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Real Estate — Europe

Strong market liquidity balances inflation
risks and macroeconomic uncertainty
Summary

» Persistent inflation and low economic growth are the biggest risks to the
European real estate sector's stable credit quality. The cost of funding will increase
as financial conditions tighten as monetary policy normalises. Real estate investments
generally offer good protection against inflation, but cash flow generation will weaken
if rental growth lags cost inflation. Inflationary pressures and deteriorating economic
activity will strain rents and values. Geopolitical tensions increase risks.

» Benchmark rates are rising, but spreads remain attractive for property investors.
Property yields and valuations will remain stable in core European markets. Tighter
spreads in Central Eastern Europe suggest property yields and values are more vulnerable
to rising rates and geopolitical risks. Structurally favoured asset classes' valuations will
remain strong, but economic uncertainty will weigh on sentiment.

» Abundant market liquidity will continue to support real estate transactions,
including M&A. Large amounts of capital are being invested in the real estate sector,
with volumes forecast to rise by up to 5% in 2022. M&A will continue thanks to reliable
access to funding and attractive discounts to net asset values for publicly traded
companies. However, higher debt levels raise risks, particularly if financial conditions
tighten further.

» Structural changes continue to drive diverging rental and valuation outlooks.
Logistics, multifamily residential, data centres and healthcare real estate rentals and
values will continue to outperform other classes. Nonessential retail and non-prime office
property landlords will need to adjust to changing consumer and working preferences.

» Rising regulation addressing carbon transition and housing affordability
introduces credit risks. Companies will need to increase capital spending to upgrade
properties as part of decarbonisation efforts, and this will need external funding.
Companies with weaker credit quality and without environmental targets will face a
greater risk of asset obsolescence and reduced access to capital. Declining housing
affordability is leading to increasing regulation as a result of social pressure. Very stringent
rental price regulation is a credit negative because it reduces rental growth and creates
uncertainty for investors.

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBC_1317523
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Persistent inflation, sluggish economy are biggest risks to sector's stable credit quality
Long-lived inflationary pressures and low economic growth are the greatest risks to credit quality across the European real estate
sector. With the military conflict between Russia and Ukraine escalating, inflationary pressures will accelerate. If economic activity
stagnated or declined as a result of weakening consumer sentiment and business conditions, property demand would decline. This
would result in falling rents and values which would weaken companies leverage and coverage ratios.

Real estate investments generally offer protection against inflationary pressures. However, when inflation is accelerating companies
face higher costs for tenant fitouts, property maintenance and development projects. These higher costs reduce cash flow generation,
particularly if market rental growth lags cost inflation.

Construction costs are also rising, especially for new development projects. However, most of the companies we rate have only
moderate exposure to new developments. While we expect costs to increase, existing yields on cost of between 5% and 10% will help
companies absorb moderate cost inflation, at least while rents are not declining.

Inflation has risen in the euro area. However, underlying inflation dynamics and wage pressures are not as concerning as in the US and
UK, where central banks have started to hike their policy rates. We expect the European Central Bank (ECB) to end net asset purchases
in September this year and begin interest rate normalisation in early 2023 at the latest. Sovereign bond yields have risen sharply across
Europe since beginning of the year. This will reduce the amount of capital available for financing and increase companies' funding costs
from very low levels.

Fixed charge coverage ratios across the sector are generally strong enough withstand a moderate increase in funding costs (Exhibit 1).
However, reduced retail space demand and rent relief have eroded the earnings coverage of retail real estate companies. Retail real
estate companies also have shorter dated average debt maturities (Exhibit 2).

Exhibit 1

Fixed charge coverage ratios remain solid as financial conditions
begin to tighten
EBITDA/fixed charges

Exhibit 2

Average debt maturity is comfortable for structurally favoured
segments.
Average debt maturity, years
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Most real estate companies have well staggered debt maturities, diversified funding sources and a track record of accessing public and
private capital markets. These will help limit the impact of tightening financial conditions and mitigate refinancing risks, particularly for
investment-grade companies.

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the ratings tab on the issuer/entity page on
www.moodys.com for the most updated credit rating action information and rating history.
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We expect the rapid rise in inflation in recent months to subside. However, the steep and broad-based increase in prices is eroding
household purchasing power and could weaken the economic recovery. The Russia-Ukraine crisis injects new risks into our economic
outlook, with inflation probably remaining high for longer, weakening economic growth and making financial markets jittery.

