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Executive Summary

ECONOMY

e The Eurozone economy skirts a mild, technical recession as interest rates bite.
e Falling inflation and slower economic activity bolster the case for rate cuts in 2024.
e A gradual recovery should begin later this year, powered by building inventories and a
consumer recovery.
PROPERTY MARKETS
e The lowest yielding assets in sectors and locations with the best long-term outlook have
suffered the most pain.

e A brief and relatively shallow rental cycle slowdown should be insufficient to induce a
second re-pricing leg and unlikely to push property yields up further.

e The timing of recoveries in property pricing by geographies and sectors likely will occur in
line with variations in real estate debt refinancing funding gaps.

e Office: Tightening CBD vacancy rates and a shift in demand to Grade A bode well for a
wider rental premium for best-in-class space.

e Retail: Improving outlook; we expect omnichannel experimentation to rise.

e Industrial: Take-up and rental growth are moderating, but from record levels; structural
tailwinds remain supportive.

e Residential: The lagged impact of interest rate hikes is now filtering into house prices.
Without a significant rise in unemployment, a modest correction in house prices was always
anticipated.
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Economic Outlook

The Eurozone narrowly avoided technical recession in the second half of 2023, with GDP growth in
the third quarter just -0.1%, while the fourth quarter was stagnated. Tight monetary conditions have
constrained consumer and investment spending. Germany also remains a notable soft spot for
Eurozone growth.

High frequency survey data remains contractionary and below the 50 threshold that would indicate
positive growth. In January, the Eurozone composite PMI improved slightly to 47.9, manufacturing
also clawed back some ground to 46.6, services is close to recovery but declined slightly to 48.4.

Eurozone inflation was 2.9% in December 2023, up from a two-year low of 2.4% in November,
largely due to the energy subsidy withdrawal (Figure 1). While this tempered the market’s
expectations of rapid rate cuts as soon as this March, the general downward trend remains near
immutable from a peak of over 10% in late 2022. Core inflation is also slowing, at 3.4% in December.
The U.K.’s return to price stability continues to lag and be a little more volatile.

Looking ahead, the Eurozone economy is likely to continue to struggle, but a gradual recovery should
begin later this year. This will be powered by a continued building of inventory stocks, and a
consumer recovery with households regaining real purchasing power as interest rates begin to fall
and wages outstripping inflation for the first time in many years.

FIGURE 1: EUROPEAN INFLATION (CPI)
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Source: Oxford Economics. As of January 23, 2024.
The U.S. Federal Reserve, which sets the tone for all central bank monetary policy, tentatively tabled

three rate cuts in 2024, starting in the third quarter. That trajectory is a little more moderate than what
the equities rally toward the end of 2023 had initially anticipated.
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Oxford Economics expects Eurozone economic growth of 0.6% p.a. this year, compared to 0.5% p.a.
in 2023, rebounding to 1.8% and 2.0% in 2025 and 2026, respectively. Geopolitical tensions remain
the primary source of downside risk.

With the economy hopefully shifting through a shallow and brief recession, inflation tracking back to
target, and interest rates beginning to fall, the shift to the arrival of the recovery phase of the property
cycle is on track.

FIGURE 2: GDP COUNTRY FORECASTS (% P.A.)

2022 2023 2024 2025 2026 2027 2028  2024-2028

France 25%  0.8% 0.6% 2.1% 2.4% 18%  12% 1.6%
Germany 19%  -02%  -01%  15% 2.0% 18%  14% 1.3%
ltaly 3.9%  0.7% 0.5% 1.2% 0.8% 05%  0.2% 0.6%
Netherlands 4.4%  0.0% 0.7% 2.5% 1.7% 11%  11% 1.4%
Spain 58%  2.4% 1.4% 1.8% 1.7% 16%  16% 1.6%
Sweden 3.0%  -0.3% 0.0% 1.9% 2.2% 20%  1.8% 1.6%

4.4%  0.3% 0.6% 1.6% 1.9% 15%  1.4% 1.4%

United Kingdom

Source: Oxford Economics. As of January 2024.

FIGURE 3: EUROPE INTEREST POLICY RATES FIGURE 4: EUROZONE GDP
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Source: Eurostat. As of January 2024. Source: Oxford Economics. As of January 2024.
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Capital Markets

Having traversed the pandemic on government life-support
(i.e., further QE, rate cuts, worker furlough schemes, etc.),
Europe’s property markets have been subject to a series of
further external shocks. First, the post-pandemic double-
digit surge in the cost of living, exacerbated by a Ukraine-
induced energy crisis last winter, followed by sharp interest
rate hikes intended to stall the economy in an effort to
restore price stability. Key Euro market rates are up from
zero to around 2.5% today.!

