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Executive summary

In past financial crises, unsustainable developments in commercial real estate (CRE) markets in
some European Union (EU) countries resulted in severe losses for the financial system,
possibly also with consequences for the real economy. CRE markets tend to be significantly more
cyclical than residential real estate (RRE) markets. This reflects close linkages with general economic
conditions, supply conditions that are more inelastic than is the case for RRE, the international
dimension of some CRE markets and the opaqueness of CRE markets.

Understanding how risks from CRE markets can influence the financial system and the real
economy is therefore crucial for financial stability. CRE markets affect financial stability through
various channels. A direct channel is through lenders providing CRE loans. Since commercial premises
are operated for purely economic purposes, and given that it tends to be on a non-recourse basis, CRE
lending typically exhibits higher default rates than RRE lending. In addition, there is a collateral
channel, whereby CRE prices and lending increase in tandem in cyclical upswings and fall in
downswings, which may result in higher loan-to-value ratios (LTV) and ultimately higher losses given
default (LGD). Indirect links may also pose threats to financial stability. In most EU countries, CRE and
the construction sector account for a significant proportion of gross domestic product (GDP). Negative
developments in these two sectors can have a material impact on economic growth and on financial
resilience in general. A third channel through which CRE can affect financial stability is the scale of
investment made by institutional investors.

Previous CRE-related crises have exhibited a number of common characteristics across a
range of EU countries. These include rapid growth in lending, easing of lending standards, rapid CRE
price increases ahead of the crisis and, during the downturn, high numbers of non-performing loans
and large credit losses.

When assessing risks related to CRE and the most appropriate strategies to mitigate them,
some important issues need to be considered:

e First, thereis no clear-cut or commonly shared definition of CRE within the EU.
Consequently, for the purposes of this report, commercial real estate is defined as buildings,
including occupied land, which are held for the express purpose of generating an income. While
the expert group broadly agrees that CRE should include multi-family residential dwellings,
there is some debate as to whether buy-to-let housing and property under development should
also be included.

Reaching a common understanding across EU countries of what comprises CRE is
important, as analytical and data work will depend heavily on a harmonised definition. It
should be noted that, while the expert group has opted to exclude buy-to-let housing and
property under development from the scope of its analysis of CRE, both sectors entail risks that
are relevant from a financial stability perspective and may therefore be worthy of further
attention.
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e Second, data on CRE are in general scarce, incomplete or inconsistent — especially
compared with RRE data — making it difficult to describe accurately and compare risks in
and across national markets.

In the medium term, granular and consistent data should be made available to central
banks and supervisors to allow a more precise assessment of the financial system’s
exposure to CRE and associated risks; similarly, statistical agencies should build a
strong data framework to capture broader developments in real estate markets. Priority
areas for data are (i) capturing CRE markets as a whole rather than just samples of the market
(as covered by private sector data providers), (ii) assessing the dynamics of supply and
demand, (iii) tracking changes in the volume and nature of lending and investment, including
terms and conditions, and (iv) capturing developments in financing by foreign sources, including
from outside the EU.

Given the strong cross-border dimension of CRE for some EU countries and the need for a
common definition, it seems necessary that further initiatives in this area be coordinated, at
least at the EU level (for example, by the European Central Bank (ECB) and the European
supervisory agencies as regards financial system exposures, and by Eurostat as regards real
estate market developments). It will also be important to utilise work already begun in various
European or international fora, as well as on projects such as AnaCredit (the ECB’s analytical
credit dataset) that could provide valuable information on the financial system’s exposure to
CRE.

Progress on filling in data gaps will take time. In the short term, given the risks to
financial stability that CRE can pose, the expert group suggests that granular data on the
stock and flow of investment and lending should be the main focus. An analysis of new
regulatory templates introduced under the Basel Ill regime for banks, the Solvency Il Directive
for insurance companies and the Alternative Investment Fund Managers Directive (AIFMD) for
alternative investment funds (AIFs) is likely to meet this need partially.

e Third, in contrast to RRE markets, in CRE markets a significant proportion of financing is
provided by entities that are not banks (“non-banks”). Historically, across Europe, the
relative importance of debt and equity financing of CRE has been similar on average, but since
the financial crisis the proportion of equity financing has risen. Moreover, within debt financing,
a shift is apparent from bank lending towards non-bank financing (e.g. by insurance companies
and asset managers).

