&

J. Safra Sarasin

Cross-Asset Weekly

19 May 2023

Real estate markets feel the pinch

The sharp rise in interest rates in developed markets over the past 18 months is increas-
ingly felt in the rate sensitive real estate sectors in the euro area, Switzerland and the US.
House prices have started to drop as households’ affordability to buy a home has fallen
sharply and the economic cycle continues to soften.

In the euro area, the sharp rise in mortgage rates suggests lower house prices ahead,
however, likely mitigated by lower building activity due to significantly higher construction
costs. Despite the recent stabilisation in the US housing market, the outlook for the sector
remains challenging. With housing affordability at its lowest point since 20086, prices will
most probably have to come down further, in particular if the US falls into recession as we
expect. The downward adjustment will likely be most pronounced at the higher end of the
market, where the supply-demand mismatch is large.

Even in China, the real estate sector struggles to recover significantly as private develop-
ers’ liquidity conditions remain tight. Concerns about job security and a preference to
deleverage by potential homebuyers has caused the nascent recovery in the Chinese real
estate sector to run out of steam for now.

On a more positive note, we find that euro area real estate equities are attractively valued.
Even in a severe stress scenario, the relative price-to-book discount to the market still

looks attractive. While it makes sense to add some real estate exposure, we would tread
with caution, given that the highly levered sector still faces substantial tail risks.
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Swiss residential real estate prices fall after
a double-digit increase in the past years

Exhibit 1: Swiss real estate prices

Residential Real Estate Prices, Swiss Federal Statistical
Office, in % goq, latest data 2023 Q1
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Source: Macrobond, Bank J. Safra Sarasin, 17.05.2023

German real estate prices declined even
more than Swiss prices

Other euro area countries also show declin-
ing prices and low expectations in the con-
struction sector
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European real estate

Price adjustments likely to continue

Real estate prices have declined in Switzerland and most euro area countries lately.
We calculate that the increase in mortgage rates has reduced household affordability
to a degree that would justify further price reductions. However, construction costs
have surged as well, which is likely to lead to a severe mismatch between asking and
offer prices. As a result, construction activity should fall and rents should increase.

This week, the Swiss Federal Statistical Office published the strongest decline in residen-
tial real estate prices since the start of the official data series in 2019 (Exhibit 1). Still, this
leaves them 17% higher than at the beginning of 2019. Prices declined in Q1 on average
by 1.2%; single-family homes by 1.3% and condominiums by 1.1%. Rural areas suffered
the most. Prices have declined as mortgage rates have increased by around 1 percentage
point since early 2022 for most maturities and despite a jump in construction costs by
8.3% yoy in the second half of 2022 (Exhibits 2 and 3). The Bank of International Settle-
ment (BIS) calculated that at the end of 2022, Swiss house prices were at an all-time high
in nominal and real terms as well as in relation to real GDP per capita.

Exhibit 2: Swiss mortgage rates Exhibit 3: Swiss construction costs
Mortgage Lending Rates (Fixed Interest Rates) for Switzerland, Construction Price Index, in % yoy, latest data
Different Maturities in %, latest data January 2023 2022 Q3
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Source: Macrobond, Bank J. Safra Sarasin, 17.05.2023 Source: Macrobond, Bank J. Safra Sarasin, 17.05.2023

A similar development can be seen in Germany, where real estate prices peaked in 2Q
2022 already. In 1Q 2023, vdp — the association of German Pfandbrief Banks — reported
a decline of 2.3% qoq. Downward price pressures are particularly strong for commercial
real estate (Exhibit 4). This is in line with mortgage rates that increased by 2.5 percentage
points since early 2022, more than twice the increase observed in Switzerland (Exhibit 5).
Construction costs also rose strongly — by 15.1% yoy in March or a cumulative 31.5% since
January 2021. It is therefore no surprise that expectations in the construction sector are
at an extremely low level (Exhibit 6).

For other euro area countries, comparable data are published by Eurostat (Exhibit 7) and
the BIS only until the end of last year. The above-described trend is the same. After
strongly increasing until the middle of last year, prices have declined. Construction activity
as measured by the purchasing manager index (PMI) has fallen into contractionary terri-
tory (Exhibit 8). Credit growth to households has been falling as a result and is likely to
continue given the tightening of lending standards and falling expected loan demand as
indicated by the ECB bank lending survey. Credit growth declined to 3.3% yoy in March
and even slipped into negative territory in Spain, Ireland and Greece (Exhibit 9).
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Exhibit 4: German real estate prices

Germany, Real Estate Prices, Association of German
Pfandbrief Banks (vdp), in % qoq
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Exhibit 7: Euro area real estate prices
Eurostat, House Price Index, 4Q 2011 =100
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We isolate the effect of higher interest on af-
fordability for housing. Lower real incomes

and savings would reduce housing affordabil-
ity further.

Example: Affordability calculation
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Exhibit 5: German mortgage rates
German mortgage rates for new loans to households in %
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Exhibit 6: German construction costs
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Exhibit 8: Euro area construction PMI

Euro Area, Markit, SA, Construction Sector

Exhibit 9: Euro area credit growth
Euro area, loans in % yoy, latest data 03/2023
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Where from here? We explore whether real estate prices have fully priced in higher interest
rates or whether further price declines are justified. Treating real estate as a cash flow
creating asset, one could simply calculate how the present value of all future rent pay-
ments changes for different interest rate levels. The value of a house would then be de-
termined similarly to a long-term bond. For example, if interest rates increase from 2% to
3% or from 3% to 4% bond prices would fall by 15.9% and 14.7% for a 30-year maturity.
We doubt, however, that this is how households approach residential real estate prices.
Being credit and liquidity constrained, they might instead simply calculate what house
prices they can afford given a certain level of mortgage rates.