Benchmark rates are rising, but spreads remain attractive for property investors
Long-term interest rates are rising from historically low levels and will probably push property yields higher during the next 12-24
months. However, spreads over benchmark bonds, particularly in Western Europe, are above the 20-year average so can withstand
moderate compression and remain attractive for capital allocation (Exhibit 3). This will support underlying property values during the
next 12-18 months.

Exhibit 3

Solid commercial real estate spreads will support broadly stable property yields over the next 12-18 months
Spread in percentage points
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1) Spread for each market is calculated as the difference between the average prime commercial properties' yield and the 10-year government bond.
Sources: CBRE Research — Forecast first quarter 2022 and Moody's Investors Service

As Exhibit 4 shows, spreads in Central Eastern Europe (CEE) are much tighter. This increases the risk that property yields will widen and
values correct earlier, particularly if rental growth lags inflation or local currencies sharply depreciate and investment sentiment in the
region materially deteriorates in light of heightened geopolitical risks. These have intensified the expansion of long term benchmark
rates.

Exhibit 4

Commercial real estate spreads are narrowing in Central Eastern Europe
Spread in percentage points
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1) Spread for each market is calculated as the difference between the average prime commercial properties' yield and the 10-year government bond.
Sources: CBRE Research — Forecast first quarter 2022 and Moody's Investors Service

3          10 March 2022 Real Estate — Europe: Strong market liquidity balances inflation risks and macroeconomic uncertainty

https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1318584
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1320748
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1320748
https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBC_1318407


MOODY'S INVESTORS SERVICE CORPORATES

The Czech Republic (Aa3 stable) and Poland (A2 stable) have stronger economies and banking systems and greater market liquidity.
These factors will help protect real estate valuations.

Property rents and values across CEE will also largely depend on supply and demand conditions. The pandemic-driven slowdown in
construction activity and subsequent sharp rise in construction costs will curb new speculative supply. However, the amount of new
supply will remain higher in CEE than in core European markets, increasing the region's vulnerability in a cyclical downturn.

Real estate companies in structurally favoured segments like logistics will be better positioned to cope with rising inflation and long-
term benchmark rates. Strong demand will continue to support their rent and value growth. Rents and values in other asset classes like
shopping centres are more likely to erode if inflation weakens consumer purchasing power and household spending.

As a result, the absolute level of spreads over benchmark bonds will depend how investors perceive risk across the different sectors and
regions.

Rising interest rates alone will not necessarily lead to immediate property value corrections in the next 12-18 months, especially if the
economic backdrop supports property demand. However, several risks add to macroeconomic uncertainty including the Russia-Ukraine
military conflict, a potential worsening of the pandemic, repeated supply shocks, monetary policy missteps and asset market volatility.
These could dampen the economic outlook, weighing on the stability of property rents and values and the sector's credit quality.

Abundant market liquidity continues to support real estate transactions, including rising M&A
Investment volumes across European real estate bounced back strongly in Germany, the UK, Sweden and Spain by the end of 2021. The
rebound was aided by strong capital inflows across the region, but also recovering foreign capital inflows (Exhibit 5).

Exhibit 5

Market liquidity has recovered swiftly
Amounts, € million
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According to real estate services firm Savills, more than 1,250 global real estate funds were in the market, with almost $365 billion in
available liquidity.1

The largest institutional investors active in Europe, based on spending in the year to September 2021, included Blackstone, Brookfield
AM, Union Investment, AXA Group, GIC, Allianz, BVK and AEW.2 CBRE forecasts that investment volumes will rise by up to 5% in
2022.3

High investor demand for logistics and multifamily residential properties will continue to outpace available assets, driving yield
compression and propping up values. Solid investor appetite for centrally located prime office properties in core markets like London,
Paris and Berlin will also support valuations. Investment appetite for nonessential retail and hotel properties will be more subdued, with
future performance sensitive to secular trends and the potential for further coronavirus disruption.

Real estate companies have good access to capital. As Exhibit 6 shows, they issued around €57 billion of bonds in 2021, almost double
2020s €29 billion and around €11 billion of equity.4
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Exhibit 6

Companies have successfully diversified into public debt markets
Amounts, € million
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Companies have used proceeds to support liquidity, manage debt maturities and fund organic and inorganic growth.

We expect M&A to continue because there are limited opportunities for organic growth thanks to rising construction prices, labour
shortages and more restrictive construction permits in core European markets' main cities. We expect more M&A in operationally
intensive assets like data centres, self storage and healthcare properties. These sectors are generally undersupplied and highly
fragmented. Long-term trends like digitalisation and demographics provide good operating income and value prospects.

