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Dear readers,
although the recession following the financial crisis has
for the most part been overcome and the economic situ
ation in the European countries has continued to ease,
the economic differences between individual countries
persist. Due to an uneven development in the various
regions, there will be no homogenous European commer
cial real estate market to speak of over the next years.
Despite or p erhaps precisely because of this, com
mercial real estate in Europe remains a highly interest
ing investment target and promises attractive returns.
Owing to the divergence between the markets of the
European countries, investors active in the European
commercial real estate market require comprehen
sive knowledge of the relevant market environment and
fundamental data. This commercial real estate mar
ket report that PATRIZIA is publishing for the second
time this year hopes to contribute to this aim. In the
report we have addressed in depth the factors influenc
ing both the office and retail markets across Europe.

As far as office real estate is concerned, the trend
of recent years has continued: rents are rising in an
increasing number of markets while vacancy rates
are stagnating and prime yields are falling. Notably,
the strong cyclical fluctuations we were f amiliar
with in the past hardly exist anymore. Nevertheless,
cross-border investments are steadily increasing
in Europe, primarily because alternative invest
ment opportunities are limited. Interest in European
investments is also growing among non-European
investors, such as those from Asia and the USA.
The forecast for Europe’s retail markets in 2015
is also positive. Thanks to low commodity prices
and the European Central Bank’s low interest rate
policy, a rise in consumer spending is expected for
the current year, leading to a substantial growth
in the retail markets in the medium-term.
I hope that reading the commercial real estate market
report will provide you an interesting and informative
overview of current developments and trends in the
European office and retail real estate markets.

Yours faithfully,
Wolfgang Egger
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Executive summary
ECB’s decision to buy government bonds
pushes down yields: The European Central
Bank’s plan to acquire a total of EUR 1.14 trillion
in government bonds by 2016 has created a new
situation for real estate. The prices as well as
demand will increase, causing real estate yields
to decline to record lows. Yields of under 4 % and
under 3.5 % are expected for prime offices and
prime retail assets respectively. Investors will
have to adjust their investment decision making
to what is becoming the new normal situation.
 nemployment as a main challenge in Europe:
U
Unemployment is currently among the great
est challenges facing Europe, with major imbal
ances between the various labour markets. At the
end of last year, the unemployment rate in Spain
was almost 20 percentage points higher than in
Germany. In general, the situation in the labour
markets in economically strained countries such
as Portugal, Spain and Italy deteriorated further.
Investors will have to consider unemployment in
their strategies. Looking only at the economic
growth of a country is too narrow a perspective.
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Relationship between rent and vacancy no
longer applies: Since 2012, trends in office rents
have been subject to significantly weaker cyclical
fluctuations than in the previous 13 years. Whilst
growth rates of up to 20 % were observed in the
past, prime rents in the most European office
markets have risen by no more than 7 % and fallen
by no more than 5 % in the past three years. It
appears as if the classic relationship between
rent and vacancy currently no longer holds. Inves
tors must therefore rethink their investment
strategies when analysing market fundamentals.
The real economy is currently not driving real
estate markets: New investment strategies are
needed as conventional market mechanisms no
longer apply and investment strategies can only be
aligned with a market cycle to a very limited degree.
In such a market environment, investment strategies
must be more heavily oriented towards value add.

