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Covered Bonds, CMBS, Banks, Corporate Real Estate - Europe

Rising interest rates will weaken commercial
property values and raise refinancing risk
Summary
Rising interest rates in Europe will weaken commercial real estate (CRE) market values over
the next 18 months. Weakening CRE values will hamper borrowers' ability to refinance
CRE loans and increase the risk of losses in a workout scenario, a credit negative for banks,
covered bonds, commercial mortgage-backed securities (CMBS) and corporate real estate
issuers.

» Refinancing risks will increase as rising interest rates weaken CRE values.
Increasingly restrictive monetary policy and weakening economic conditions in Europe is
weighing on stretched CRE market values. Weakening property values imply a heightened
risk that CRE loan borrowers will be unable to refinance their debt without equity
injections. If the refinancing of outstanding CRE debt fails, creditors face the risk of losses
as they enforce their security and try to liquidate the property in a depressed market.

» Default risk is lower during the loan term than at refinancing, but is increasing
as economic conditions deteriorate. The risk that CRE sponsors will default on their
debt during the loan term is lower than the risk they face to refinance their loans. Most
CRE rental contracts in Europe allow for rent increases with inflation, which will support
borrowers' abilities to service their debt in the current inflationary conditions and fixed
loan interest rates will mitigate risks in an otherwise rising interest rate environment.
However, deteriorating economic conditions will also increase default risk and this risk will
be exacerbated by structural shifts like online shopping and working from home.

http://www.surveygizmo.com/s3/1133212/Rate-this-research?pubid=PBC_1345553
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Refinancing risks will increase as rising interest rates weaken CRE values
Rising interest rates and weakening economic conditions in Europe will lead to a decline in CRE values over the next 18 months. Lower
CRE values will hamper borrowers' ability to refinance CRE loans and increase the risk of losses in a workout scenario.

Rising interest rates are weighing on CRE market values
Our analysis suggests that CRE properties in most European markets are overvalued, heightening the risk that values will decline as
interest rates rise. For prime CRE markets in Western Europe, current CRE cap rates - a measure of the rate of return from property
based on the income it generates - are 150 to 200 basis points below long-term averages, as Exhibit 1 shows.

Exhibit 1

CRE cap rates are significantly below long-term averages
CRE cap rates for select European countries
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Sources: Cushman & Wakefield and Moody's Investors Service

Increasingly restrictive monetary policy is weighing on stretched CRE market values. Rising central bank lending rates and government
bond yields have reduced the CRE risk premium, which is investors' reward for taking on CRE-specific risks.1 Over the last decade and
until the end of 2021, high CRE risk premiums have supported CRE market values, offsetting compressed cap rates. As Exhibit 2 shows,
the situation has turned in 2022, as rising government bond yields, and hence contracting CRE risk premiums, put downward pressure
on CRE market values.

This publication does not announce a credit rating action. For any credit ratings referenced in this publication, please see the issuer/deal page on https://ratings.moodys.com for the
most updated credit rating action information and rating history.
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Exhibit 2

CRE risk premiums are contracting
CRE risk premium over the 10-year government bond yield as proxy for risk-free rate
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Tighter monetary policy has resulted in a sea change for CRE financings that closed last year when CRE investors and lenders, in
particular non-bank lenders, had a high risk-appetite. Loans that closed over the past few years on inflated property values are now
significantly riskier because the implied leverage has risen, as increasing loan-to-value ratios (LTV) illustrate. As an example, we
considered a hypothetical loan originated at a 65% LTV in June 2021 for a prime London office property with stable high-quality cash
flow. As Exhibit 3 shows, the value of such a property would hypothetically decline by 20% and the LTV increase to 81% given rising
interest rates and cap rates.

Exhibit 3

Rising interest rates weaken CRE values and increase LTVs
Hypothetical example of how cap rate changes increase LTVs

 June 2021 October 2022

Rental income 400,000 440,000

Yield UK 10-year Gilts 0.7% 3.5%

CRE risk premium 3.3% 2.0%

Cap rate 4.0% 5.5%

CRE property value                                      10,000,000                                        8,000,000 

Property value decline 20%

Secured CRE loan 6,500,000 6,500,000

LTV 65% 81%

Rental income reflects the annual stabilized net rent expectation. CRE risk premium for the October 2022 example is the long-term average for prime London office properties.
Source: Moody's Investors Service

Weakening CRE values will hamper borrowers' ability to refinance CRE loans
Higher LTVs because of reduced property values imply a heightened risk that CRE sponsors2 will be unable to refinance their CRE loans
without equity injections. We expect that for prime properties, the risk to refinance a loan at its maturity is below 10% for 65% LTV
loans, but up to 40% for 81% LTV loans3.