This is of significance because up until now, macroprudential toolkits have consisted
mainly of instruments targeting banks, such as sectoral capital requirements. Work is
already being undertaken by the ESRB’s Instruments Working Group (IWG) on instruments
which can be applied beyond the banking sector. Some of these instruments may prove to be
helpful in mitigating risks stemming from CRE. For example, activity-based macroprudential
tools for real estate can target excessive growth and leverage by restricting the size of loans
relative to the value of the property (the loan-to-value ratio), or interest or debt servicing relative
to the borrowers’ income (the interest coverage ratio (ICR) or debt service coverage ratio
(DSCR)). These instruments can act as a brake on imprudent lending and lower both the
probability of default and the LGD of loans. Such tools could be combined with increased risk
weights and, outside the banking sector, with measures from the AIFMD to limit the leverage of
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AlFs. In addition, the effectiveness of investment in CRE and, more generally, the stability of
CRE markets, could be enhanced by the use in those markets of long-term valuation
approaches. This is also an area that the expert group suggests merits additional work.

A further review of instruments available to target CRE-related risks may still be necessary at
some point in the future, as certain areas may not be covered by the work of the ESRB
mentioned above (e.g. maturity mismatch risk associated with unit-linked investments in CRE or
concentration risk in the insurance sector).

Finally, cross-border financing is important for some CRE markets within the EU, and
should be taken into consideration when designing macroprudential policies for the
sector. The work of the IWG’s expert group on cross-border effects of macroprudential policy
and reciprocity is of considerable assistance in this respect. In accordance with the preliminary
conclusions of that group, the Expert Group on Real Estate recommends that reciprocity should
be strongly encouraged within the EU for measures targeting the CRE markets. However,
additional work may be warranted in relation to reciprocity, both (i) regarding non-EU countries
(e.g. the United States), and (ii) as it may be applied to non-bank sectors.
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Introduction

Past financial crises have shown that unsustainable developments in commercial real estate
(CRE) markets in certain EU countries can result in severe losses for the financial system,
possibly also with consequences for the real economy. The assessment of risks stemming from
CRE markets involves significant challenges.

e First, there is no clear-cut or commonly shared definition of CRE within the EU. For instance,
boundaries with residential real estate (RRE) are somewhat blurred, particularly as regards the
“buy-to-let” market.

e Second, data on CRE are in general scarce, incomplete or inconsistent (especially compared
with data on RRE), which makes it difficult to accurately describe and compare the risks in and
across national markets.

e Third, in contrast to RRE markets, non-bank and cross-border market participants account for a
significant proportion of financing in CRE markets. When designing macroprudential policies,
careful consideration should also be given to non-EU market participants in particular.

This report, which provides a high-level assessment of these issues, is organised into four
chapters. The first chapter proposes a definition of CRE and clarifies what should, and should not, be
included. The second chapter identifies data gaps and discusses possible ways to fill them. It then
describes the structural features of CRE markets across the EU, establishes who the main market
participants are, and assesses the risks to the financial system. The third chapter develops an
analytical framework for CRE markets. It shows why they tend to be more cyclical than RRE markets,
and identifies the channels through which they may lead to financial instability. The chapter also
provides a list of indicators required for assessing CRE markets, and concludes with case studies of
past CRE crises that illustrate the relevant mechanisms. The fourth chapter sets out the
macroprudential instruments authorities might use to tackle risks arising from CRE markets; it
emphasises that sector-wide and cross-border issues are particularly relevant when dealing with risks
stemming from CRE markets. It concludes with a review of measures that have already been taken,
both within and outside the EU. Since such measures are typically very recent, it is rather difficult at
this juncture to draw any conclusions about their effectiveness.
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Section 1
Defining CRE

A common definition of CRE has not yet been agreed internationally. Attempts have been made
with varying levels of detail such as “income producing real estate” or “a building other than a dwelling
and the land on which it stands” (Shimizu, 2014%). Within the international statistical community, work is
underway under the leadership of Eurostat.? For the purposes of this report, a questionnaire (see
Annex 2) was designed which has made it possible to collect definitions used by different Member
States when assessing CRE markets.