Page 07
EUROPEAN COMMERCIAL PROPERTY MARKETS
2015

Urbanisation continues: The trend towards
urbanisation is expected to continue throughout
Europe in the coming years. It is becoming one of
the key drivers of regional developments and
investors with a longterm perspective must take
demographic changes into consideration when
developing their strategies. In the long term,
economic activity will therefore be concentrated
in the cities while the labour base in rural regions
will decline.
Demand for office space heavily dependent on
regional labour market: Developments in the
European labour markets exert a major influence on
the office market. At present, due to the ongoing
urbanisation the growing number of workers in the
cities is attracting an increasing number of compa
nies which in turn leads to a wider industry mix and
higher demand for office space. Furthermore, there
is a strong correlation between employment rates
and prime office rents. If the unemployment rate
falls, demand for office space rises. For this reason,
it is important to asses the developments in the
labour market when considering potential office
investments. Investment strategies should therefore
focus on local labour market conditions.
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Retail benefits from increasing purchasing
power: The labour market situation also plays a key
role in retail. Many labour markets are showing
positive developments, with purchasing power and
consumer spending propensity expected to increase
in 2015. However, the gap between disposable
income in the different European countries contin
ues to widen. For example, in countries such as Italy
and Portugal disposable income fell by around 7 %
between 2005 and 2013 whereas in Finland and
Belgium it rose by around 10 %. Investors will have to
consider the various trends in their strategies.
Retail assets as an anchor of stability: Retail
assets in the core European markets offers stability
in real estate portfolios, as shown by the low level of
volatility in rents and yields. Prime rents have grown
steadily over the last 20 years. In particular, funda
mental data and prime yields have improved con
siderably since 2012. However, despite the positive
forecast investors in the current environment should
not disregard fundamental factors such as urbani
sation, ageing populations and the local industry mix
when developing their investment strategies.
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Macroeconomic conditions,
monetary situation and future challenges
Drivers of growth in Europe: Notable efforts were
made last year regarding the European macroecono
mic situation on the path toward financial recovery
and fiscal consolidation. The overall economic environ
ment, characterized by slow growth at the beginning of
the year, was supported by gradual momentum in eco
nomic production and domestic demand, paving the
way at the end of the year for a modest growth rate of
approx. 0.8 % and an inflation rate of approx. 0.5 % in
the Euro Zone. However, the Euro Zone’s current eco
nomic situation is exposed to a variety of risk factors
that could hamper the efforts made during past years
and whose mitigation requires fiscal discipline and the

implementation of further structural policies through
out the member states. The European economies show
remarkable expansion in a two-year comparison; never
theless the fundamental factors driving this growth are
quite fragmented, putting Europe in a fragile macrofinancial environment. The current situation indicates
a business environment characterized by low interest
rates and low inflation, but also by strong capital inflow
into real estate assets and stocks. In this context,
economic growth in the current year is expected
to be driven by strong monetary impulses from the
European Central Bank – as a response to modest
inflation expectations –, and by stable domestic

Annual change in gross domestic product and consumer price indices 2014
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demand supported by falling commodities prices in the
medium-term and low interest rates in the long-term.

speed of recovery has varied from country to country,
economic growth is regionally concentrated with some
areas showing a significant decrease in competitive
ness. This situation can be possible in the short-term
as a way to reverse the temporary slowdown, but will
not be sustainable in the long-term. Apart from the
macroeconomic conditions and differences in funda
mentals, development in Europe has been character
ized in the past two years by geopolitical tensions that
are slowly affecting both the volatility of financial mar
kets as well as essential international trade channels,
with a clear direct effect on aggregate production.

The current economic environment offers new challen
ges to monetary and fiscal policy makers. Traditional
instruments to foster economic growth – such as gov
ernment expenditures and tax relief – are currently
quite restricted in Europe, especially in countries with
financial stress, as fiscal austerity and debt consoli
dation have highest priority. Although the economic
recovery across Europe is remarkable and points to
significant expansion in the medium-term, there is a
strong deviation in fundamental factors between coun
tries as well as pronounced differences in growth
expectations across and within the countries. Nonstressed countries are experiencing a notable increase
in production, capital inflow and expansion of their
labour base, mainly as a result of immigration but also
due to stable macroeconomic balances. Since the

Instability in several markets and geopolitical tensions
have resulted in strong corrections in relative prices
worldwide in the past year. Mixed expectations on the
part of market players in regards to both the potential
growth of European countries and the drastic changes
to monetary policies in the Euro Zone, among others,