As a result, CRE sponsors will likely need to provide additional equity to refinance their CRE loans, or lose control of their investments.
The latter constitutes a loan default event.
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Typically, CRE loans have a three to five year maturity, implying that 20% to 30% of the outstanding CRE loans come up for
refinancing each year. However, lending availability has reduced for the following reasons:

» Non-bank lenders have been active in this market segment in recent years, offering borrowers more competitive lending terms than
banks. But this funding source is becoming scarcer.

» Banks are ready to lend but have reduced their risk appetites, something that is evident in their tightening of lending conditions.
Loans above 60% LTV are increasingly costly to fund, for example because they are not available for funding via covered bonds,
which are a cost-effective and reliable funding tool for banks.

In some markets, the gap between the expected rental cash flow that the CRE property generates and the cost of borrowing is
tightening, a credit negative. One reason this is occurring is the rise in benchmark interest rates like the Sterling Overnight Index
Average (SONIA) and Euro Interbank Offered Rate (Euribor). Corporate real estate issuers are also facing significantly higher interest
charges, with the cost of unsecured funding having more than doubled for many issuers.

Lower CRE values also result in higher risk of loan losses in a work-out scenario
If the refinancing of outstanding CRE debt fails, creditors face the risk of losses as they enforce their security and try to liquidate the
property in a depressed market. Historically, credit losses have spiked during CRE downturns. For example, in aggregate, 9% of the UK
banks' pre-crisis stock of CRE debt was written off between 2008 and 2014, while lenders with lower-quality underwriting standards
typically had write-off rates above 20%.4

Exhibit 4

Loan losses rise sharply during a CRE crisis
Value of loans removed from banks' books and charged against loss reserves
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Charge-off rates (annualized): Flow of a bank's net charge-offs (gross charge-offs minus recoveries) during a quarter divided by the average level of its loans outstanding over that quarter.
Commercial real estate loans (excluding farmland); all commercial banks; USA.
Source: Federal Reserve

The increasing risk of losses is credit negative for bank, covered bond, corporate and CMBS creditors
While growing risk of losses is credit negative for bank lenders, their covered bonds, CMBS and corporate real estate issuers, the level of
risk varies across these sectors.

Bank lenders
For banks, we expect bank lending to replace some of the volumes previously provided either by the bond markets or non-banking
investors. Banks in the largest markets and with the highest exposures, like in Sweden, Denmark, Germany or Austria have the capacity
to continue to lend.

The impact on the banking industry will be moderate, with the current credit quality of the CRE loan books being strong. Risk costs
from CRE loans will rise from the extremely low levels observed in recent years and non performing loans will start to rise. The effect on
bank lenders will be two-fold:
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» Rising provisioning needs, operating and refinancing costs will pressure profitability. However, the environment in which rates rise
will also boost revenues, with a higher risk margin providing a buffer to deal with the cost challenges.

» Deterioration in the asset quality will lead to a rise in risk-weighted assets, increasing the nominator for capital ratios. Capital ratios
will only remain stable if banks are able to retain sufficient profits to balance the effect of rising risk weights.

Exhibit 5

Nordic banks are most exposed to commercial real estate
CRE lending as % of total equity as of 2021
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Banking systems in countries where there is an economic recession combined with strong interest rate rises will be particularly exposed
to downside risks, but also those with significant specialised commercial real estate lenders, as Germany.

Buffers available to deal with the challenges are robust for the most exposed counties - the Nordic banks are amongst the best
capitalized in Europe.

Covered bonds
Rising risks in CRE cover pools increase the credit risks for covered bonds backed by these assets. However, covered bond investors
benefit from recourse against the issuing bank, so it is only after the insolvency of the bank supporting the covered bonds that covered
bonds are expected to rely on the assets in the cover pool. Risks on the performance of the cover pool are mitigated by law- or
contract-based provisions that aim to ensure that the cover pool is of high credit quality, such as provisions include a maximum 60%
LTV limit. Historically, many issuers have also mitigated increased collateral risk by providing additional assets in the cover pool and by
replacing non-performing loans with performing assets.

CMBS
CMBS noteholders receive a pass-through of the interest and principal received from the underlying loan or loans backing the deals.
Rising interest rates and falling property values therefore are credit negative for CMBS. However, even if the underlying CRE loan
defaults, that does not necessarily translate into a default on the CMBS due to several factors. First, the CMBS notes have a legal final
maturity date that is longer than the maturity date of the underlying loan. This “tail period” is typically five to seven years.5 As such, a
CRE loan maturity default does not necessarily result in a default on the CMBS. The tail period allows the special servicer to gradually
work out the loan so as to avoid a forced liquidation while also maximizing recoveries for the CMBS noteholders. Second, the senior
notes benefit from credit enhancement such that the junior notes are first to absorb losses. Thirdly, the noteholders benefit from a
liquidity reserve that is available to pay timely interest on the notes; this liquidity feature is typically for the exclusive benefit of senior
CMBS notes.