Exhibit 10 on the next page shows our example for a euro mortgage. It would work for all
other currencies similarly and could be scaled up or down if monthly annuities, the debt
level at the end of the mortgage, and the down payment are changed by the same factor.
In our case, we assume that a household can make a EUR 100,000 down payment, can
pay a EUR 1,500 monthly annuity, and that it plans to pay down its mortgage to an amount
of EUR 100,000 at the end of a 15-year mortgage period. Based on these assumptions,
we can calculate the initial absolute interest payment and amortization as well as the
mortgage amount that would lead to a residual debt level of EUR 100,000 after 15 years.
The sum of the affordable mortgage and the down payment equals the affordable pur-
chase price. In our example, the affordable house price would amount to EUR 435,705 in
the case of a 1% mortgage rate and to EUR 407,197 for a 2% mortgage rate which is close
to the extent of the interest rate increase in Switzerland. Hence, affordability falls by 6.8%
if mortgage rates increase from 1% to 2%. Similarly, if mortgage rates would increase from
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1% to 3.5% which

is close to the German case, affordability would fall by 15.5%

(=84.5/100-1). This is by far less than the observed priced decline so far.

Exhibit 10: Affordable house prices at different level of mortgage rates

Interest rate p.a. 5.0% 4.5% 4.0%) 3.5% 3.0% 2.5%) 2.0%) 1.5% 1.0% 0.5% 0.0%
Duration in years 15 15 15 15 15 15 15 15 15 15 15
Annuity per month -1,500€ -1,500€ -1,500€] -1,500€f] -1,500€ -1,500€| -1,500€] -1,500€] -1,500€fj -1,500€ -1,500€
Initial interest payment p.m. in € 987 € 926 € 859 € 785 € 703 € 612 € 512 € 402 € 281 € 147 € 0€
Initial amortization p.m. in € 513 € 574 € 641 € 715 € 797 € 888 € 988 € 1,098 € 1,219 € 1,353 € 1,500 €
Initial amortization p.a. in % of mortgage 2.60 2.79 2.98 3.19 3.41 3.63) 3.86 4.10 4.35 4.60 4.86
Debt after 15 years in € -100,000 € -100,000 € -100,000 €] -100,000 €} -100,000 € -100,000 €§ -100,000 €J -100,000 €] -100,000 €] -100,000 € -100,000 €
Debt in % of purchase price after 15 years 30 29 28| 27 26 25 25 24 23| 22 21
Affordable mortgage in € 236,993 € 247,060€ 257,724 €] 269,025 €] 281,007 € 293,714 €] 307,197 €] 321,509 €] 336,705 €] 352,847 € 370,000 €
Down payment in € 100,000 € 100,000€ 100,000 €] 100,000 €] 100,000 € 100,000 €] 100,000 €] 100,000 €] 100,000 €] 100,000€ 100,000 €
Down payment in % of purchase price 29.7 28.8 28.0 27.1 26.2 25.4) 24.6 23.7 22.9 22.1 21.3
Purchase price in € 336,993 € 347,060€ 357,724 €] 369,025 €] 381,007 € 393,714 €] 407,197 €] 421,509 €] 436,705 €] 452,847 € 470,000 €
Purchase price index (1% interest case = 100) 77.2 79.5 81.9| 84.5 87.2 90.2 93.2 96.5 100.0| 103.7 107.6

The interest rate sensitivity increases with
the length of the mortgage

Exhibit 11: Affordability indices for different m

case of full amortisation of the loan at the end of the mortgage

Source: Macrobond, Bank J. Safra Sarasin, 17.05.2023

We can now simulate our calculations for different maturities between 10 and 30 years.
In Exhibit 11 we do so for our initial case in which the mortgage is paid down to 100,000
when the loan matures. In Exhibit 12, we show results when the mortgage is paid back
completely. In general, households become more interest rate sensitive the longer the
maturity of the loan and the higher the residual debt level is. This may be one reason why
the housing market is more volatile in the US, where 30-year fixed-rate mortgages domi-
nate, than in Europe where typical mortgages are 15 years or less.

aturities and rates in  Exhibit 12: Affordability indices for different maturities and rates in
case of 75% amortisation of the loan at the end of the mortgage
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Source: Macrobond, Bank J.
Conclusion: European house prices may fall

moderately further while new constructing
activity declines and rents increase
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Safra Sarasin, 17.05.2023 Source: Macrobond, Bank J. Safra Sarasin, 17.05.2023
To conclude — our simulations show for most assumptions that affordable house prices
would decline by more than what could be observed in residential European real estate
markets so far. In addition, real incomes declined due to the elevated inflation rates of the
past two years such that affordable monthly annuities might also be lower than two years
ago. Finally, the declining stock and bond markets might have eroded household savings
to a certain degree such that down payments are becoming more difficult to achieve. That
would lower the affordable purchase price further. Is this compatible with higher construc-
tion costs? In theory, yes — as the land price part of the real estate transaction would
simply have to take a stronger hit. Is this likely? In practice, no — as potential sellers usu-
ally wait for a longer period before lowering their asking price. In that case, house prices
might fall only moderately going forward while construction activity and housing supply
continue to fall.
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Housing activity appears to have stabilised in
recent months ...

. reflecting slightly lower mortgage rates
and a lack of existing homes to buy

Exhibit 1: Big contraction in housing market
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US real estate
House prices remain too elevated

The decline in residential construction activity appears to have abated. Still, the out-
look for the sector remains challenging. While more supply is expected to come online,
developers over the last few years have primarily built houses at the high-end of the
market, likely creating a mismatch between supply and demand. With housing afford-
ability at its lowest point since 2006, prices will most probably have to come down
more significantly for the market to rebalance.