Economic sentiment and financial stress in the Euro Zone
Economic sentiment indicator across Euro Zone countries in yoy % changes. High values of CISS point to a significant stress
in financial markets
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have led to strong depreciation of the euro against
its main trading partners. Combined with the oil price
collapse of approx. 35 % by the end of the year, the
effects of these factors on the real economy and espe
cially on core HICP remain unclear for the mediumterm. The combined sentiment indicators in the Euro
Zone continued to deteriorate during the year, indicat
ing that households as well as several industry sec
tors throughout the member states – such as services,
construction and retail – expect the economy to lose
momentum in the medium-term. These indirect expec
tations are also reflected in the composite indicator
of systemic stress (CISS) in the Euro Zone’s finan
cial markets, which comprises aggregate stress infor
mation regarding the money, bond, foreign exchange
and equity markets as well as financial intermediaries.
Since both indicators reflect ex-post expectations
and a-priori market movements respectively, they
are useful when assessing short-term deviations of

fundamental data. The stress indicator and economic
sentiment were moderately stable last year – especially
in regards to long-term perspectives –, but point to an
economic situation characterized by a slight increase
in financial stress compared to the beginning of 2014.
Nevertheless, the main drives of growth in the c urrent
year will, to a great extent, be the monetary activities
of the European Central Bank and its decision to
increase its balance sheet considerably until 2016
(quantitative easing). This decision is primarily based
on the expected low increase of HICP for the current
year as well as on the expected weak economic out
look due to slow private consumption and insufficient
progress of structural reforms. The European Central
Bank made it unambiguously clear that an economic
system with deflation might drastically slow down
expansion and growth potentials as expectations of
falling prices could cause financial corporations and

Unemployment trend
Unemployment rates from the first quarter from 2008–2014
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households to postpone investments and consumption
expenditures. Regardless of the specific impact of
quantitative easing on the timing and response of the
HICP across the Euro Zone countries and also on the
real economy in terms of domestic demand and invest
ments, conditions in the financial markets in the Euro
Zone will face an extended period of low interest rates,
low government bond yields, (hopefully) increased
bank lending and a steady rally of stocks, real estate
assets and cash-conserving investments in general.
Labour markets across and within Europe: The
varying macroeconomic and socio-demographic indi
cators across Europe are having mixed effects on
the real economy. The expectations of market play
ers in regards to the potential growth of countries and
regions vary considerably nowadays, even more so
when looking at the development in the labour markets

over the past eight years. The past crisis has had a
strong impact on the employment trend and has gener
ated remarkable imbalances in labour market partici
pation. We are currently seeing a growing divergence in
the supply of labour across Europe as well as a strong
concentration of unemployment within regions. Since
the first quarter of 2008, the unemployment rates in
Norway and Austria have been rather stable at between
3 % and 5 %, showing the lowest deviation from their
long-term mean in a European context. In contrast, we
are seeing a persistent deterioration in the labour mar
ket in financially stressed countries like Portugal, Spain
and Italy, whose unemployment rates have increased
significantly over the past eight years. The rest of the
countries analysed exhibit unemployment rates close
to the long-term average and some with declining
trends, like Germany, Denmark and the United King
dom. The remarkable variation throughout the different

Unemployment and long-term unemployment trends Q1 2005‒Q3 2014
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countries is cause for concern, e. g. as the share of
unemployed persons at the end of 2014 was almost
20 percentage points higher in Spain than in Germany.
Two main aspects should be taken into consideration
when analysing the magnitude of unemployment: the
duration of unemployment and its relative distribution
among the working population. The former refers
specifically to the share of people unemployed longer
than one year relative to total unemployment, while
the latter focuses on the share of people unemployed
within age groups. Long-term unemployment is posi
tively correlated to the overall unemployment rate and
is affecting the general working population by damag
ing their financial situation and social cohesion. The
chances of re-entering the labour market can also be
expected to decrease the longer a person remains inac
tive and even more so in a recessionary environment.