In addition to the above-mentioned structural features that enhance the CMBS securities, Moody’s incorporates a minimum yield into
its analysis to allow for greater stability in its property values throughout the market cycle. In the case of peak market conditions with
low property yields, the minimum yields effectively cap our value assessment for a given property cash flow6. Exhibit 6, illustrates the
concept behind minimum yields. In this example, consider historic yields for prime London Office in the City Core of Central London,
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which ranged from 3.88% to 6.75% over the past 20 years according to data from Cushman & Wakefield. Based on historic yield and
broker information on the property type, as well as our perception of the value volatility risk for this type and quality of property, we
have determined an applicable minimum yield of 5.5%. Assuming a market value-based underwriter LTV of 60%, a given property cash
flow and a market yield of 4.0%, Moody’s LTV would be at least 82% through the application of the minimum yield of 5.5%. In other
words, Moody's value is 27% below the market value.

Exhibit 6

Moody's minimum yield concept allows for greater stability of Moody's property value
Comparing prime London office cap rates to Moody's minimum yield
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Corporate real estate issuers
In September 2022, our outlook for European corporate real estate companies turned negative. Real estate corporates have entered
this more difficult environment at materially lower leverage - around 50% LTVs - than before the financial crisis in 2008. Nonetheless,
as values fall, some real estate corporates may have to sell assets below carrying value in a challenging investment market to maintain
their leverage targets. Weak capital market conditions will materially increase future funding costs in unsecured public bond markets
for corporate real estate issuers, and fixed-charge coverage will weaken as companies refinance or raise new debt. We expect many
companies will opt for cheaper, secured bank funding, reversing the shift toward substantial debt funding through public bond markets
over recent years. The growing reliance on secured bank debt will reduce companies' financial flexibility and weaken unsecured
bondholders' protection as unencumbered assets are pledged. We expect companies' access to equity capital to decline, given that
most publicly-listed European real estate corporates are trading well below their net asset values.
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Haircuts smooth commercial real estate values through the property cycle for covered bonds

We apply property value haircuts to smooth inflated CRE market valuations, when we assess the collateral risk for covered bonds backed by
CRE mortgages.

The size of the haircuts for inflated CRE market valuations primarily depend on (1) the extent that the CRE cap rate at the time of appraisal is
lower than the long-term sustainable cap rate and (2) the CRE risk premium7 at the time of appraisal. If the cap rate at the time of appraisal is
lower than the long-term sustainable rate, we apply a haircut.

Our through-the-cycle property values are more stable than market values when macroeconomic conditions shift. In situations where rising
long-term interest rates increase CRE risks, our collateral score8 for covered bonds may worsen. However, because we base our collateral
scores on through-the-cycle property values, collateral score changes are likely to be more limited than if we based them on more volatile
market values.

Our property value haircuts have increased since 2016 when cap rates started to fall below their long-term averages. Further, in the first
quarter of 2021, we increased property value haircuts further in markets where the CRE risk premium started to contract. We currently adjust
CRE market values for Western European markets by between 20% and 40%, to derive the through-the-cycle property value as an input for
our collateral risk modelling. This means the effect of rising interest rates is to a large extent already incorporated in our collateral analysis. As
CRE values fall, and cap rates widen and return to the long-term average, we may reduce our haircuts to avoid pro-cyclical effects.

For further details, see our explanatory comment on how haircuts smooth commercial real estate values through the property cycle.

Default risk is lower during the loan term than at refinancing, but is increasing as economic conditions
deteriorate
The risk that CRE sponsors will default on their debt during the loan term is lower than the risk they face to refinance their loans. Most
CRE rental contracts in Europe allow for rent increases with inflation, which will support borrowers' abilities to service their debt in
the current inflationary conditions and fixed loan interest rates will also mitigate risks in an otherwise rising interest rate environment.
We expect economic growth to decelerate in the euro area over the next year but do not forecast a severe recession in our baseline
scenario (Exhibit 7), limiting the risk that many tenants default or vacate their space and therefore impede borrowers' ability to service
their debt. However, deteriorating economic conditions will also increase default risk and this risk will be exacerbated by structural
shifts like online shopping and working from home.
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Exhibit 7

Economic growth in the euro area will decelerate in 2023
Baseline and downside scenario forecasts for major euro area countries