Property pricing has felt the full brunt of higher borrowing
costs and ‘risk-free’ rates. The lowest yielding assets in
sectors and locations with the best long-term outlook based
on demographics, technology, and ESG/climate change
have suffered the most pain. In the past two years, yield
impacts were nearly -40% in offices yet less than -15% for
shopping malls, where years of online retail attrition meant
values had less of a peak to fall from (Figure 5).

Rate hikes also took the wind out of rental markets in 2023.
Growth has slowed but remains positive in markets
characterized by chronic shortages of modern stock; itself a
symptom of increased banking oversight limiting
development activity over the past 15 years. The anticipated
brief and relatively shallow rental cycle slowdown (see
sector commentary) should be insufficient to induce a
second re-pricing leg and unlikely to push property yields up
materially further.

Central bankers’ next moves remain highly “data
dependent”, although the broad direction (if not the
magnitude) of interest rates and therefore market property
yields likely remains downward in 2024. This is reflected in
rate-sensitive REIT pricing, which although drawing back in
January, remains up around 20% from three months ago
(Figure 6).

AEW identifies an approximately €90 billion debt funding
gap that will weigh on the European market recovery over
the next three years.? The most pronounced pinch points
are in Germany, where yields have moved from a lower
base and loan-to-value (LTV) numbers have blown out
furthest, and Sweden, where investors took more leverage,
especially in their large REIT sector. Conversely, pressures
are lowest in the industrial property sector, and
geographically in the U.K. (Figure 7). We suspect the timing

1 3-month EurLIBOR 5-year swap. As of January 25, 2024.
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of individual market recovery will occur in line with where

these funding gaps are smallest.

FIGURE 5: EUROPEAN PROPERTY: RE-PRICING
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FIGURE 6: REIT PRICES
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FIGURE 7: DEBT FUNDING GAP
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Occupier Markets

OFFICE SECTOR of growth will likely slow, as subdued economic conditions
weigh on office demand.

Office take-up data show demand is shifting up the space

quality spectrum. Back in 2018-19, grade A space FIGURE 8: PRIME OFFICE TAKE-UP

accounted for 42% of total annual take-up. Today, it has

risen to just over 50% (Figure 8). As hybrid working and

ESG become fully embedded, and companies “firm-up”

their office space and specification requirements, we

expect demand for high-quality, well-located space to rise

further.

55%
50%
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This demand shift can be seen in the divergence in office
vacancy rates, with central business district (CBD)
vacancies now falling and overall market vacancy rising
(Figure 9). This trend is expected to continue, with
forthcoming lease expiries pushing up overall market 30%
vacancy and forcing landlords to decide what to do with 2018 2019 2020 2021 2022 Q1-Q3
their existing space (e.qg., re-let, refurbish, repurpose). 2023
CBD vacancy will further tighten as competition for well-
connected grade A space intensifies; we expect rental

40%

35%

Prime (% total take-up)

Source: Cushman & Wakefield. As of Q3 2023.

premiums to emerge for best-in-class space. FIGURE 9: EUROPEAN OFFICE VACANCY
With the pandemic in the distance, we are confident that 14% -
for most corporates, physical offices will remain integral, .

hybrid working, however, could mean reduced footprints. é 12% -
Assuming the relationship between employment growth g 10% -
projections and office demand remains intact (Al's impact ©

remains uncertain), this bodes well for the five-year office o 8% -
demand outlook, with more than one million square meters &“" 6% |
of potential office requirements in London and Paris.3 “c>"

Higher interest rates have put downward pressure on § 4% 1
capital values across all CRE sectors. It is offices that > 204

: o ORI ANNITNON®D DO o N D
have recorded the biggest yield impact at around -40%, 8888 ddgddgdgggggeyad
. - 4 N AN AN AN NN NN AN AN NN ANANANNNAN
albeit rents are up about 10% over the same period.
Ongoing structural changes and the fact that offices CBD Vacancy ====-]0ng Run Avg
account for roughly half of the debt funding gap (see Overall Vacancy ====<| ong Run Avg

Capital Markets section) suggest further capital value

declines and a lag in the sector’s recovery pace. On the
upside, we expect to see select value-add repositioning
opportunities start to emerge in stronger office markets.

