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Brexit and UK real estate update — January 2021

There's a potential upside for
UK real estate in 2021 with
vaccine roll-out ahead of
other markets and a no-deal
Brexit avoided

The UK-EU agreement itself
is patchy in some areas
relevant for real estate and
discussions will continue

The impact on the market
will remain modest compared
to the ramifications from
COVID-19, but may impact
the longer-term growth
potential of the UK
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A sigh of relief

After three and a half years of tedious negotiations, a Trade and Cooperation
Agreement (TCA) was finally reached between the UK and EU on 30 December
2020. Despite being the number one topic for discussion for much of this period,
the reaction within the UK real estate industry has been surprisingly muted.
COVID-19 remains the most pressing short-term challenge, but with a vaccine
roll-out underway there is hope that normality is not too far away. And over
the medium to longer-term, the terms of this deal will still have an impact on
both the investment and occupational real estate markets in the UK.

Even within wider financial markets, the reaction to the TCA was relatively subdued.
Sterling appreciated by 1.5% against the USD when it became clear that an agreement
was likely to be reached before the deadline. This was a relatively small change
considering some of the volatility we have seen since the referendum result. Part of the
reason behind the modest reaction, is that some of the details in TCA are far from
conclusive and negotiations surrounding these will undoubtedly continue for years. But
the clear positive which can be taken away, is the significant risk of a no-deal has been
removed from the table. And this may lead to the most important short-term impact for
UK real estate, which is an improvement in sentiment from overseas buyers, many of
whom had been cautious about the UK market due to the downside risk of a no-deal
outcome.
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Overseas investors and the pricing gap

Aside from the retail sector, the UK real estate market has
performed relatively well in absolute terms since the 2016
referendum. However, when compared to other European
markets which have benefited from strong levels of yield
compression during this period, performance has been much
weaker. Although Brexit is by no means the only factor here,
the risk of a no-deal certainly contributed to the pricing gap
which has emerged. Figure 1 below demonstrates in USD,
that prime UK office values have remained broadly stable since
2016, compared to an increase of between 70-150% in other
major European markets. Although low by historic standards,
yields in the UK now look very attractive compared to other
European markets. As an example, the prime yield spread
between Paris CBD and London City (125bps), and London
West End (100bps), is the highest it has been since 1991.

Figure 2: Vaccinations per 100 people
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Figure 1: Prime office values index (1Q16=100)
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This disparity in pricing has not gone unnoticed, and if we
remember back to this time last year, there was very strong
sentiment towards the UK, and London in particular. The large
Conservative victory in the December 2019 election appeared
to do enough to ease concerns amongst many investors. That
political risk has now subsided even further with the TCA
being agreed.

COVID-19 inevitably put investment plans back on hold, and
travel restrictions made it particularly challenging for overseas
buyers to come back into the market in 2020 as had been
anticipated. But as Figure 2 illustrates, the UK is leading
Europe in its vaccination roll-out, and it is not unrealistic to
expect some return to normality in the second half of the year.
If the UK does move back onto the agenda, those wide yield
gaps with other European markets could start to move back in
and provide a significant boost to returns.
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Financial and professional services

Financial and professional services are the UK's largest
exporters to the EU, accounting for around a quarter of total
exports in 2019'. Despite the significance of these sectors to
the UK economy, they have been largely left to fend for
themselves to secure continued access to their largest export
market. When the UK was still a member of the EU,
professional accreditations for accountants, lawyers etc.
benefited from automatic recognition, which will now be lost.
All the deal does is provide a framework to establish mutual
recognition of professional qualifications. Should industry
bodies within the EU decide to no longer accept UK
accreditations to operate in their jurisdiction, they would be
perfectly entitled to do so.

Similarly, the arrangement for financial services is inconclusive.
The TCA includes an agreement to try and reach a
memorandum of understanding by March 2021 which might
mean the two sides agree to recognize each other's rules. This
is a process known as equivalence, which would allow the
finance industry to trade across the UK and EU border. The UK
has already offered reciprocal access to the UK market for EU
banks, but EU regulators intend to wait and see what happens
with UK banking regulations before making a decision. It is
worth noting that the UK’s competitive advantage over the EU
in financial services has long been a contentious issue, and
even if equivalence is granted by the EU, it could be
withdrawn at short notice.