      Baseline          Downside       

2021 2022 2023 2021 2022 2023

Euro area 5.2 2.5 0.3 5.2 0.5 to 1.5 -3.5 to -2.5

Real GDP % change Germany 2.6 1.4 -0.4 2.6 0.0 to 1.0 -5.0 to -4.0

France 6.8 2.1 0.5 6.8 1.0 to 2.0 -1.0 to 0.0

Italy 6.6 2.7 0.0 6.6 -0.3 to 0.7 -4.5 to -3.5

Euro area

Inflation rate % Germany 5.7 8.6 3.2 5.7 11.7 2.9

France 3.4 5.7 2.4 3.4 8.0 3.0

Italy 4.1 7.5 3.3 4.1 10.0 5.0

Euro area

Unemployment rate, % Germany 3.6 3.3 3.8 3.6 3.5 4.7

France 7.9 7.0 7.3 7.9 7.1 8.5

Italy 9.5 8.4 8.5 9.5 8.6 10.0

Euro area real GDP growth is an aggregate growth of seven euro area economies. Inflation rate is change December to December.
Source: Moody's Investors Service

Vacancy rates for prime properties in Europe are typically below their long-term average. For example, the vacancy rate for prime office
space is 7%, less than the 15-year average of 8%. At the same time, structural shifts are reducing demand for certain types of CRE. For
example, online shopping is reducing the demand for certain types of retail property and working from home is reducing demand for
office space. Exhibit 8 highlights some of the factors influencing supply and demand fundamentals for different types of commercial
property in Europe.

Exhibit 8

Structural shifts are reducing demand for some types of CRE
Retail and office face higher risks than logistics and residential (multi-family) properties

Source: Moody's Investors Service

We expect aggregate rental income to continue growing moderately in the current high inflation environment, which will support CRE
borrowers' ability to service their debt. This will particularly be the case if the commercial leases include periodic rent increases tied
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to inflation rates and the landlord can rely on long-term leases to tenants of high credit strength. However, a sharp macroeconomic
deterioration in Europe would hurt demand and limit commercial landlords' ability to impose rent increases. Exhibit 9 shows that in
most European markets rents increase with inflation.

Exhibit 9

CRE rents in Europe typically increase in line with inflation
Typical lease term and rent review mechanism for select countries

 Lease term Rent review mechanism

Austria 3 to 7 years Often linked to CPI

France 3 years (with break options) Typically linked to ILAT

Germany 5 years with 5 year extension option Long-term leases typically linked to CPI

Norway 3 to 5 years (8 to 10 years for new buildings) Linked to CPI

Spain 3 to 5 years Linked to CPI

Sweden 3 to 5 years Linked to CPI

UK 10 to 15 years (with break options typically after 5 years) Typically reviewed every 5 years

CPI - Consumer Price Index. ILAT - Indice des Loyers des Activities Tertiares, a cost index for properties.
Source: Moody's Investors Service

Fixed interest rate arrangements support debt servicing ability. CRE loans typically have hedges against rising interest rates, either
because the loan is fixed-rate or the borrowers have obtained swaps and caps from their lenders to mitigate interest rate risk. However,
such hedges do not necessarily cover the whole loan amount or, for longer-term CRE financings, the whole loan term, leaving some
sponsors exposed to the risk that rising loan rates eliminate the profitability of their investment.
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MOODY'S INVESTORS SERVICE CROSS-SECTOR

Moody’s related publications

» Real Estate - Global: Stable outlook amid uncertainty on low vacancies, rent growth, adequate liquidity; 4 September 2022

» Sweden: Real estate refinancing risk worsens, but impact on banks manageable; 26 September 2022

» Hybrid work will weaken demand for office space, with modest credit impact; 18 July 2022

» Covered bonds: Explanatory comment - Haircuts smooth commercial real estate values through the property market cycle; 26 April
2021

To access any of these reports, click on the entry above. Note that these references are current as of the date of publication of this
report and that more recent reports may be available. All research may not be available to all clients.

Endnotes
1 The CRE risk premium is the additional (expected) return from CRE investments over government bond yields.

2 The sponsor is the entity holding the equity stake in the CRE investment, while another entity is set up as borrower and property owner.

3 LTV based on Moody's stressed property value

4 Bank of England, Financial Stability Report, December 2015, Issue No.38

5 See section 7.2 - The Impact of Tail Periods in Moody's Approach to Rating EMEA CMBS Transactions.

6 See Appendix 2: Minimum Yields, in Moody’s Approach to Rating EMEA CMBS Transactions

7 The CRE risk premium is the additional (expected) return from CRE investments over government bond yields.

8 The collateral score is our measure of losses that arise on the cover pool as the credit quality of CRE loans deteriorates.
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