The importance of the housing market cannot be overstated: we all need a place to live
and our personal wealth is often closely tied to property. For economists, the market is of
particular interest as residential fixed investment directly accounts for about 5% of US
GDP. However, the significance of the housing market extends beyond that, as it is highly
cyclical and tends to provide a lead on where the rest of the economy is headed. Over the
past year, house sales, building starts and residential fixed investment have fallen
sharply, a reflection of the rapid increase in mortgage rates (Exhibit 1). This decline is
roughly in line with the adjustment seen around previous recessions. In recent months,
however, new house sales, starts as well as housebuilder confidence have picked up, sug-
gesting that the bulk of the adjustment might lie behind us (Exhibit 2). Still, prices will
probably need to come down more significantly for a sustained recovery to take hold.

The recent improvement in housing activity can be attributed to two primary factors. First,
mortgage rates have stabilised, albeit at elevated levels. As a result, the cost of financing
and the affordability of houses are at least no longer deteriorating. Second, the supply of
homes remains tight. The number of existing homes on the market is still close to its his-
torical low, largely because the end of the exceptionally-low-interest-rate period has left
homeowners dis-incentivised to sell or change properties (Exhibit 3). In fact, approxi-
mately half of outstanding mortgage balances were refinanced or refreshed at historical
low rates during the pandemic years. Owners who are now looking to move will face in-
creased borrowing costs and higher prices, as current home prices are about 35% higher
than they were pre-pandemic. Additionally, the stock of completed new houses available
for sale is also very low, and once on the market, they rapidly change hands (although no
longer as fast as in the second half of last year). Finally, both rental- and homeowner va-
cancy rates are either at or close to their historical lows.

Exhibit 2: Signs of stabilisation Exhibit 3: A tight supply of existing homes
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A lot of houses will come online but they tend Amidst elevated prices and tight supply, there has been a surge in construction activity,

to be at the upper end of the market. Devel- though bottlenecks have delayed the completion date of these projects. As a result, total

opers might struggle to find suitable buyers, housing units under construction, including flats, rose to 1.75 million at the start of the

which could delay the construction of new year, the highest level since data collection began in 1970 (Exhibits 4-5). But the problem

and more affordable houses is that developers have focused on the high-end of the market, with close to 70% of homes
sold over the last year above the median house price of around $380k (Exhibit 6). Accord-
ing to the NAR affordability index, the median household can barely afford such a house,
and according to the University of Michigan consumer survey, this is one of the worst times
to buy a house in about 50 years. There is a good chance, therefore, that these new
houses, once completed, might not find a buyer as fast as they have done so far, particu-
larly if the economy slows down, as we expect. In turn, this mismatch between supply and
demand is likely to delay the construction of new units

Exhibit 4: A lot of houses are currently under construction Exhibit 5: Housing units under construction at a historical high
thousand Item, annualised, million Item, million
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Exhibit 6: Housebuilders are focused on the high-end of the market Exhibit 7: House prices might have to adjust much more
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Source: Macrobond, Bank J. Safra Sarasin, 17.05.2023 Source: Macrobond, Bank J. Safra Sarasin, 17.05.2023

Houses remain barely affordable for the me- Further reductions in house prices may be necessary to achieve equilibrium. While house

dian American household. Prices are likelyto prices have undergone modest adjustments of around 3-6% from their peak, metrics such

drop further as more houses come onto the asthe price-to-rent ratio indicate that prices could still drop by an additional 10-15% from

market their current levels (Exhibit 6). The market has been relatively dry, with sellers having little
incentive to sell and transactions occurring primarily at the upper end of the market (Ex-
hibit 7). However, were the economy to enter a recession later this year, individuals may
be forced to move in search of new job opportunities, leading to an increase in the stock
of existing homes on the market. Price discounts would be required to attract potential
buyers. Similarly, developers and housebuilders, who have increasingly focused on the
high-end of the market, will likely need to revise their selling prices downwards.

6 | Cross-Asset Weekly
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Q1 housing rebound has now run out of
steam

China real estate
Increasing downside risks for the housing sector

The housing rebound that started at the beginning of the year seems to have run out
of steam. Home sales dipped in April, while land sales to real estate developers remain
weak. Private developers’ liquidity conditions remain tight while potential homebuyers
seem rather hesitant to invest in properties as they appear concerned about their job
security, their income and the ability of developers to deliver finished homes. While
the increase in home sales in Q1 should improve housing starts and investment in the
second half of the year, there is an increasing risk that housing investment will not
stabilise this year and remain a growth drag.

We wrote in early April that the housing rebound was real, but uneven across city tiers and
developers. Throughout the month, that rebound seems to have lost steam. Home sales
volumes in April dropped for the first time since the beginning of this year (Exhibit 1). Home
sales values on the other hand continue to increase, likely because sales have been
skewed towards more expensive top-tier cities. After an improvement in housing starts in
the first two months of the year, the trend had already reversed by March. As a result, real
estate investment remains a drag on growth (Exhibit 2).

Exhibit 1: Housing activity has lost momentum... Exhibit 2: ...leading to little improvement in real estate investment
China, Housing Starts and Sales, NBS, % yoy China, Fixed Assets Investment in Real Estate and Infrastructure, % YTD
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Source: Macrobond, Bank J. Safra Sarasin, 16.05.2023 Source: Macrobond, Bank J. Safra Sarasin, 16.05.2023

After the reopening boost, Chinese house-
hold confidence requires further improve-
ment in labour market conditions

Potential homebuyers also have little confi-
dence in property developers

7 | Cross-Asset Weekly

Why have home sales lost steam? In our view, it is mostly about Chinese households’
confidence in their job security and income expectations. While most indicators suggest
that hiring intentions have improved significantly, especially in the services sector, the
unemployment rate has dropped only slowly, and income growth has remained sluggish
(Exhibit 3). With higher household debt than in past housing cycles, homeowners may
have chosen to use their excess savings to deleverage, by paying down their mortgages
and other loans. As a result, new household loans dropped in April (Exhibit 4). Potential
homebuyers in lower-tier cities could also expect that home prices may drop further
amidst elevated inventories. The job and income outlook is also gloomier in cities that are

industrial- and manufacturing-intensive, given slowing global demand for Chinese ex-
ports.