Some elements appear to be controversial. The expert group suggests that, while residential
premises in the form of multi-household dwellings should be included in CRE (along with, for instance,
offices, retail and industrial premises), buy-to-let housing and property under development should not
be considered as CRE.

In the absence of strong agreement on a definition of CRE, there is a need for additional work in
order to reach a common understanding of what the sector should comprise. Similarly, since
buy-to-let housing and property under development entail specific risks that are relevant from a
financial stability point of view (e.g. high loan-to-value ratios, a strong connection with fiscal policy, and
a link to household indebtedness in the case of the former and valuation concerns in the case of the
latter), they could be worthy of further attention.

Section 1.1 analyses the definitions of CRE that members of the expert group provided as part of the
data collection exercise; Section 1.2 recalls the basic principles considered to be relevant in this regard
from an ESRB perspective; and Section 1.3 suggests a working definition based on national accounts.

1.1 Empirical definitions

For the purpose of the expert group’s data collection exercise on CRE (see Annex 2), the
following definition was provided: Commercial real estate is usually defined as income-producing
real estate. Real estate used for residential purposes is labelled as commercial real estate when it is
owned or developed for commercial purposes. The definition of commercial real estate should reflect
the risk profile of the asset class considered, rather than the ultimate purpose of the real estate.
Therefore, the residential sector of the commercial real estate market should be distinguished from
residential real estate owned and occupied by households. This is because commercial real estate is
more often purchased as a speculative investment by professional investors than residential real
estate, which often serves as accommodation for its owners.

1 See Shimizu, C., “What is commercial property?: Concepts and classifications”, presentation to the Workshop on the Handbook
on Commercial Property Price Indicators held in Frankfurt between 29 and 30 September 2014.

2 A working group will produce a handbook aimed at clarifying the boundaries of this topic and advising compilers of the data on
best practices for production.
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Members of the expert group were asked to provide their own definition of CRE in the data
collection questionnaire. Respondents generally agreed with the definition above (see Annex 1 for
an overview of the responses).

Nonetheless, in the absence of an agreed definition of CRE at the EU level, the classification of
residential premises appears to vary from country to country. Based on available data, some
countries have not treated such premises as CRE for the purposes of the questionnaire.
Responses received included those set out below by way of example.

e Inthe case of Ireland: “The commercial property market is generally viewed as being made up
of three components: office, retail and industrial. Holdings of residential property by large-scale
professional investors have not traditionally played a significant role in the Irish property market,
although it is now becoming a more prominent feature”.

e Inthe case of Lithuania: “CRE is most often treated as what is left after accounting for housing
and land”.

e Asregards Poland: “the CRE sector consists of offices, retail premises and warehouses.
Residential property for rent is owned by private people and is not considered as a significant
segment, yet”.

e For Spain, the data collection was restricted to “credit to non-financial private sector agents
used to buy property under three categories: i) office buildings, ii) commercial use, and iii) other
purposes (offices and commercial premises)”.

The responses for Belgium and Sweden were more precise: these excluded houses or apartments
occupied by single households from the definition of CRE, but included multi-household residential
buildings. Italy also pointed to the difficulties attached to categorising single dwellings, as the owners
have the opportunity either to rent them out or to occupy them.

Finally, even where there is general agreement with the definition of CRE provided in the
questionnaire, the responses for many countries (such as Austria, Denmark, Germany, Greece,
and the United Kingdom) underlined the difficulty of providing data consistent with this
definition; some data may be unavailable for some market segments, while other data may only cover
part of the market.