As Exhibit 7 shows, M&A in the sector recovered in 2021, fuelled by low funding costs and attractive discounts to net asset values.5

Exhibit 7

M&A activity was strong in 2021
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Value-based leverage ratios remain moderate (Exhibit 8). Companies, especially investment-grade ones, have balanced financial
policies with a mix of debt and equity funding. Declining yields have also increased property values, particularly in the multifamily
residential and logistics segments. Higher leverage as a result of acquisitions is generally balanced by companies' greater scale and
more diversified operations. However, rising net debt to EBITDA ratios are a credit concern because these reduce a company's debt-
servicing ability and increase risk, particularly if financial conditions tighten further (Exhibit 9).
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Exhibit 8

Effective leverage remains moderate
Total debt/gross assets

Exhibit 9

However, debt to earnings ratios are rising
Net debt/EBITDA
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Structural changes continue to drive diverging rental and valuation outlooks
The pandemic has accelerated several trends, with some subsectors rents and valuations performing more strongly than others, as
Exhibits 10 and 11 show.

Exhibit 10

Solid performance of prime rents for office and logistics segments
Nominal prime rents growth indexed, 2019=100

Exhibit 11

Flight to safety drives strong yield compression and value growth in
the logistics segment
Prime capital value growth indexed, 2019=100
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The environment will remain tough for retail landlords in the next 12 months. To protect their rental income and property values,
shopping centre landlords like Unibail-Rodamco-Westfield (Baa2 stable), Corio N.V. (Klépierre S.A., Baa1 stable), Hammerson (Baa3
stable) and Atrium European Real Estate (Baa3 review for downgrade) will need to change their tenant mix and leasable space to reflect
retailers' new omnichannel models and to draw more shoppers with dining, entertainment, beauty and fitness facilities.

Companies like Citycon (Baa3 stable) in the Nordics and Lar España in Spain benefit from portfolios with diversified retail assets. This
allows them to offset tougher operating conditions for shopping centres with retail parks' stronger performance.
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The credit quality of the logistics companies we rate will continue strengthening. Strong and unfilled demand for warehousing and
distribution space is fuelling this structural improvement, driven by global supply chain reconfiguration, safety inventory built-up and
surging e-commerce (Exhibit 12).

Exhibit 12

The shift to online shopping is fuelling long-term demand for warehousing and distribution space
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Very low vacancy rates will support strong logistics rental growth, especially in markets like the UK, Germany, France and the Czech
Republic, where land for new development is limited.

Employees are returning to the office but seeking more flexible work arrangements, driving a shift to hybrid work spaces. How far
this will lead to lower space needs will only become clear in the next two to three years as contracts roll off. So far, letting activity is
recovering, driven by the economic rebound fuelling office-based employment growth across European cities.6 Tenants will increasingly
seek out high quality, sustainable and well-located office premises with some amenities and flexible space components. Prime office
landlords, which tend to have a larger share of these properties in their portfolios, include Land Securities PLC (Landsec, P-1 negative),
Gecina SA (A3 stable), Vasakronan AB (A3 stable), PSP Swiss Property AG (A3 stable), Swiss Prime Site AG (A3 stable), Entra ASA (Baa1
stable), Inmobiliaria Colonial SOCIMI, S.A. (Baa2 positive) and its subsidiary Société Foncière Lyonnaise (SFL), CA Immobilien Anlagen
AG (Baa3 negative), Fabege AB (Baa2 stable), Globalworth Real Estate Investments Limited (Baa3 stable) and Canary Wharf Group
Investment Holdings (Baa3 negative).

Under our baseline economic scenario, prime office vacancy rates will decline in the next 12-18 months, as Exhibit 13 shows.

Exhibit 13

The recovery of leasing activity will drive vacancy rate across prime offices down from the 8% reached in 2021
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Less central locations will take longer to recover than central business districts (CBDs). Companies with more secondary office space
which is older, lower quality and less central will need to invest to upgrade or convert existing properties to retain and attract tenants
and remain competitive.