65

Long-term unemployment %

55

45

As we have already seen, there are significant differ
ences across Europe in terms of the level of unemploy
ment, but also considerable differences in regards to
long-term unemployment. Among Europe’s three big
gest economies, Germany shows the highest longterm unemployment rate regionally, ranging from 40 %
to 60 % in comparison to the United Kingdom, where
the share of people experiencing long-term unemploy
ment has been mostly below 35 % since 2005. France
is showing the least volatile unemployment of the three
countries and correspondingly also in regards to longterm unemployment. In the Nordics, the share of longterm unemployment is relatively low in comparison to
the rest of Europe, mainly as a result of industry diver
sification, stable economic production and a strong
social system. Looking at Spain, Ireland and the Neth
erlands, the increase in overall unemployment reflects
a very strong increase in the share of long-term unem
ployment. The unemployment rate in Spain developed
contrary to that in Germany. Both countries began
the crisis in 2008 with unemployment rates of around
8 %. While hardly any changes were observed in Ger
many as a result of the crisis, the unemployment rate
increased more than fourfold in Spain. The share of
long-term unemployment has risen from about 20 per
centage points to over 50 percentage points of total
unemployment. Beside the social consequences and
drop in economic production, people experiencing
long-term unemployment are (often) a burden on the
state as they create additional costs that are not coun
terbalanced by tax payments. These second-round
effects further aggravate a number of problems.
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The share of unemployment among different age groups
paints a varied picture across Europe. Deterioration of
the labour markets in southern countries in combina
tion with the regulatory environment have caused com
panies and employers to put off recruitment of young
personnel. In addition to differences in the general
unemployment level throughout the countries, there
are considerable discrepancies in the distribution of
unemployment among age groups in Europe. Countries
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like Germany, Norway or even the Netherlands show
a quite even distribution of unemployment among the
young and old working population, which means that
industry, financial companies and governmental insti
tutions are employing and recruiting workers without
systematic exclusion based on the age of the worker.
In contrast, the share of young people between 15 and
19 years without a job was approx. 65 % in Spain

and Italy in Q3 2014, with the share of older people
between 60 and 64 years at less than 20 %. This situ
ation implies that companies are either not willing to
recruit new personnel or are renewing current con
tracts in response to the regulatory environment. At the
same time, this causes a brain drain of young, mostly
well-educated people and implies that knowledge is
not being passed on to the future working population,
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Evolution of urbanization from 1980 to 2013
Definitions and data gathered from the World Bank via Reuters. Urban population refers to people living in urban areas as defined
by national statistical offices
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thereby causing competitiveness to deteriorate and
making improvements on the labour market even more
difficult. High unemployment among young people can
also bee seen throughout Portugal, France and parts of
the United Kingdom, which is why policy makers across
the European Union are being encouraged to create
financial incentives, modify existing labour regulations
and establish job-creation policies in order to increase
the flow of young people into the labour market.
Demographic differences in Europe: The ongo
ing demographic changes in Europe are increasingly
becoming a central aspect in analysing current and
potential growth perspectives of a region or certain
metropolitan area. Rather than looking at regional dis
tribution or age composition, population concentration
in urban and non-urban regions constitutes a relevant
factor because it has changed significantly during the
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BE