Potential homebuyers’ confidence in real estate developers has not improved much ei-
ther. While the property policy started pivoting late last year, property developers remain
in a difficult position. Even if financing conditions have eased and home sales have picked
up, many developers continue to struggle. The default by KWG two weeks ago and Sino-
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Ocean Group’s coupon payment delay indicate that the sector’s liquidity conditions remain
tight. Indeed, the sector’s dollar bonds are trading at higher credit spreads again. Given
the cash constraints, property developers have not managed to purchase more land for
future development either. Land sales to developers remained very weak outside of a
handful of top-tier cities.

Exhibit 3: Household income growth remains sluggish Exhibit 4: Households prefer to deleverage
China, Real Household Disposible Income and Unemployment, % China, New Loans to Households, CNY trillion
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Source: Macrobond, Bank J. Safra Sarasin, 16.05.2023 Source: Macrobond, Bank J. Safra Sarasin, 16.05.2023

There is an increasing risk that housing in- We expect a normalisation of housing activity in the second half of this year in our baseline

vestment is a drag on growth in 2H growth forecast. That essentially means that housing investment should not become a
drag on economic growth. The initial home sales boost in Q1 should translate into im-
proved housing activity by Q3. However, the downside risks that housing activity may not
stabilise have increased. The current confidence problem is a catch-22 problem. Since
the housing sector is such a big part of the economy, and many industrial activities directly
orindirectly rely on demand from housing investment, the weakness in housing starts also
translates into weak industrial and manufacturing income and employment. These effects
are uneven across cities. Top-tier cities tend to be more dependent on the services sector,
which is recovering more strongly.

Improving confidence will not be easy To improve potential homebuyers’ confidence in the near term, we think that the govern-
ment and regulators will need to step in to help improve confidence in the developers.
While the government does not have to directly help struggling private developers in ob-
taining liquidity, it could nudge state-owned banks to take bolder steps in supporting these
developers. Potential homebuyers need to see more good news, such as the completion
of previously unfinished projects. The wider economy also likely needs more fiscal support
to get through the industrial weakness. Such support could also be positive for house-
holds’ income and the job market outlook, and eventually help lift demand for homes.

8 | Cross-Asset Weekly
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Euro area real estate equities

Priced for a big margin of error

Wolf von Rotberg The euro area real estate equity sector is attractively valued on every measure. Even
Equity Strategist in a severe stress scenario, in which house prices and the book value of the sector
wolf.vonrotberg@jsafrasarasin.com drop by 35%, the relative price-to-book discount to the market still looks attractive.
+41 58 317 30 20 Furthermore, if yields were to stay at current levels, refinancing costs would rise to

the equivalent of 30% of earnings in 2024. But even if earnings were to decline by 30%
as a result of higher rates, the sector’s relative price-to-earnings ratio would remain
well below its long-term average. Valuations thus strongly argue in favour of adding
euro area real estate exposure and suggest substantial upside in a benign macro sce-
nario, with rates coming down. Yet, while we think it is reasonable to cautiously add
real estate exposure, we would still warn against an all-in approach, given that real
estate is by far the most levered sector in the European equity universe and thus faces
substantial tail risks if a more pronounced economic downturn were to play out.

While US real estate has underperformed for While the US real estate sector has been a serial underperformer over the past 10 years,

years, euro area real estate has started to de- the sector in the euro area has only started to suffer substantially after the initial stages

cline sharply in 2020 of the pandemic in 2020. This followed a rally which lasted more than a decade, driven by
structurally declining rates, but has more recently turned into a massive hangover.

The euro area real estate sector has been hit Euro area real estate has underperformed the broader euro area market by 65% since

hard by rising rates, now trading at the low- 2020, with a sharp acceleration in its relative decline when rates started to rise in 2022

est relative to the market in 20+ years — predominantly driven by German real estate names. The sector is now trading at the
lowest relative pricing to the market going back at least 20 years — including the global
financial crisis and its aftermath (Exhibit 1). It's not only relative pricing which looks at-
tractive after this 3-year long sell-off. The recent stabilisation in German Bund yields would
also suggest that the sector has seen the worst and is ripe for a rebound (Exhibit 2). This
obviously begs the question whether it is the right time to add real estate exposure.

Exhibit 1: Euro area real estate has been in parabolic decline Exhibit 2: The rise in rates in 2022 has hit the sector hard
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Source: Refinitiv, Bank J. Safra Sarasin, 16.05.2023 Source: Refinitiv, Bank J. Safra Sarasin, 16.05.2023

The asset and liability side of real estate We believe that there are good reasons to remain cautious. Yet we acknowledge that val-

companies’ balance sheets are under pres- uations are looking attractive, even in a severe stress scenario. In order to shed some light

sure, with earnings likely to decline as well on valuations and tail risks, we look at the three channels through which higher rates af-
fect the viability and profitability of real estate firms: (i) lower asset values (house prices),
(ii) rising financing costs as well as re-financing risks and (iii) a squeeze in earnings.
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The German real estate sector has been in-
strumental for the recent underperformance

German rent increases are capped, putting
the burden on prices to adjust in order to
bring the rental yield back in line with financ-
ing costs

With regard to house prices, we think it makes sense to focus on German housing to draw
some conclusions for the euro area, given that German real estate dominates the euro
area equity sector and has been instrumental in its recent underperformance.

As is the case in many European economies, and as opposed to the US, German rents are
subject to rent control measures, capping the pace at which rents can grow over time. As
a result, rent inflation in the German CPI basket has barely moved over the past two years,
just recently touching 2%, while US rents for primary residencies have shot up by 8.8%
over the past 12 months (Exhibit 3). Why does this matter? Rents determine the rental
yield at a given property value and hence whether a property investment is economically
viable or not. While US landlords have been raising rents in line with rising mortgage costs,
German landlords could only do so for new leases, while rents on existing leases are
capped. Hence, the rental yield in Germany has barely moved since the beginning of 2022,
while mortgage rates have surged and moved above the rental yield for the first time in 20
years (Exhibit 4). Even though rents are set to rise over time, as tenants are moving houses
and landlords use the flexibility they have for existing leases, the adjustment will likely be
quite drawn out, with German house prices falling for many more months if not years.