Source: Cushman & Wakefield; Barings Research. As of Q3 2023.

The rate of prime office rental growth remains solid at
5.7% p.a., although slightly down from 6.0% p.a. a year
ago.® While prime rents are not expected to fall, the pace

3 Source: Cushman & Wakefield; Oxford Economics; Barings 4 Source: CBRE; Cushman & Wakefield. As of Q4 2023.
Research. As of January 2024. 5 Source: CBRE; Cushman & Wakefield. As of Q4 2023.
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Occupier Markets

RETAIL SECTOR
FIGURE 10: EUROZONE DISPOSABLE INCOME

directionally it has improved from the September 2022 low
of -28.6 to -16.1 in January 2024.7 As inflation subsides

Last year was challenging for Europe’s retail sector. The 10 -
combination of high inflation, rising interest rates and a L Forecast
cost-of-living crisis weighed heavily on retail sales g 8 1
volumes, with year-over-year sales contracting through 8 6 -
2023.5 =
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The outlook for the sector is improving. While Eurozone 8 g
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and real wage growth begins to recover, disposable -2

income levels will pick up (Figure 10), providing a boost to

consumer purchasing power, retail sales, and GDP. _42620 2021 2022 2023 2024 2025 2026
Having seen a post-pandemic pullback, online sales are e N\ Ominal Real
again increasing their market share. We anticipate growth

in line with the pre-pandemic long-term trend (Figure 11). Source: Oxford Economics. As of January 2024.

Online retailers have also been negatively impacted by the
softer consumer climate, coupled with rising fulfillment
costs and fierce competition. For example, pure-play U.K. 40 -
fast-fashion retailers including boohoo and ASOS are now
having to cut costs to compete with cut-price overseas
rivals such as SHEIN and Temu.

FIGURE 11: U.K. ONLINE RETAIL SALES

Recent footfall data prove that individuals still want to shop
in physical stores. Footfall at CBRE'’s property managed
portfolio of European retail assets, for example, is within
3% of the pre-pandemic footfall through late 2023.8
Location and provision quality are paramount, with retailer
demand “mostly focused on prime high street locations,

Online (% of total sales)

dominant shopping centers and tourist corridors”.® 0 T T T T T T T T T T T T T T T
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In terms of trends going forward, we expect to see more QRALRIALALLARIRKIAILLELR

omnichannel experimentation, with pure-play online
retailers opening pop-up stores, and traditional brick-and-
mortar retailers refining store formats and portfolios.

Online Sales ===« Pre-Pandemic Trend

. Source: ONS. As of January 2024.
In terms of sector rental growth performance, retail rents

appear in the nascent stage of recovery, following their full
pandemic reset. In the fourth quarter, the best prime retail
rents increased 2.6% p.a., compared to -1.2% p.a. a year

ago.10

6 Source: Eurostat Eurozone Retail Sales. As of January 2024. 9 Source: JLL European Retail Market Outlook. As of November

7 Source: Eurostat Consumer Confidence Indicator. As of January 2023.

2024. 10 Source: CBRE; Cushman & Wakefield, Barings. As of Q3 2023.

8 Source: CBRE Europe Market Outlook 2024. As of January 2024.
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Occupier Markets way to ameliorate negative movements in yields over the
same period.

INDUSTRIAL SECTOR

FIGURE 12: GLOBAL SUPPLY CHAIN PRESSURE INDEX
Record-breaking levels of demand during the pandemic
years were never sustainable. Following a soft second 5.0 China zero

quarter, European logistics take-up clawed back some Ukraine War and covib
) ) . ] g residual port disruption
ground in the third quarter, increasing by 15.5% over the s 4.0
guarter to about 5.7 million sg. m.** The improvement was % COVID
driven by several deals in the manufacturing and o 3.0 1 lockdowns
automotive industries. 8
S 20 - US-China Trade war
]
Germany recorded the most logistics take-up (1.7 million .§ 0
sq m), around the post-Covid average, while leasing -%‘ L
L . . . [}
activity remained weak in the U.K. at 0.3 million sq m. © 0.0 {
e} .
Activity is likely to have ended 2023 below recent-year <
e)
levels with the moderation likely due to a reversion to the S 10 -
pre-pandemic trend for e-commerce. 0
-2.0 -
Development completions moderated in the third quarter, 88583830903V ISIIRINR
[eleolololojololololololololololololoNe]
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and with lower take-up, the European logistics vacancy
rate increased to 3.4%, up 0.5%.%2 Although the supply of
available accommodation is rising, modern space remains

