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Changing monetary policy environment – challenges
and opportunities in eurozone real estate
As at the end of February 2017, the European Central Bank (ECB) had purchased
monetary assets of ca. EUR1.7 trillion under its extended asset purchased
programme (APP). Translating this amount into concrete terms this equals roughly
to 120 Channel Tunnels or 1,100 Burj Dubai Towers. ECB's monthly asset purchase
volume of ca. EUR 60 billion represents almost twice the budget of "Grand Paris",
Europe's current biggest infrastructure program. Negative interest rate policies and
tightening regulation complicate investor's life. In the search for yield and return,
asset prices, including real estate, have increased since the introduction of
unconventional monetary policies across the world. Nevertheless, even though
commercial real estate prime yields in Europe are at all-time lows, ultra-low
government bond rates still make commercial real estate attractive for incomeorientated investors. According to CBRE, compared to 2015 investment volumes in
eurozone commercial real estate have plateaued; however, with a total volume of
ca. EUR 132 billion, the 2016 result was only slightly shy of the 2007 figure
(ca. EUR 135 billion).
The current form of ECB's APP program is scheduled to last at least until the end of
2017. Improving economic data in the eurozone, including on the labor market and
on core inflation, but also a diverging monetary policy to the US Federal Reserve, is
raising the question on when the ECB might start tightening its monetary policies
and what implications this may have on commercial real estate. There is no definite
answer to this question as the world has never experienced such a period of loose
monetary policy.

Active income management is likely to be the core
strategy in a tightening monetary but improving
economic environment
EU-15 ex-UK prime real estate yields and interest rates
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Bond markets might be at a turning point from ultra-low
levels; however, the long-term macro trends in the eurozone
are challenging and are likely to limit bond rates returning to
pre-GFC (Global Financial Crisis) levels. The demographic
outlook for most eurozone countries is negative and the
reluctance of many governments to commit to structural
reforms is likely to limit economic growth in the long term.
Therefore the outlook for core inflation in the eurozone looks
muted. The ECB may keep the official interest rate low for
longer, but less accommodative monetary policies may place
upward pressure on bond rates. However, in a low growth
environment investment return results are also likely to be
modest and investors may have to reassess their return
expectations.
Monetary policy gave investors a strong tailwind
Eurozone commercial real estate markets entered the GFC
almost at the peak of a real estate development cycle and
highly levered. In 2008 the GFC caused a collapse in occupier
demand across the eurozone, with rising vacancy rates, weak

occupier demand and a severely damaged banking/lending
industry pushing commercial real estate yields out.
Unconventional monetary policy and low interest rates
channeled more capital in to the prime real estate segment in
particular, even though occupier markets were still weak or
even weakening. Over the last few years not only global but
also eurozone real estate have enjoyed a period of significant
capital growth by an inward yield shift which has not been
fully based on real estate market fundamentals but supported
by monetary policy.
In some eurozone markets, particularly in so-called safe haven
markets such as Germany but also in the southern eurozone's
prime/core segment, investors have virtually enjoyed a
"free lunch" (or Beta in financial terms) of capital growth by
inward yield shift while prime rents were still falling or flat.
Going forward, capital markets and monetary policy are likely
to give real estate much more of a headwind. Rising bond
yields are expected to put pressure on eurozone's real estate
yields by 2019/20 and there is the risk of capital value decline.
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Real estate market fundamentals are shifting
While the German economy weathered the storms of the
GFC, many eurozone economies either faced a prolonged
period of GDP decline (e.g. Spain), a shallow recovery (e.g.
Austria and France) or even double-dip recessions (e.g.
Belgium, Finland, Italy, the Netherlands and Portugal). Only
over the last two years has the eurozone economy
experienced sufficient economic growth to support a rise in
employment. Despite all the political uncertainties the
economic outlook for the eurozone economy is positive, in
particular in eurozone's second largest economy, France.1
UBS Equities research also suggests that earnings of European

listed companies are likely to increase which would support
real estate occupier markets as well.2
A positive byproduct of the GFC for eurozone's commercial
real estate sector is eurozone's weak banking sector. The
Loan-to-Value (LTV) ratio for European commercial real estate
is estimated to be at ca. 44%, well below pre-GFC level (close
to 70%).3 Tightening regulations also limit banks' abilities to
lend against riskier real estate strategies, in particular
developments. Consequently, despite positive signs in the
occupier market, eurozone commercial real estate markets
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have not experienced a supply/development cycle. Net
absorption in the European office sector has been positive
since 2011 but the overhang of pre-GFC development activity
has kept vacancy rates high. However, since 2015 the
aggregated office vacancy rate in central locations dropped
from ca. 8.5% to 6%, which is the lowest level since the GFC.
Due to the lack of office development activity vacancy rates in
safe haven central sub-markets are often below 2%, placing
pressure on prime rents. Due the scarcity of available office
space rental growth has started moving towards city-edge
locations which are also often the preferred location for newly
emerging occupiers from the technology sector.
Late-yield-cycle: yield expansion is inevitable but rental
growth ahead
In the absence of an external shock, a yield expansion for
eurozone commercial real estate is not likely to happen in the
short term. Nevertheless, an improving economic and
inflationary outlook supports higher bond rates and may place
upward pressure on real estate yields by 2019/20. However,
this scenario is not automatically negative for core real estate.
Real estate's performance attribution is moving towards its
core elements – income return and rental growth. The music

may stop for those investors who played just the yield-cycle
but those investors who are able to manage assets actively are
more likely to mitigate the risk of future rising yields.
Risk-takers: stay prudent on location but take risks on
an asset level
Real estate supply is quite inelastic in nature and even if
demand turns out to be slightly lower than predicted, supply
in central and dominant locations is likely to remain
constrained. Due to the lack of development activity in all real
estate sectors real estate supply has been aging since the GFC.
However, tenant requirement for modern space is strong and
offers opportunities for investors who are prepared to take
risks on an asset level. Taking active risk positions on short
leases or repositioning inefficient assets while remaining
staying prudent on location could justify today's prices. These
type of assets offer rental and income growth opportunities
and could mitigate the risk of falling capital values by rising
real estate yields due to increasing bond rates. Active asset
and income management are likely to be the core strategy in a
market environment, which faces headwinds from tightening
monetary policies but improving economic conditions and real
estate market fundaments.

Prime office capital growth likely to be driven by rental growth but outward yield movement expected
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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
(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.
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