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Residential real estate (RRE) vs commercial real estate (CRE) in the euro area

» Mortgages account for almost 30% of EA banks’ total loans, while CRE-collateralized for ca. 10%
» Historical tendency for RRE exposures to be relatively less risky than CRE and SMEs exposures
» Wider range of market participants and more international players in CRE markets

Bank’s exposures to RRE and CRE LGD and PD across loan categories
(percentage of total loans and advances) (average for new EA loans, 2018, %)
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Source: LHS: Supervisory statistics. RHS: SSM Credit Underwriting Data collection.
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Residential property markets in a broadly orderly downturn
» RRE prices started to decline in H2 2022, but the pace of the decline seems to have slowed down
» Positive contributions from monetary policy to RRE prices dissipated since 2022
= Pure new loans to households for house purchase are at lowest levels since several years
= Despite downturn, there is no widespread RRE risk materialisation

RRE price developments in selected countries Pure new euro arealoans to HHs for house
(Index: Jan. 2020 = 100) purchase (bn EUR)
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Source: LHS: CB, Europace (Germany), Statistics Netherlands, Central Statistics Office

(Ireland), Confidencial Imobiliario (sourced from BIS, Portugal), Arco Real Estate (Latvia),
immobiliare.it (Italy), indomio.es (Spain), pxdata.stat.fi (Finland) and ECB calculations.
RHS: ECB and ECB calculations 3 Www.ecb.europa.eu ©



What could threaten financial stability?

* When real estate prices fall this increases banks’ losses given default (LGDs)

* Rising interest rates push up financing costs via higher debt service costs, and this increases the probability
of default (PD) — however, robust labour markets are currently helping to mitigate credit risk in mortgage
portfolios

Rising
financing costs Higher financing
Leveraged borrowers —— costsreduce = —P
and borrowers with disposable income
variable-rate loans or
short maturity in need

of refinancing
\ Rising /

defaults and
large banking
system

Falling income
Lower wages/profits
could affect
repayment capacity

Possible amplifiers

« Risky and large banking
system exposures

« Credit crunch: collateral
channel and risk aversion

Rising interest rates losses Higher vacancy rates/
push down real estate lower rents reduce . Procyclical selling by non-
prices property value Y 90y

banks and firms

l

Falling real estate
prices
Higher loss given
default

Wealth and
confidence effects

Source: ECB
4 www.ecb.europa.eu ©



LGDs: Despite the correction in RRE prices, vulnerabilities persist and so do downside risks

+ Some euro area RRE markets still show signs of overvaluation....

» ...despite the levelling-off of short-term downside risks to RRE price growth in the last quarters, these
remain high in a historical comparison (especially in some countries)

House price overvaluation (house price to income ratio)

(EA and IQR across countries, percentages)

Tail risk to euro area house price growth
(5th percentile of predicted real year-on-year house price
growth rate distribution, percentages)
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Notes: RHS: results from an RRE price-at-risk model based on a panel quantile regression on a sample of 19 euro area
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PDs: Increased loan servicing costs due to higher interest rates can expose pockets of
vulnerabilities in floating rate lending

« Ca. 70% of EA mortgages are extended with fixed rate loans, shielding households from increases in LSTIs
« LSTI ratios of highly leveraged borrowers with long maturity loans and floating rates increase the most

« Estimated PDs increase substantially when considering different scenarios combining higher interest rates
with higher unemployment

Households’ exposure to rising interest rates Simulated increases of LSTIs on variable-rate
(percentages) loans since end-2021 (percentages)
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CRE markets in clear downturn with further price drops likely

« Evidence of substantial price correction, despite low market activity hampering price discovery
» Further price correction likely when market activity resumes amid rising vacancy rates

Market activity remains low and prices are falling Vacancy rates are rising even in prime markets
(Annual growth of CRE prices and market transactions, %) (Euro area prime market office vacancy rate, %)
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Going forward market faces both cyclical and structural challenges

 CRE asset values directly impacted by higher long-term interest rates
« Behavioural change since Covid-19 and energy-efficiency important structural headwinds

CRE firm valuations affected by long-term interest rates Outlook for (non-prime) office rents deteriorating
(left: REIT Index Jan 15t 2022 = 100, right: interest rate in percent) (12 month rent growth forecast, %)
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CRE firms face pressure from higher financing costs and falling revenue

« Sharp profit shock already visible and likely to continue due to structural challenges

* Almost 60% of CRE bank loans could be to loss-making CRE firms in an adverse scenario with continued
high interest rates and a large drop in revenues

Real estate firms already seeing sharp drop in profits Simulation of bank exposure to loss-making CRE firms
(Median profit margin across sample of euro area CRE firms, %) (Percentage of euro area banks’ loans to real estate firms, %)
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Source: LHS: Capital IQ and ECB calculations. RHS: Orbis, AnaCredit and ECB calculations.
Notes: RHS: Based on a sample of 115,000 EA firms. 2019 firm profits used as pre-shock val

lue
financing costs shock updated firm profits are calculated as: 2019 net income (excluding the eff
depreciation/amortisation) — (change in borrower average cost of bank financing) *total debt. U 9 WWW.ecb.europa.eu ©
shock an additional 20% decline in turnover is uniformly applied to all firms’ 2019 income. Bal
from AnaCredit are as at June 2023.




CRE bank asset quality starting to deteriorate and more headwinds likely

» After years of outflows, euro area banks experience increasing CRE NPL inflows
» Limited revaluation of banks’ CRE collateral in recent years could indicate more headwinds

CRE NPL inflows are now positive and rising CRE price drops not seen in more collateral revaluations
(Annualised quarterly net NPL inflow, % of real estate loans) (Share of CRE collateral stock held by banks, %)
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Source: LHS: Supervisory statistics. RHS: AnaCredit and ECB calculations.

Notes: LHS: CRE collateralised and RRE collateralised loans used as proxies for CRE and
RRE exposures. RHS: AnaCredit analysis of real estate collateral revaluation builds on Www.ecb.europa.eu (@)
analysis from Horan, Jarmulska and Ryan (2023).



https://www.ecb.europa.eu/pub/pdf/scpwps/ecb.wp2823~0a128abbd2.en.pdf?d0ddda1e1835f3bf93ece010927cc954

Aggregate bank CRE exposure contained, but some banks more exposed

 CRE exposures (5% TA) not large enough to threaten aggregate banking system solvency on it's own
* Most heavily exposed banks may experience stress and these are geographically concentrated

Severe CRE portfolio stress and large CRE exposures

Aggregate CRE exposures contained but concentrated needed to induce a potential solvency impact for banks
(Share of total banking system assets, %) (Reduction in CET1 ratio from hypothetical CRE portfolio stress, pp)
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stemming from CRE exposures, assuming a 50% average risk-weight, and different CRE PD, 11 Www.ecb.europa.eu ©
LGDs. The x-axis shows the CRE-share in total assets.



Systemic threat could arise from potential spillovers to bank funding markets or
deterioration in other real estate loan portfolios

« Disruption to key bank funding markets could amplify the effect of CRE stress
 CRE losses combined with deterioration in RRE loan book would have systemic implications

Most exposed banks have seen rising covered bond

spreads, but no sign of contagion at present Banks’ combined CRE and RRE exposures are systemic
(Covered bond z spread, bps) (Real estate loans as % total bank loans)
== EUR covered bonq index B RRE loans
Deutsche Pfandbriefbank CRE loans
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Source: LHS: Bloomberg. RHS: Supervisory statistics.
Notes: RHS: Loans collateralised by CRE and RRE are used as proxies for CRE and RRE WWW.ecb.europa.eu ©
exposures.
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