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“The economy is

expected to grow
further in the future”

Dynamic Swiss economy

With the global economy thriving, domes-
tic markets continue to recover as well.
GDP growth climbed to 2.5% during the
third quarter of 2017, marking the strong-
est increase in economic output since
2014. Some business sectors once again
managed to post gains, the economic
growth was however mainly fueled by the
processing industry. The depreciation of
the Swiss franc as well as the surge in for-
eign output led to an increase in exports.
Switzerland’s economic dynamism is
expected to continue with low interest
rates as its main driver.! For the upcoming
years, experts anticipate an elevated GDP
growth of on average 2.0% in 2018 and
1.9% in 2019. BAK’s economic researchers
are the most optimistic with their forecast
of 2.4% for the coming year 2018. (8, 9)

Based on the prosperous economy, a
slight improvement on the labor market is
emerging. At the end of 2017, the unem-
ployment rate was 3.2%. Business cycle
researchers expect it to decrease to 3.0%
on average in 2018 and 2019. (8, 9, 10)
They also predict a higher employment
growth (2018: around 1.2%, 2019: around
1.0%). Job vacancies have especially
opened up in the financial and real estate
sector lately.
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The dynamic Swiss economy had a positive impact on the labor market and the retail
sector which for many years now has been ailing. The Swiss National Bank (SNB)
raised its short-term inflation forecast. The historically low interest rate levels are
generally expected to rise moderately throughout the coming years. Conversely,

over the same period, rents for rental apartments and office spaces decreased while
prices of owner-occupied properties moved sideways. The regional excess supply in
the rental housing market led to an increase in vacancies to 2.4% on average and
could potentially cause record high vacancies in the near future. An imbalance is also
becoming increasingly noticeable in the office market and the current construction
activity does not cause hope for improvement.

The strong economy and the increase in
employment growth are met by histori-
cally low immigration. Net immigration
has increased by 16,400 during the fourth
quarter of 2017, which was by far the low-
est over the last ten years. (12)

Interest rates will increase
— gradually

Despite their still limited potential to rise,
interest rates will gradually increase in

the nearer future. This is on the one hand
attributable to the central banks’ growing

i

caution towards monetary policy and,

on the other hand, to elevated inflation
expectations. In December 2017, the SNB
lifted its inflation forecast to 0.7% for the
year 2018.2 (11) The reasons behind this
are the flourishing Swiss economy as well
as higher import prices. The projections
have also been adjusted to 0.5% (previous
quarter: 0.4%) for the recently completed
year. (11) These developments indicate
that retailers and service providers are
aware of their improved economic situa-
tion and taking advantage of their pricing
power.?

! SNB, Quartalsheft, 4/2017 Dezember
2 SwissLife, Perspektiven Konjunktur, Februar 2018



“Interest rates are
expected to rise mildly
in the short and
medium term”

In December 2017, the long-term inter-

est rates (yields on ten-year government
bonds) once again dropped to -0.1%
before climbing back up to over 0% in
January 2018. (21, 22) But as inflation has
been rising simultaneously, real interest
rates remain in the negative.! In the short
to medium term, a slow increase in the
interest rate level is forecast. Experts pre-
dict a moderate rise in the long term rates
from 0.1% to 0.3% for 2018 and a possible
further increase from 0.4% to 1.1% in
2019. (20)

Mortgage rates are having a delayed
reaction to those trends. They are all con-
sistent with last quarter’s levels in 2017,
except for the ten-year rate (reduction to
1.6%). (23) Banks predict a slow increase
in mortgage rates over the next few years.
Primarily the five- to ten-year fixed rates
are expected to rise. Libor mortgages

are however expected to remain stable.
For Libor mortgages, banks are thus
expecting an ongoing low interest rate
environment.®

Construction activity outlook
2018 stays positive — for the
moment

While it fell by two points to 145 points
during the last quarter of 2017, the Con-
struction Index remained in clear positive
territory with a plus of 12% compared

to the previous year. (17) The marginal
decline was mainly due to a decrease in
underground engineering. At the same
time, construction activity is receiving
mixed signals for the coming year 2018.
The bullish expectations concerning
economic growth might primarily fuel
the demand for owner-occupied as well

as office properties which would have a
positive impact on the construction indus-
try. A possible interest rate rise by the SNB
would have a contrary effect, especially
for residential construction. Overall, pre-
dictions remain positive for 2018 but one
should not expect any other price runs.*

“Building industry
slightly derailed at the
beginning of the year”

Prices in the owner-occupied
housing market move sideways

During the fourth quarter of 2017, FPRE
AG observed a continuing lateral price
movement for owner-occupied properties.
Prices for single-family homes declined
(-2.1% quarter on quarter) (4, 46, 48),
while those for owner-occupied apart-
ments rose slightly (4+1.4% quarter on
quarter).® (3, 52, 54)

By the end of the year, the price increase
was mainly noticeable in the middle
segment (+3.8% quarter on quarter).
(54) This rise covered all regions. (55,
56) Prices in the upscale segment moved
contrarily and concluded slightly below
(-0.8% quarter on quarter).> (54)