Exhibit 3: German rent inflation has barely moved for existing rents Exhibit 4: Mortgage rates are now above the rental yield

10% - US CPI, rent of primary residence, yoy 6% -
9% - Germany CPI, actual rents paid by tenants, yoy 5% |
8% | ----- Germany, rents of new leases, yoy ,
7% SN ," 4%
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4% - '1\\’,'1 \\\ :’l 29% |
3% -\ Y i ‘\ ! German rental yield
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1% 7W 0% G:erman avg mortgage rates, 5Y-1OY‘ ‘
0% \'l \/
1% -1% -
2007 2009 2011 2013 2015 2017 2019 2021 2023 2005 2007 2009 2011 2013 2015 2017 2019 2021 2023
Source: Refinitiv, Bank J. Safra Sarasin, 17.05.2023 Source: Refinitiv, Bank J. Safra Sarasin, 17.05.2023

So far, German house prices have seen a
moderate 5% decline

In order to re-establish the long-term gap be-
tween rental yields and mortgage rates,
house prices would have to drop by 35%

10 | Cross-Asset Weekly

So far, house prices in Germany have dropped by a relatively moderate 5% from their peak
in June 2022, falling back to December 2021 levels (Exhibit 5). This has barely been ac-
counted for on balance sheets, rendering current price-to-book valuations as overly at-
tractive.

In order to find out if the current price-to-book discount of the real estate sector to the
broader euro area equity market would disappear in a severe “stress test”, we derive the
necessary drop in house prices, required to raise rental yields to levels such that their
typical spread to mortgage rates (160bps over the past 20 years) is re-established. We
assume that rents as well as mortgage rates remain unchanged, which makes the sce-
nario more severe than likely in reality. This implies a rise of the rental yield to 5.2%. That
would require a house price correction of 35% vs today'’s level. Applying this 35% correc-
tion to the book value of the real estate sector, it still remains very attractively valued
against the rest of the market (Exhibit 6), suggesting a substantial buffer to absorb asset
price corrections.
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Exhibit 5: German house prices are down “only”

5% from their peak Exhibit 6: Real estate PBs are low, even if house prices drop further
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Source: Refinitiv, Bank J. Safra Sarasin, 16.05.2023 Source: Refinitiv, Macrobond, Bank J. Safra Sarasin, 16.05.2023

Leverage is the highest in 20 years, well
above other euro area sectors, posing a tail
risk in a more severe downturn scenario

The second pressure point and the one which makes us cautious against adding too much
exposure, despite visually attractive valuations, is leverage. Real estate is by a large mar-
gin the most levered sector (ex banks) in the euro area (Exhibit 7). Its net debt/EBITDA
ratio of around 12x is not only high compared to other sectors, itis also at a 20-year peak
and well above the levels pre-GFC. In a severe macro downturn, it is hard to predict how
credit markets would react and if funding would be available against a real estate portfolio
which could be difficult to value. This may force the most levered names to sell assets at
a sharp discount to their book value and has the potential for severe repercussions.

Exhibit 7: The most levered sector in the euro area equity universe Exhibit 8: PEs would remain cheap even if earnings take a 30% hit
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If interest rates stay at current levels, the
sector would have to digest a 30% hit to earn-
ings. But PEs would still look attractive

Valuations suggest that real estate is priced
for a lot of downside, arguing for cautiously
adding exposure to the sector
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Assuming a more benign outcome, we evaluate the impact of higher financing costs on
earnings over the coming 18 months. Around 14% of the sector’s debt matures by the end
of 2024. Assuming that refinancing rates remain roughly 2%-points above the levels ob-
served over recent years, the additional interest cost generated would cut earnings by
around 30%. Once again, “stress-testing” relative sector PEs with these assumptions, the
current valuation discount of around 30% to the market, would rise to roughly zero. Given
that the sector has historically traded at a 20% premium to euro area equities, it seems
more than reasonably priced on PEs as well, even if rates remain elevated (Exhibit 8).

Bottom-line, quite a severe scenario for house prices and for earnings appears to be
priced in the euro area real estate sector. We would thus cautiously add exposure given
the substantial upside potential if rates were to drop without a significant macro slow-
down. Yet, we caution against adding too much risk, given the tail risks which stem from
the sector’s substantial leverage.
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Economic Calendar
Week of 22/05 - 26/05/2023

Consensus

Country Time Item Date Unit Forecast Prev.

Monday, 22.05.2023

JN 01:50 Core Machine Orders MoM May mom - -4.50%
01:50 Core Machine Orders YoY May  yoy - 9.80%

Tuesday, 23.05.2023

GE 09:30 German Manufacturing PMI May  Index - 44.50

EU 10:00 Eurozone Manufacturing PMI May  Index -- 45.80

UK 10:30 UK Manufacturing PMI May  Index - 47.80

us 14:30 Philadelphia Fed Non-Manuf. May Index - -22.80
14:30 US Manufacturing PMI May Index - 50.20
16:00 New Homes Sales MoM May mom -3.40% 9.60%
16:00 Richmond Fed Manufact. Index May Index - -10.00

Wednesday, 24.05.2023

UK 08:00 UKCPIYoY Apr yoy - 10.10%
08:00 UK Core CPI YoY Apr yoy - 6.20%

us 13:00 Mortgage Applications May  wow - -5.70%
20:00 FOMC Meeting Minutes

Thursday, 25.05.2023

FR 08:45 Business Confidence May  Index = 102.00
08:45 Manufacturing Confidence May  Index = 101.00

us 14:30 Chicago Fed National Act. Index May  Index -- -0.19
14:30 Initial Jobless Claims May  1'000 - --
14:30 GDP Annualised QoQ 10S qoq 1.10% 1.10%
14:30 Core PCE QoQ 10S qoq - 4.90%
16:00 Pending Home Sales Apr mom -- -5.20%
17:00 Kansas Fed Manuf. Activity May  Index -- -10.00