The risk of speculative oversupply in the office market is limited in most markets, although some CEE cities like Budapest will have
high stock growth in the next two years. According to commercial real estate services and investment firm CBRE, less than half of the
2022-23 construction pipeline will reach the market as a speculative space. 7

We expect strong and unfilled demand for data centre assets to drive up rents and valuations for data center specialist Global Switch
Holdings (Baa2 stable) and Merlin Properties (Baa2 stable). Merlin is diversifying into data centers with some initial investment. CBRE
forecasts that by the end of 2022, data centre stock across the main hubs of Frankfurt, London, Amsterdam and Paris will be up 124%
from 2017. 8

Increased urbanisation, shrinking household size and structural undersupply of urban housing continues to drive rental demand for
multifamily residential units. As a result, we expect a positive operating performance and stable credit quality for the German and
Nordic landlords we rate in this segment. The defensive nature of this asset class, particularly in regulated markets like Germany and
Sweden, is driving rising capital allocation, resulting in strong yield compression and rising capital values. Growing student numbers and
undersupply are positive for the operating environment of student housing focused companies like the Unite Group (Baa2 positive),
GCP Student and Xior Student housing.

Ageing populations and growing healthcare spending across Europe will boost long-term demand for nursing and care homes. 9 Large
and diversified landlords like Aedifica and ICADE Santé will also benefit from tight supply and high market fragmentation. However,
these companies need to navigate different regulatory environments, welfare systems and funding schemes across Europe and are
exposed to greater counterparty risk, although this is balanced by tenant diversification. Operating performance is closely connected
to the performance of healthcare operator partners, with Orpea, Korian, DomusVi (B2 stable) and Colisee Group (B2 stable) some of
Europe's largest.

Rising regulation addressing carbon transition and housing affordability introduces credit risks
The building sector is Europe's single largest energy consumer, accounting for around 40% of total consumption.10 Requirements to
reduce net greenhouse gas emissions will increase capital spending needs, with investor appetite continuing to diverge. Companies
with weaker credit quality and without environmental targets are at greater risk of asset obsolescence and reduced access to capital
as regulation increases.11 Institutional investors are tightening their investment criteria as a result of rising regulation around ESG
disclosure and investment eligibility.

The European Commission estimates additional annual spending of €275 billion on building renovations to reduce net greenhouse
emissions by at least 55% by 2030, compared with the €85 billion-€90 billion invested each year at the moment.12 Total annual capital
spending in the 12 months to 30 September 2021 for the companies we rate and a few other public companies was around €12 billion,
or around 2% of total asset value. Annual capital spending to fund upgrades to comply with environmental targets and protect rents
and values and credit quality will need extra funding. If companies raise this largely through debt, leverage will increase.

The balance sheets of higher-rated companies will generally be strong enough to withstand rising investment needs, supported by
more funding available for ESG-linked investments and the expanding use of proceeds (Exhibits 14 & 15).
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Exhibit 14

Green, social, sustainability and sustainability linked (GSSS)
issuance that contributes to real estate soared in 2021
$ billion

Exhibit 15

Wide variety of use proceeds from European GSSS issuance
between 2013-21
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Regulatory risk is also increasing because of rising social pressure on governments in Europe to improve housing affordability. According
to Eurostat, EU rents rose 16.0% and house prices by 38.7% between 2010 and the third quarter of 2021 (Exhibit 16). As Exhibit 17
shows, total housing costs already consume a high share of disposable income.

Exhibit 16

Rising house prices and rents across the EU
Exhibit 17

Housing affordability has deteriorated across many countries
Rent and mortgage costs as % of household income
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Rising interest rates and associated higher mortgage costs could further limit access to the property ladder. This would exacerbate
the rental supply and demand imbalance across Europe. It would also increase social pressure on governments to regulate rent prices,
which will limit the rental growth prospects of multifamily residential companies. Very stringent rental price regulation would be a
credit negative, given it could reduce valuations and increase uncertainty for investors.
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Appendix

Exhibit 18

Moody's rated real estate companies

Source: Moody's Investors Service
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» Logistics Real Estate – Europe: Operating environment's structural improvement strengthens credit quality, 8 December 2021

» REITs and REOCs – Global: 2022 Outlook mostly stable on improving economic outlook, greater mobility (Slides), 1 December 2021

» Real Estate – Nordics: Credit quality to remain broadly stable, liquidity key risk, 26 November 2021

» REITs & REOCs – Global: Grocery, necessity focused shopping centers lead retail REIT recovery, malls struggle, 9 November 2021

» Real Estate Investment Trusts & Real Estate Operating Companies – Europe: Concentrated ownership, cross holdings and joint
ventures heighten governance risks, 28 September 2021

Endnotes
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5 Based on the EPRA Annual Market Review and Developers' Research Benchmark.
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8 Market Outlook 2022, 9 December 2021, CBRE Research
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10 A Renovation Wave for Europe — greening our buildings, creating jobs, improving lives, 14 October 2020, European Commission
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