Single-family homes recorded a price
decline across all regions with major drops
in the Jura (-4.2% quarter on quarter) and
the southern part of Switzerland (-3.5%

quarter on quarter). (49, 50) The biggest
decrease appeared in the upscale segment
(-3.1% quarter on quarter).° (48)

Low mortgage rates led to operational
costs of private homes currently being
15% lower on average than rental costs of
comparable properties. Prices for own-
er-occupied properties thus registered a
mild increase in 2017. For the coming year,
UBS is expecting prices to rise moder-
ately for single-family homes (+0.5%)
and to remain stable for owner-occupied
apartments as they face challenges due to
sinking rents.® (7, 30, 51, 57)

“Signs remain slightly
positive for the owner-
occupied housing
market”

Record level of vacant rental
apartments expected

As a result of investment pressure, the
supply of rental apartments is almost
completely detached from demand. The
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“The supply of rental
apartments is nowa-

days widely detached
from demand”

growing supply is negatively impacting
rents. Residential rents have continued to
fall at the end of 2017 (-1.7% quarter on
quarter) following a mild recovery during
the third quarter. Year on year, a consid-
erable decline (-3.8% year on year) can
be observed. New buildings in particular
have recorded a strong decline in rents of
5.2% compared to the previous year.”
(25, 26, 27)

The competition for the owners in the
rental apartment market is becoming
increasingly intense. The current aver-
age vacancy rate of 2.4% might not yet
have reached its peak according to UBS.
Prolonging construction activity paired
with low immigration numbers could
lead to record high vacancy rates through
to 2019, surpassing the current record
level of 2.8% (1998). Such vacancies
would have serious consequences for

quoted rents. Further rent corrections are
therefore expected to happen in 2018.
According to UBS forecasts, quoted rents
will decrease by 2.5% in 2018 (5), and

by 2020, UBS predicts a fall of more than
10%.8 WP is more optimistic with its prog-
nosis with a decrease of only 1% in 2018.
The strongest declines are to be expected
in the southern and northwestern part of
Switzerland (-1.7% and -1.3%).°

Persistent imbalances in the
office market

The rents for office spaces are continuing
to post heavy losses. Rents recorded in
the finalized contracts are lower by more
than 20 index points in comparison to
the quoted rents. This is evidence of a
significant detachment between quoted
and actual rents in the office sector. There
is a considerable rent decline observable
across all regions. The fall is most pro-
nounced in the South (-5.5% quarter

on quarter) and the Lake Geneva region
(-5.0% quarter on quarter and -20.4%
year on year).” (34, 35, 36, 37)

First signs of a surplus of supply in the
office market were already notable back in
2013. Long-term growing vacancies and
declining rent revenues were the results.

“Office market rents
in the Lake Geneva
region dropped by
more than 20% com-
pared to the previous
year”

Marketing conditions remain challeng-
ing and investors need to accept revenue
losses on their office property as demon-
strated by the renewed rent adjustments
in 2017. Nevertheless, a slight recovery is
predicted for the office property market.
The hopes are primarily based on 2018’s
expected economic upturn in Switzerland
which would lead to growth in employ-
ment and ultimately demand for space.
But the supply is still expanding. The con-
struction of office spaces continues due
to the ongoing investment crisis and the
cheap debt financing options. These new
office spaces could aggravate the imbal-
ances on the office market even further,
considering the high availability (38) and
the low demand."
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Slight recovery in the
retail sector

After two challenging years, the retail
sector managed to escape the downward
trend and made a slight recovery at the
end of 2017 with overall sales growth of
0.1% being achieved. Credited for this
improvement were primarily Switzer-
land’s overall economic situation, which
continues to prosper, the depreciation of
the Swiss franc and the recovery in con-
sumer sentiment. The appreciation of the
Euro further reduced potential shopping
tourism. The food industry recorded a
nominal revenue gain of 0.3% whereas
the non-food segment’s nominal revenues
remained outside of the growth area with
-0.1%.1

Even though the numbers have improved,
the situation for retail space owners stays
tense. There currently is an excess supply
of retail areas in Switzerland. Moreover,

the trend is moving towards smaller retail

areas. This causes further competition

in the retail market, thereby enabling
tenants, who have held the upper hand for
years, to negotiate even more favorable
conditions at the expense of the owners.
In extreme cases deals are closed solely
based on turnover rent. This again signi-
fies higher risk for the property owner.!?

Shopping centers close to the euro zone
must break new ground as exhibited by
“Stiicki Shopping” in Basel. After eight
demanding years, the office area is being
reduced by 70% to 10,000 m?. The focus
is shifting towards health and wellness
accompanied by an expansion of gastro-
nomical services. Inspired by the neigh-
boring business park, four new office and
laboratory buildings with a total of 1,700
new workplaces are being erected.’* The
“Stiicki” can therefore be considered a
forerunner which could serve as an exam-
ple to other shopping centers.
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