Source: Federal Reserve Bank of New York. As of December

2023.
limited in most markets, and thus the balance of
negotiating power remains with landlords for prime units. FIGURE 13: EUROPEAN PRIME RENTAL GROWTH
Online sales will continue to increase, this shift
underpinning the case for logistics investment. We 15% -
estimate Europe’s main markets will need over 12% more
logistics space, or about 33 million additional sq m, in the 10% -
next five years. This will be a positive tailwind everywhere, =
but Spain and the U.K. lead our current estimates. g 5% -
Global supply chain pressure has been volatile in recent 0%
years, reaching record highs with Covid and the outbreak
of the Ukraine conflict. Shifting from lean, “just-in-time” 5% -
operating models toward a “just-in-case” approach
. . . . - 0p -
involves near-shoring and holding greater inventory levels. 10% NN TBONRDOdNQ
The imperative to bolster supply chain resilience only O 0O 0000000 OO O
. ) . SIS VA S VAN o VAR s VI SV AN S VAR SV SV Y S VAR SV o
increases with the recent events in the Red Sea.
Uncertainty implies more demand for warehousing space. Retail Office Industrial

Despite moderating leasing activity, industrial rental growth
is outperforming both office and retail. In 2023, rental
growth totaled 7.4% p.a., although growth is easing from a
peak of over 17% in 2022 (Figure 13). That goes a long

Source: CBRE; Cushman & Wakefield. As of January 2024.

11 Source: CBRE. As of Q3 2023. 12 Source: CBRE. As of Q3 2023.
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Occupier Markets will most likely be achieved in locations where planning is
tightly regulated and rent controls are light.

ACCOMMODATION SECTOR
FIGURE 14: ANNUAL HOUSE PRICE GROWTH
The lagged impact of interest rate hikes is now filtering

into house prices. Oxford Economics estimates that in 20% 1
2023 Eurozone house prices declined by -1.5% p.a., 15%
compared to growth of 7.0% p.a. in 2022 (Figure 14). 10% -
Without a significant rise in unemployment, a modest ’g 5% -
house price correction was always anticipated. £
g 0% -
Countries that recorded the strongest house price growth E’_ 50
momentum in recent years have been subject to the N
sharpest declines, with prices down -9.4% p.a. in Sweden, — -10% -
-4.2% p.a. in Germany and -2.8% p.a. in the Netherlands. -15% -
Higher mortgage rates are shifting occupier demand to the 04,0& &{b& &\N é\’% %Q\Q @obé\ \SJ:
rental market. Rising demand and an undersupply of stock Q,\’K & ©
is driving up rental levels. In 2023, through September, w2021 mW2022 m2023(f) m2024(F)
Eurozone rents increased 2.7% p.a., up from 1.8% p.a. in
the same period a year ago.13 Source: Oxford Economics. As of January 2024.

Soaring building costs resulting from broad inflationary
pressures and supply chains delays have made new
housing developments unviable (Figure 15). While the
pace of construction cost increases has eased, materials
and wages remain high. Coupled with higher development 16% -

FIGURE 15: EUROZONE RESIDENTIAL
CONSTRUCTION COSTS

finance costs and exit pricelyield uncertainty, development 14%
b -
activity looks set to remain muted. This has negative
implications for new buyer affordability and therefore 12%
positive rental growth implications. g 10% -
c

The sector faces greater pressure to meet rising energy S 8% A
performance targets. Recently, the European Commission :g 6% A
reached a provisional agreement that will task member S °
states to reduce the average primary energy use of 4% -
residential buildings by 16% in 2030 and by 20%-22% by 204
2035.% This will be challenging to implement, given 0%
E ) | . f h . k 0 T T T T T

urope’s large proportion of aged housing stoc! 2018 2019 2020 2021 2022 2023
Most investors seem to view rising regulations as an e Construction Costs == Producer Prices

investment opportunity. Knight Frank’s European Living
Sectors Investor Survey (2023/24) found: “More than 77%
of investors believe good ESG credentials will help
improve the occupancy and tenant retention of their
buildings. A further 63% agree that green properties will
be able to charge premium rents”. This alpha generation

Sources: Eurostat. As of Q3 2023.

13 Source: OECD. As of Q3 2023. 14 Source: European Commission. As of December 7, 2023.
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enhancing the team’s ability to collect, augment and analyze data to inform better decision making.
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