1.2 Basic principles

To establish a suitable definition of CRE, it is necessary to consider the analytical purpose for
which the CRE concept is to be used. The ESRB’s interest in this field is to investigate the systemic
risk arising from CRE held either as an asset (directly or indirectly) or as collateral for financing (which
may or may not be for the purchase of the real estate in question). As regards the latter, the ESRB’s
interest is in a definition that covers financing and the risks incurred by providers of financing, whether
in the form of debt or equity.
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Commercial real estate can be defined as land, and the building(s) upon it, which generates
profit or income from capital gains or rents. (Property does not include civil engineering structures).
However, some questions may arise for a particular class of property — commercial or residential —
regarding its intended purpose. This is the case when distinguishing the residential segment of
commercial property from residential property which is owned and occupied by households. The
residential segment of commercial property might be restricted only to multi-household buildings, since
it often appears more difficult to distinguish between a residential and a commercial purpose in the
case of a single household building.

Buy-to-let dwellings — residential houses purchased with the purpose of gaining a profit stream
by renting them out and potentially involving a capital gain — are a controversial category. While
price and yield developments in this segment are likely to be closely aligned with the owner-occupied
residential real estate sector, the expectation of cash flows from the asset accords with the notion of
commercial real estate as defined above.

From the ESRB’s perspective, it is necessary to include all borrowers in the definition of CRE,
be they professional investors — large or small — or individual investors. The risk of default of
large professional entities, such as institutional investors or companies participating in the ownership or
development of, or trading in income-producing real estate, is an important source of systemic risk. 3
Nonetheless, a large number of defaults by small or individual investors within the same time period
could lead to systemic risks similar to those arising from defaults by large investors. This might occur
predominantly in countries with a large buy-to-let market (e.g. Ireland and the United Kingdom).
Additional research is needed to determine whether the market for buy-to-let property can be
distinguished from the general market for residential property, and subsequently to decide whether or
not it should be included in the definition of CRE.

It is also necessary to consider whether, for the ESRB’s purposes, it is preferable to measure
property values or property prices. A change in the value of a property between any two points in
time can stem from several factors, e.g. changes in its quality (as a result of depreciation or renovation)
or price. When undertaking price measurement, statistical compilers usually aim to capture the price at
a constant level of quality. Given that commercial property is often used as collateral, it is necessary to
consider the proceeds that could be realised if this collateral were to be liquidated, i.e. its market value.
It is therefore suggested that this be used as the appropriate measure. The market value itself is
comprised of three factors: (i) the initial value of the property and land in question, (ii) the said value
adjusted to reflect depreciation and/or renovation, and (iii) any income stream that the property
generates, e.g. rent.

13 Working definition

From the basic principles mentioned above it is possible to begin identifying a working
definition of CRE for the purposes of this report. As pointed out in the replies from certain countries
to the questionnaire, in reality the data supplied for this report are likely at times to be derived from a
somewhat different definition.

3 See “Commercial Property Markets — Financial stability risks, recent developments and EU banks’ exposures”, ECB, Frankfurt
am Main, December 2008 (available at https://www.ecb.europa.eu/pub/pubbydate/2008/html/index.en.html).
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Commercial property includes buildings (and the land they stand on) developed for the express
purpose of providing an income and/or a capital gain. It encompasses a wide range of premises
(offices, retail properties, manufacturing facilities, etc.) and may include residential property (e.g. in the
form of multi-household housing). The scope must also cover financing at risk of default. To assess
this, a value measurement is required which reflects the ability of interest on a debt instrument to be
serviced or the capital to be repaid. The following considers this in more detail.

Using a national accounts-based framework, Jellema (2014)* suggests how to identify commercial
property.

Table 1
Commercial property from a national accounts perspective

Included in commercial property ‘ Not included in commercial property

Property owned by commercial real estate entities, i.e. the Property owned by other entities in the economy, i.e. all

statistical units of real estate activity, or purchased or sold as  statistical units belonging to activities other than real estate,

part of real estate activity (generating income or capital gains) used as part of their capital stock, necessary to produce goods
and services

Residential property held for commercial reasons Owner-occupied housing

Properties generating rents or capital gains (income-generating  New property under development (belongs to the construction

properties) industry) — although it can pose financial risks, this should not
constitute commercial property as there is no income
generation

Listed below are the categories shown in Table 1 as not included in commercial property, and
the rationale for their exclusion.