Friday, 26.05.2023

UK 08:00 Retail Sales Ex Auto Fuel MoM Apr mom -- -1.00%
08:00 Retail Sales Ex Auto Fuel YoY Apr yoy -- -3.20%

us 14:30 Personal Income Apr mom 0.40% 0.30%
14:30 Personal Spending Apr mom 0.40% 0.00%
14:30 PCE Core Deflator MoM Apr mom 0.30% 0.30%
14:30 PCE Core Deflator YoY Apr yoy 4.50% 4.60%
17:00 HKansas City Fed Services Act. May Index -- 7.00

Source: Bloomberg, J. Safra Sarasin as of 17.05.2023
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Market Performance

Global Markets in Local Currencies

Government Bonds Current value A1IW AYTD TRYTD in %
Swiss Eidgenosse 10 year (%) 0.97 -1 -65 5.4
German Bund 10 year (%) 2.45 17 -13 1.5
UK Gilt 10 year (%) 3.96 16 29 -0.1
US Treasury 10 year (%) 3.63 17 -24 2.8
French OAT - Bund, spread (bp) 59 1 4
Italian BTP - Bund, spread (bp) 187 -4 -28
Stock Markets Level P/E ratio AIWTRin% TRYTDin%
SMI - Switzerland 11,438 18.0 -0.1 9.7
DAX - Germany 16,163 11.5 2.1 16.1
MSCI Italy 861 8.3 0.0 14.0
IBEX - Spain 9,213 10.4 0.3 14.0
DJ Euro Stoxx 50 - Eurozone 4,367 12.5 1.6 17.8
MSCI UK 2,219 10.7 0.2 5.4
S&P 500 - USA 4,198 19.2 1.7 10.1
Nasdaqg 100 - USA 13,835 26.7 3.4 26.9
MSCI Emerging Markets 978 12.5 0.1 3.1
Forex - Crossrates Level 3M implied 1Win % YTD in %
volatility
USD-CHF 0.90 7.5 0.8 2.2
EUR-CHF 0.97 5.4 0.0 -1.6
GBP-CHF 1.12 6.7 0.3 0.3
EUR-USD 1.08 7.0 -0.7 0.6
GBP-USD 1.24 7.7 -0.4 2.7
USD-JPY 138.3 10.2 1.9 5.5
EUR-GBP 0.87 5.4 -0.4 -1.9
EUR-SEK 11.38 6.7 1.0 2.0
EUR-NOK 11.75 10.0 1.4 11.9
Commodities Level 3M realised 1Win % YTD in %
volatility
Bloomberg Commodity Index 101 13.1 -1.5 -10.3
Brent crude oil - USD / barrel 76 36.7 0.9 -10.3
Gold bullion - USD / Troy ounce 1,963 13.7 -2.6 7.6

Source: J. Safra Sarasin, Bloomberg as of 17.05.2023
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Important legal Information

This document has been prepared by Bank J. Safra Sarasin Ltd (“Bank”) for information purposes only. It is not the result of financial research
conducted. Therefore, the “Directives on the Independence of Financial Research” of the Swiss Bankers Association do not apply to this docu-
ment.

This document is based on publicly available information and data (“the Information”) believed to be correct, accurate and complete. The Bank
has not verified and is unable to guarantee the accuracy and completeness of the Information contained herein. Possible errors or incomplete-
ness of the Information do not constitute legal grounds (contractual or tacit) for liability, either with regard to direct, indirect or consequential
damages. In particular, neither the Bank nor its shareholders and employees shall be liable for the views contained in this document. Third
party data providers make no warranties or representations of any kind relating to the accuracy, completeness or timeliness of the data pro-
vided and shall have no liability for any damages of any kind relating to such data.

This document does not constitute a request or offer, solicitation or recommendation to buy or sell investment instruments or services. It should
not be considered as a substitute for individual advice and risk disclosure by a qualified financial, legal or tax advisor. You are reminded to read
all relevant documentation before making any investment, including risk warnings, and to seek any specialist financial or tax advice that you
need. You are not permitted to pass this document on to others, apart from your professional advisers. If you have received it in error please
return or destroy it.

Past performance is no indication of current or future performance. Investments in foreign currencies are subject to exchange rate fluctuations.
Exchange rate risk will apply if the investor’s reference currency is not the same as the investment currency. Information containing forecasts
are intended for information purpose only and are neither projections nor guarantees for future results and could differ significantly for various
reasons from actual performance. The views and opinions contained in this document, along with the quoted figures, data and forecasts, may
be subject to change without notice. There is no obligation on the part of Bank or any other person to update the content of this document. The
Bank does not accept any liability whatsoever for losses arising from the use of the Information (or parts thereof) contained in this document.
Neither this document nor any copy thereof may be sent to or taken into the United States or distributed in the United States or to a US person.
This information is not directed to any person in any jurisdiction where (by reason of that person’s nationality, residence or otherwise) such
distribution is prohibited and may only be distributed in countries where its distribution is legally permitted.

This publication constitutes marketing material. If it refers to a financial instrument for which a prospectus and/or a key investor/information
document exists, these are available free of charge from Bank J. Safra Sarasin Ltd, Elisabethenstrasse 62, P.O. Box, CH-4002 Basel, Switzer-
land.

Bloomberg

“Bloomberg®” and the referenced Bloomberg Index/Indices are service marks of Bloomberg Finance L.P. and its affiliates, including Bloomberg
Index Services Limited (“BISL”), the administrator of the index (collectively, “Bloomberg”) and have been licensed for use for certain purposes
by Bank J. Safra Sarasin Ltd. Bloomberg is not affiliated with Bank J. Safra Sarasin Ltd, and Bloomberg does not approve, endorse, review, or
recommend the financial instrument(s) mentioned in this publication. Bloomberg does not guarantee the timeliness, accurateness, or com-
pleteness of any data or information relating to the financial instrument(s) mentioned in this publication.