Whilst this all sounds somewhat negative for the office
occupier market it will not come as a surprise to the affected
industries. Financial service firms have planned for potential
loss of access to EU markets since the referendum result.

As part of this, most of the large firms have set up offices
within the EU to channel business through without causing
significant disruption to their Central London operations.

" House of Commons Library; Statistics on UK-EU Trade, 10 November
2020



What we are expecting to see going forward as a direct result
of a formal arrangement not being in place is lower headcount
growth in Central London, rather than significant loss of
employment. And whilst financial and professional services are
still key occupiers of UK office space, their importance has
been surpassed since the GFC by the technology sector, which
will have less direct implications from the UK leaving the EU.
Restrictions of immigration is a potential drawback for this
sector, although these roles will typically be highly skilled and
workers still wishing to come to work in the UK technology
industry should be able to qualify for a UK visa under the new
rules. Despite being outside the EU, we expect London to
remain a global tech hub and center of innovation.

Free flow of goods secured

As expected, the TCA provides far more detail on the future
arrangement for goods, than it does for services. Importantly.
there will be no taxes or limits on the physical goods which
trade between the UK and EU. Additional paperwork is now
required, which has caused some delays and issues particularly
for highly time sensitive deliveries, such as live seafood. But for
the most part it's business as usual for the export and import
of goods between the UK and EU. For UK retail this is good
news, or perhaps not more bad news is a better way to
describe it. Challenges relating to COVID-19 and the
accelerated structural shift towards online were always going
to be far greater challenges in the short-term. But the
avoidance of disruption in goods arriving and inflation due to
new tariffs being introduced has at least not made the
situation worse.

key challenge facing the sector even before the EU
referendum. The points-based system will make it very
challenging for low skilled labor to relocate to the UK,
affecting both the supply of warehouse staff and delivery
drivers over the medium to long- term.

Higher student fees and lower EU numbers

There were no provisions made for EU students within the
TCA and from the 2021/22 academic year EU students will
revert to paying full international fees. These vary by course
but are typically significantly higher than the GBP 9,250
domestic student rate which EU students had qualified for
previously. Applications from EU students, which make up
around 7% of total students in the UK, are expected to fall
back considerably. The universities which continue to attract
EU students are likely to be limited to the most prestigious,
where the quality and reputation of the course may still
warrant the higher cost.

Conclusion: A welcome relief but not a game changer
The reaction from the UK REIT market (Figure 4) is a fair
reflection of the impact of the deal for UK real estate. Prices
rose by between 2-5% during the period the deal was
finalized, which reflects a sense of relief that a downside risk
wasn’t going to make the market even more challenging in
2021.

Figure 3: UK population forecasts (million people)
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Figure 4: UK REIT price change* (%)
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Similarly, but reversed to the upside, COVID-19 and
e-commerce will remain the key drivers of continued strong
occupational demand for the logistics sector. Delays and
congestion at ports would have put some pressure on the
operators, although it is unlikely to have fed through into
lower demand for logistics space. Probably the biggest long-
term challenge to the sector will come from the changes in
immigration policy (Figure 3). Most warehouses are a long way
from full or even partial automatization and labor supply was a

Source: Thomson Reuters Eikon, *price change from 21 December 2020 to
30 December 2020

Whilst there are ongoing uncertainties surrounding some
specific sectors on the occupational side, the potential impact
on the market is likely to be minor in the context of COVID-19
and the structural shifts we are observing. But the absence of
the no-deal cloud which has been hanging over the UK since
the referendum result in June 2016, certainly has the potential
to improve sentiment in capital markets. In an environment of
ultralow interest rates and inflation potentially returning,
returns from UK real estate could start to look very attractive
even if the market only makes up part of the lost ground on its
European neighbors.
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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 AG or its affiliates in Switzerland, the United States or any
other jurisdiction. 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/infrastructure/private equity (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
January 2021 and are a general guide to the views of UBS Asset
Management, Real Estate & Private Markets. All information as at January
2021 unless stated otherwise. Published January 2021. Approved for
global use.

© UBS 2021. The key symbol and UBS are among the registered and
unregistered trademarks of UBS. Other marks may be trademarks of their
respective owners. All rights reserved.


https://www.linkedin.com/showcase/ubs-asset-management/?originalSubdomain=ch&campID=UC:E:601175:601186:43318776:0:120860663:120860666:en:47285003:::
https://www.linkedin.com/showcase/ubs-asset-management/



