR 50 billion in 4Q22, compared to EUR
141 billion in 4Q21. This was the lowest quarterly volume in
Europe since the height of the eurozone crisis in 2012. A
number of high-profile deals have been withdrawn from the
market as bids came in well below vendors’ expectations,

whilst deals which have gone through generally had significant

discounts to their valuations.

[ [
) A A

JO0Y - ooy
AN @ AN

A

D
D

Commercial agents have responded by moving out prime
yields across all markets and sectors, with the largest
movements coming in the logistics sector, despite the very
strong occupational dynamics. Against a backdrop of strong
rental growth, we believe yields in this sector have become
attractive again. In sectors where occupational demand is
weaker, investor demand is also weaker and, as a result, deals
have completely dried up. Rather than taking this to imply a
significant drop in pricing, some European valuers have opted
to keep values relatively stable. The issue this creates is that
there is now a wide gap between where buyers would
realistically come into the market, and a price sellers can
accept.

Figure 1: European office vacancy rate and take-up
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European versus UK valuations — who's right?

Performance data can be misleading

There is a sizeable discrepancy between UK and eurozone
direct property performance, as inferred by the MSCl index.
Between 2001 and 2021, the UK property index outperformed
the eurozone by 1.2 percentage points, but at a level of
volatility that was in theory three times higher (see Figure 2).
Taken literally, on a risk-adjusted basis, this would be deemed
to be a pretty poor pay-off for the much higher volatility.

Figure 2: MSCI all property total returns (%)

30

20

. \

—_—UK

2001

Eurozone

Source: MSCI; Oxford economics; February 2023. Past / expected
performance is not a guarantee for future results.

The issue of course, is we're not comparing like-for-like. More
European valuers use DCF models, which are naturally
smoothed compared to the marked-to-market approach which
is dominant in the UK. During a bull-run, this rarely causes an
issue — most investors are happy to find that their assets can
be sold at levels above their most recent valuation. But when
the market turns, unrealistic valuations start to create liquidity
problems.

Official numbers are yet to be released, but Oxford Economic
forecasts values to decline by just -2.8% in the eurozone in
2022. With UK direct values falling by 13%, the gap is likely to
be around 10 percentage points — a huge difference even by
historic standards.
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There are a few factors one could point at to explain the UK's
apparent underperformance, and the disastrous mini budget
undoubtedly accelerated the correction in 4Q22. But the
reality is that methodology and a reluctance of European
valuers to move the numbers to anywhere near a level that
transactions would realistically happen at, is the biggest reason
behind the discrepancy.

If assets never had to be sold during a downturn in Europe,
perhaps this wouldn’t be a problem — the valuation can be
seen as more of an accounting mechanism rather than a
realistic sale value. However, that's not the reality of the
market — if anything, liquidity events increase during a
downturn as redemption requests build and refinancings
become more challenging. But potential sellers are unwilling
or unable to accept large discounts on their most recent
valuations. Potential buyers, on the other hand, need
substantial discounts to underwrite deals to get to target
returns which are appropriate in the new interest rate
environment. As a result, transactions have fallen dramatically
to EUR 31.9 billion in the eurozone in 4Q22, from EUR 86.1
billion in 4Q21. The lack of liquidity means an absence of
market evidence to base values off, but rather than take a
view on the fact that bids are coming in well below previous
valuations, many European valuers have opted to leave values
largely stable.

Unrealistic performance data doesn’t help the market, or real
estate as an investment asset class. Values fall sometimes as
markets are cyclical and will be impacted by wider macro-
trends. It happens across all asset classes, and a value
correction in one or two years does not make the sector a bad
long-term investment. But when values don’t move during
periods of uncertainty, the sector might appear even more
illiquid and opaque. In the UK by contrast, the recent
movements have restored credibility in the system, and with
pricing now reaching a level where investors can now see
attractive returns, we may see a recovery start for some sectors
as early as 2Q23. In Europe, as was the case post GFC, this
could continue for much longer until there's a willingness to
accept reality.
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This publication is not to be construed as a solicitation of an offer to
buy or sell any securities or other financial instruments relating to UBS
Asset Management Switzerland AG or its affiliates in Switzerland, the
United States or any other jurisdiction. The views and opinions
expressed in this document are for informational and educational
purposes only. This document is not intended to be a recommendation
or investment advice, and it does not constitute an offer of, or a
solicitation to buy, sell or hold, any security or investment strategy. UBS
specifically prohibits the redistribution or reproduction of this material in whole
or in part without the prior written permission of UBS and UBS accepts no
liability whatsoever for the actions of third parties in this respect. The
information and opinions contained in this document have been compiled or
arrived at based upon information obtained from sources believed to be
reliable and in good faith but no responsibility is accepted for any errors or
omissions. All such information and opinions are subject to change without
notice. Please note that past performance is not a guide to the future. With
investment in real estate/food and agriculture/infrastructure/private
equity/private credit (via direct investment, closed- or open-end funds) the
underlying assets are illiquid, and valuation is a matter of judgment by a valuer.
The value of investments and the income from them may go down as well as
up and investors may not get back the original amount invested. Any market or
investment views expressed are not intended to be investment research. The
document has not been prepared in line with the requirements of any
jurisdiction designed to promote the independence of investment
research and is not subject to any prohibition on dealing ahead of the
dissemination of investment research. The information contained in this
document does not constitute a distribution, nor should it be considered a
recommendation to purchase or sell any particular security or fund. A number
of the comments in this document are considered forward-looking statements.
Actual future results, however, may vary materially. The opinions expressed are
a reflection of UBS Asset Management's best judgment at the time this
document is compiled and any obligation to update or alter forward-looking
statements as a result of new information, future events, or otherwise is
disclaimed. Furthermore, these views are not intended to predict or guarantee
the future performance of any individual security, asset class, markets
generally, nor are they intended to predict the future performance of any UBS
Asset Management account, portfolio or fund. Source for all data / charts, if
not stated otherwise: UBS Asset Management, Real Estate & Private Markets.
The views expressed are as of March 2023 and are a general guide to the views
of UBS Asset Management, Real Estate & Private Markets. All information as at
March 2023 unless stated otherwise. Published March 2023.
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