ICE Data Indices

Source ICE Data Indices, LLC (“ICE DATA”"), is used with permission. ICE Data, its affiliates and their respective third party suppliers disclaim
any and all warranties and representations, express and/or implied, including any warranties of merchantability or fitness for a particular pur-
pose or use, including the indices, index data and any data included in, related to, or derived therefrom. Neither ICE Data, its affiliates or their
respective third party providers shall not be subject to any damages or liability with respect to the adequacy, accuracy, timeliness or complete-
ness of the indices or the index data or any component thereof, and the indices and index data and all components thereof are provided on an
“as is” basis and your use is at your own risk. ICE Data, its affiliates and their respective third party suppliers do not sponsor, endorse, or
recommend Bank J. Safra Sarasin Ltd, or any of its products or services.

J.P. Morgan

Information has been obtained from sources believed to be reliable but J.P. Morgan does not warrant its completeness or accuracy. The Index
is used with permission. The Index may not be copied, used, or distributed without J.P. Morgan’s prior written approval. Copyright 2020, J.P.
Morgan Chase & Co. All rights reserved.

MSCI Indices

Source: MSCI. The MSCI information may only be used for your internal use, may not be reproduced or redisseminated in any form and may not
be used as a basis for or a component of any financial instruments or products or indices. None of the MSCl information is intended to constitute
investment advice or a recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such.
Historical data and analysis should not be taken as an indication or guarantee of any future performance analysis, forecast or prediction. The
MSCI information is provided on an “as is” basis and the user of this information assumes the entire risk of any use made of this information.
MSCI, each of its affiliates and each other person involved in or related to compiling, computing or creating any MSCI information (collectively,
the “MSCI Parties”) expressly disclaims all warranties (including, without limitation, any warranties of originality, accuracy, completeness,

14 | Cross-Asset Weekly



&

J. Safra Sarasin

Cross-Asset Weekly

19 May 2023

timeliness, non-infringement, merchantability and fitness for a particular purpose) with respect to this information. Without limiting any of the
foregoing, in no event shall any MSCI Party have any liability for any direct, indirect, special, incidental, punitive, consequential (including,
without limitation, lost profits) or any other damages. (www.msci.com)

SMiI

SIX Swiss Exchange AG (“SIX Swiss Exchange”) is the source of SMI Indices® and the data comprised therein. SIX Swiss Exchange has not
been involved in any way in the creation of any reported information and does not give any warranty and excludes any liability whatsoever
(whether in negligence or otherwise) — including without limitation for the accuracy, adequateness, correctness, completeness, timeliness, and
fitness for any purpose — with respect to any reported information or in relation to any errors, omissions or interruptions in the SMI Indices® or
its data. Any dissemination or further distribution of any such information pertaining to SIX Swiss Exchange is prohibited.

Distribution Information

Unless stated otherwise this publication is distributed by Bank J. Safra Sarasin Ltd (Switzerland).

The Bahamas: This publication is circulated to private clients of Bank J. Safra Sarasin (Bahamas) Ltd, and is not intended for circulation to
nationals or citizens of The Bahamas or a person deemed ‘resident’ in The Bahamas for the purposes of exchange control by the Central Bank
of The Bahamas.

Dubai International Financial Centre (DIFC): This material is intended to be distributed by Bank J. Safra Sarasin Asset Management (Middle
East) Ltd [“BJSSAM”] in DIFC to professional clients as defined by the Dubai Financial Services Authority (DFSA). BJSSAM is duly authorised
and regulated by DFSA. If you do not understand the contents of this document, you should consult an authorised financial adviser. This material
may also include Funds which are not subject to any form of regulation or approval by the Dubai Financial Services Authority (“DFSA”). The
DFSA has no responsibility for reviewing or verifying any Issuing Document or other documents in connection with these Funds. Accordingly,
the DFSA has not approved the Issuing Document or any other associated documents nor taken any steps to verify the information set out in
the Issuing Document, and has no responsibility for it. The Units to which the Issuing Document relates may be illiquid and/or subject to re-
strictions on their resale. Prospective purchasers should conduct their own due diligence on the Units.

Germany: This marketing publication/information is being distributed in Germany by J. Safra Sarasin (Deutschland) GmbH, Kirchnerstrafie 6-
8, 60311 Frankfurt am Main, for information purposes only and does not lodge claim to completeness of product characteristics. Insofar as
information on investment funds is contained in this publication, any product documents are available on request free of charge from J. Safra
Sarasin (Deutschland) GmbH, Kirchnerstrae 6-8, 60311 Frankfurt am Main in English and German language. To the extent that indicative
investment options or portfolio structures are included, the following applies: The indicative investment options or portfolio structures pre-
sented in these documents and the underlying model calculations are based on the information and data provided to us in the context of the
asset advisory discussion, and we have not checked them for accuracy or completeness. The indicative investment option/portfolio structure
described here is thus intended as a guide and does not make any claim to comprehensive suitability but aims to inform you about the general
possibilities that an investment entails. In order to provide you with a final investment recommendation that is tailored to your specific situation,
we need further information, in particular on your investment goals, risk tolerance, experience and knowledge of financial services and products
and your financial situation. This publication is intended to be distributed by J. Safra Sarasin (Deutschland) GmbH, KirchnerstraRe 6-8, 60311
Frankfurt am Main to clients domiciled or having their registered office in Germany and is directed exclusively at institutional clients who intend
to conclude investment business exclusively as entrepreneurs for commercial purposes. This clientele is limited to credit and financial services
institutions, capital management companies and insurance companies, provided that they have the necessary permission for the business
operation and are subject to supervision, as well as medium and large corporations within the meaning of the German Commercial Code (sec-
tion 267 (2) and (3) HGB).