Property owned by all entities involved in conducting activities other than real estate, used as
part of their capital stock, necessary to produce goods and services: This might, for instance,
include the headquarters of a financial company or a production plant. Such property is not held to
generate rental income or capital gains for the owner. While no debt may be outstanding on the
building itself, it can be, and often is, used as collateral for debt. As such, changes in the price of
buildings can influence credit constraints and investment decisions of companies and other participants
in the wider economy.

Property owned by non-market producers of real estate services: In some Member States, local
municipalities own and develop property on a commercial basis (in contrast with their ownership and
development of, for example, social housing), such as shopping centres or multi-household residential
buildings).

New property under development: This clearly fails to meet the criterion that commercial property
must be profit-generating. However, the course of such works can pose significant risks to lenders (and
the financial system), if financing has been extended against the development of the property.

Of the above three categories, new property under development is arguably the most
problematic. It is clear that there are financial stability risks if debt has been extended to either
develop or purchase the land in question. From a purely definitional point of view, both land acquired

4  See Jellema, T., “Some thoughts on the delineation of commercial property” (presentation to the Workshop on the Handbook on
Commercial Property Price Indicators held in Frankfurt between 29 and 30 September 2014).
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for development by property developers and buildings they have under construction should be
considered for inclusion in the definition of CRE, as they are ultimately intended to be sold for
commercial reasons. However, taking a purely statistical approach, it is difficult to see how to
distinguish between the purchase of land for actual development and the purchase of land for a more
speculative purpose. One methodology might consist of ascertaining whether or not a building permit
has been issued by the relevant national authority. But research in the residential market has shown
that there can be a significant difference between the number of building permits and building
completions. It is therefore recommended that this aspect should be given priority for future research. It
is clear that the ESRB is interested in information on this phenomenon but whether that information is
included in the headline CRE data, or as a separate dataset, will need further reflection.

As noted above, another controversial issue relates to buy-to-let housing. At present there is no
clear statistical guidance for data compilers. It is hoped that this will be dealt with by work being
completed under the auspices of the International Agency Group (led by Eurostat), for which a report is
still due to be issued. There is also no guidance from the Mortgage Credit Directive; each Member
State may choose to include (e.g. France) or exclude (e.g. the United Kingdom) buy-to-let housing
when transposing the Directive into national law. In theory, buy-to-let housing meets the criterion of an
income-producing asset. However, given current data collection processes, it appears pragmatic to
exclude it from the definition of CRE, even if some “borderline” cases need to be acknowledged. A
possible approach for the future might be to include it in the definition of CRE if the properties held by a
particular borrower are above a certain combined value or in excess of a specified number of separate
addresses, or where the majority of the borrower’s income is derived from the leasing or sale of
properties.
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Section 2
General features of European CRE markets

This chapter sets out the main features of European CRE markets at present, drawing on the
information sources identified in Annex 2. However, it should be kept in mind that material data
gaps sometimes make analysis challenging, as explained in Section 2.1. Section 2.2 outlines the
general features of CRE markets and Section 2.3 assesses the exposure of the EU financial system
to CRE.

2.1 CRE data gaps

CRE data are, on the whole, rather patchy and often inconsistent from one source to another
(see Annex 2), especially in comparison with RRE. As a result, one should avoid making firm
conclusions as regards the position of, or risks from, national markets based on any simple country
comparisons in the tables and charts of this report.

The data gaps and inconsistencies span several areas: price developments and overall dynamics
of physical CRE markets; exposures of financial institutions and investors (banks, insurance
companies and pension funds, REITS, asset management funds, debt funds, etc.); the nature and level
of risk of the financing provided by financial institutions and investors (lending standards, investment
strategy, risk appetite, etc.); and the financial position of “property borrowers” (leverage, etc.).

In the medium-term, granular data allowing a better assessment of the financial system’s
exposure to CRE and the associated risks should be made available to central banks and
supervisors, and statistical agencies should build a strong data framework to capture
developments in property markets. The data should be predominantly available on a quarterly basis
and with a high degree of timeliness, given the dynamics of the market. In view of the significant cross-
border dimension of CRE for some EU countries and the need to agree on a common language, it
seems necessary that both initiatives be coordinated at least at the EU level (e.g. by the ECB and the
responsible European supervisory agencies as regards the financial system, and by Eurostat as
regards the property market). Furthermore, it will be important to utilise work already begun in different
European fora, such as the development work by the ECB’s Working Group on General Economic
Statistics), and in international fora, such as the Inter-Agency Working Party on House Prices, and the
work being undertaken on behalf of the Inter-Agency group by Eurostat to produce a manual on
commercial property prices, as well as projects such as AnaCredit, that could provide valuable
information on the financial system’s exposure to CRE.

The following areas should be viewed as priorities.

e Capturing the complete CRE market. While data on prices, transactions, rents, etc. can be
obtained from private data providers (such as Morgan Stanley Capital International (MSCI,
which acquired Investment Property Databank (IPD)), Jones Lang LaSalle (JLL), Cushman &
Wakefield (formerly DTZ) and CBRE), they provide only a limited picture of particular segments
of national markets and may prove to lack transparency as regards their precise geographical
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scope or the way indicators are computed (see Annex 2). Often these data only cover the
largest cities or prime markets, which may not be representative of overall market conditions.

e Assessing the respective dynamics of supply and demand. This is crucial for anticipating
any potential imbalances and sharp movements in CRE prices or rents. At present, only a very
limited number of Member States have this information.

e Tracking the evolution of lending conditions. An excessive relaxation of lending standards
can signal a forthcoming CRE crisis, as evidenced by some previous episodes mentioned in
Chapter 3. But available data in this respect are very scarce and hardly any Member States
were able to provide information on, for example, LTVs on the stock or flow of lending in the
CRE questionnaire.

e Assessing the role of foreign market participants. National authorities require a
comprehensive view of their CRE markets, which can only be obtained by taking into account
the investment and lending flows created by foreign market participants (including from outside
the EU). At present, generally only private data providers have this information, and only for a
limited segment of the market.

However, improving data availability will take time. Some improvements are needed in the short
term, given the financial stability risks that CRE can pose. Therefore, it seems that granular
data on the stock and flow of investments and lending should be the main focus. The
implementation of new regulatory templates provides some information on CRE exposures for banks
(under the FINREP and COREP supervisory reporting requirements), for insurers (under the Solvency
Il Directive, as from 2016) and for alternative investment funds (under the AIFM reporting requirement).
However, apart from FIN 18.00 and FIN 19.00, which explicitly provide data on banks’ loans and
advances to CRE, the templates do not specifically refer to CRE. Some provide a breakdown of
exposures using the economic activity classifications of the Statistical Classification of Economic
Activities in the European Community (NACE) (in this case, the best proxy seems to be the “L”
classification — “real estate activities”) or the amount of “loans secured by commercial real estate”
(“loans secured by real estate” may involve RRE or CRE).

Furthermore, data must be shared between national authorities, since foreign participants
account for a significant proportion of financing in some CRE markets. ESAs could be very
helpful in this respect by disseminating data based on these new templates in a form similar to that
which EIOPA already discloses for (re-)insurance companies and pension funds. This would
nevertheless only partially address the data gaps on financial system exposures, since the templates
mentioned above only cover European market participants, although investors from outside the EU
(e.g. from the United States and Asia) play a prominent role in certain markets. Again, some
coordination is essential to ensure the consistency of such work.

2.2 Overview of CRE markets in the EU

The available data indicate that the European CRE market is rather concentrated, with the
United Kingdom, France and Germany accounting for more than two-thirds of transactions in
recent years (Chart 1).
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Chart 1
Geographical distribution of CRE transaction volumes

(percentage)
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Source: Cushman & Wakefield.

There are also significant differences across markets in terms of the relative size of each of the
main commercial property types (Chart 2). These include office buildings, retail premises (e.qg.
restaurants, shopping centres and hotels), industrial buildings (e.g. warehouses and factories) and
residential property being leased or developed for commercial purposes.

Chart 2
Relative importance of the different types of commercial property in the EU and selected EU
countries 2014

(% of each country’s total commercial real estate capital value)
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