Gibraltar: This marketing document is distributed from Gibraltar by Bank J. Safra Sarasin (Gibraltar) Ltd, First Floor Neptune House, Marina Bay,
Gibraltar to its clients and prospects. Bank J. Safra Sarasin (Gibraltar) Ltd whose Registered Office is 57/63 Line Wall Road, Gibraltar offers
wealth and investment management products and services to its clients and prospects. Incorporated in Gibraltar with registration number
82334. Bank J. Safra Sarasin (Gibraltar) Ltd is authorised and regulated by the Gibraltar Financial Services Commission. Telephone calls may
be recorded. Your personal data will be handled in accordance with our Data and Privacy Statement. Where this publication is provided to you
by Bank J. Safra Sarasin (Gibraltar) Limited: This document is approved as a marketing communication for the purposes of the Financial Ser-
vices Act 2019. Nothing in this document is intended to exclude or restrict any liability that we owe to you under the regulatory system that
applies to us, and in the event of conflict, any contrary indication is overridden. You are reminded to read all relevant documentation before
making any investment, including risk warnings, and to seek any specialist financial or tax advice that you need. You are not permitted to pass
this document on to others, apart from your professional advisers. If you have received it in error please return or destroy it.

Hong Kong: This document is disseminated by Bank J. Safra Sarasin Ltd, Hong Kong Branch in Hong Kong. Bank J. Safra Sarasin Ltd, Hong
Kong Branch is a licensed bank under the Hong Kong Banking Ordinance (Cap. 155 of the laws of Hong Kong) and a registered institution under
the Securities and Futures Ordinance (cap. 571 of the laws of Hong Kong).

Luxemburg: This publication is distributed in Luxembourg by Banque J. Safra Sarasin (Luxembourg) SA (the “Luxembourg Bank”), having its
registered office at 17-21, Boulevard Joseph II, L-1840 Luxembourg, and being subject to the supervision of the Commission de Surveillance
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du Secteur financier — CSSF. The Luxembourg Bank merely agrees to make this document available to its clients in Luxembourg and is not the
author of this document. This document shall not be construed as a personal recommendation as regards the financial instruments or products
or the investment strategies mentioned therein, nor shall it be construed as and does not constitute an invitation to enter into a portfolio
management agreement with the Luxembourg Bank or an offer to subscribe for or purchase any of the products or instruments mentioned
therein. The information provided in this document is not intended to provide a basis on which to make an investment decision. Nothing in this
document constitutes an investment, legal, accounting or tax advice or a representation that any investment or strategy is suitable or appro-
priate for individual circumstances. Each client shall make its own appraisal. The liability of the Luxembourg Bank may not be engaged with
regards to any investment, divestment or retention decision taken by the client on the basis of the information contained in the present docu-
ment. The client shall bear all risks of losses potentially incurred as a result of such decision. In particular, neither the Luxembourg Bank nor
their shareholders or employees shall be liable for the opinions, estimations and strategies contained in this document.

Monaco: In Monaco this document is distributed by Banque J. Safra Sarasin (Monaco) SA, a bank registered in “Principauté de Monaco” and
regulated by the French Autorité de Contrdle Prudentiel et de Résolution (ACPR) and Monegasque Government and Commission de Controle
des Activités Financiéres («CCAF»).

Panama: This publication is distributed, based solely on public information openly available to the general public, by J. Safra Sarasin Asset
Management S.A., Panama, regulated by the Securities Commission of Panama.

Qatar Financial Centre (QFC): This material is intended to be distributed by Bank J. Safra Sarasin (QFC) LLC, Qatar [“BJSSQ”] from QFC to
Business Customers as defined by the Qatar Financial Centre Regulatory Authority (QFCRA) Rules. Bank J. Safra Sarasin (QFC) LLC is authorised
by QFCRA. This material may also include collective investment scheme/s (Fund/s) that are not registered in the QFC or regulated by the
Regulatory Authority. Any issuing document / prospectus for the Fund, and any related documents, have not been reviewed or approved by the
Regulatory Authority. Investors in the Fund may not have the same access to information about the Fund that they would have to information
of a fund registered in the QFC; and recourse against the Fund, and those involved with it, may be limited or difficult and may have to be pursued
in a jurisdiction outside the QFC.

Singapore: This document is disseminated by Bank J. Safra Sarasin Ltd., Singapore Branch in Singapore. Bank J. Safra Sarasin, Singapore
Branch is an exempt financial adviser under the Singapore Financial Advisers Act (Cap. 110), a wholesale bank licensed under the Singapore
Banking Act (Cap. 19) and regulated by the Monetary Authority of Singapore.

United Kingdom: This document is distributed from the UK by Bank J. Safra Sarasin (Gibraltar) Ltd, London Branch, 47 Berkeley Square, London,
W1J 5AU, to its clients, prospects and other contacts. Bank J. Safra Sarasin (Gibraltar) Ltd offers wealth and investment management products
and services to its clients and prospects through Bank J. Safra Sarasin (Gibraltar) Ltd, London Branch. Registered as a foreign company in the
UK number FCO027699. Authorised by the Gibraltar Financial Services Commission and subject to limited regulation in the United Kingdom by
the Financial Conduct Authority and the Prudential Regulation Authority. Registration number 466838. Details about the extent of our regula-
tion by the Financial Conduct Authority and Prudential Regulation Authority are available from us on request. Registered office 57 - 63 Line Wall
Road, Gibraltar. Telephone calls may be recorded. Your personal data will be handled in accordance with our Data and Privacy Statement.
Nothing in this document is intended to exclude or restrict any liability that we owe to you under the regulatory system that applies to us, and
in the event of conflict, any contrary indication is overridden. You are reminded to read all relevant documentation relating to any investment,
including risk warnings, and to seek any specialist financial or tax advice that you need. You are not permitted to pass this document on to
others, apart from your professional advisers. If you have received it in error please return or destroy it.
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