past 30 years. An increase in the share of the popula
tion living in cities (urban population) not only means
rapid growth in demand for goods and services but also
especially indicates increases in governmental expen
ditures on infrastructure projects in order to support
demand. Urban centres across Europe are expand
ing as the result of a gradual process resulting from
the concentration of economic activity, changes in
industry composition, rapid increase in technology
and knowledge institutions and, last but not least, glo
balisation. Across Europe, a concentration of popu
lation in urban centres higher than 80 % can be found
in Belgium, the Netherlands and the Nordic coun
tries. Here, the change in the share of population
indicates a very significant demographic concentra
tion between 1980 and 2013 of approx. 20 percent
age points in the Netherlands and Portugal and of
approx. 10 percentage points in Finland and Norway.
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Population trend and forecast by 2025
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Furthermore, although the three biggest economies
in Europe paint a diverse picture regarding regional
concentration of population, the share of inhabitants
across urban centres has steadily increased by
approx. 3 percentage points over the last 33 years.
The urbanization trends across Europe are expected
to continue in the coming years as the concentration
of economic activity is growing and non-urban regions
are loosing more and more working population. In the
long-run, the demographic changes will benefit urban
centres in general, but the overall demographic per
spectives on a country level vary dramatically. Portu
gal, Spain and Germany constitute a group of countries,
whose share of population by 2025 relative to 2013 will
notably shrink or more or less stay stable. Countries
like Norway, France, the United Kingdom and especially
Ireland will grow by more than 4 % in the same period.
However, the demographic forecasts and the ongoing
urbanization trend point together to a more segregated
concentration of welfare, demand for services and
goods and last but not least investments in real estate.
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Quantitative easing – current situation
and perspectives for the
European commercial property markets
Moving ever deeper into unchartered territory:
More than six years after the global financial crisis we
continue on into the unchartered territory of uncon
ventional monetary policies. With the ECB now finally
following the Federal Reserve, the Bank of England
and the Central Bank of Japan, quantitative easing (QE)
will remain a central driver of capital markets around
the world and especially in Europe for the foreseeable
future. For investors in European real estate markets
the answer to the question as to what the effects of
quantitative easing on the real estate markets in Europe
will be is becoming more important than analysing the
consequences of an unwinding of the unconventional
monetary policies. Nevertheless the answer to the
second question remains an important component in
developing medium to long-term investment strategies.
QE is basically creating new money that the central
bank can use to purchase assets. It can buy differ
ent types of assets, like government and corporate
bonds thereby lowering the long end of the yield curve,
making borrowing cheaper. The central bank is buy
ing these bonds with the sole purpose of improving
financing conditions in order to support real eco
nomic development and not on speculative grounds. In
other words, the central bank is not (very) price sen
sitive when buying bonds. In general this could lead
to a distorted pricing of bonds, but this hardly indi
cates a bubble on the bond market because the cen
tral bank is in the market as a “long-term” investor.
The central bank is not speculating on further price
increases and will not leave the market unexpectedly.
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Consequently we do not have to fear a bond b ubble
burst and its contagious effects on property.
It takes two to understand the development of
property yields: So what will the effects of the actions
of this new long-term bond investor on the European
property markets be? To answer this question, it helps
to look at the factors explaining the level of property
yields from a textbook perspective. Based on the Gordon growth model, a widely used discounted cash
flow model, the yield of a property can be written as a
function of the discount rate and the (expected) constant rental growth rate in perpetuity. The discount
rate can be further divided into the nominal risk free
bond rate and the property risk premium, resulting in
the following simple approximation of property yield
as a function of the risk free bond rate, the property
risk premium and expected long-term rental growth:
property yield = risk free bond rate +
risk premium - expected (long-term) rental growth
Keeping this basic formula in mind, there are two ways
the property markets will be affected by QE and we
have to distinguish between short and medium term
effects. The first effect comes from relative pricing.
Looking at the development of property yields over
time, the current yield level across Europe for prime
office and retail assets marks historical lows in most
markets. But, given the development of the national ten
year government bond yields since the financial, c risis
property has rarely been relatively more attractive as
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Central bank balance sheets and interest rates
Main lending rates
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Bond yield gap for prime office and retail assets across Europe1
The box plots display the spread of prime yields on government bond yields. It ranges from minimum to maximum, where the middle box
represents the middle 50 % of variation. The range of variation from lower (25 %) to upper (75 %) quartile is referred to as the inter-quartile
range. The last value of Q3 2014 is figured as a point
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 e classified Denmark as a de facto Euro Zone country, not least because of the statement made by the Danish Central Bank on February
W
5th stating that “There is no upper limit to the size of the foreign exchange reserve. The sole purpose of the monetary policy instruments is
maintaining a stable krone exchange rate against the euro.”
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right now. In other words, the gap between ten year
government bonds and prime property is at historical heights. Given the c haracter and nature of prime
property we can convincingly argue, that this high premium is not justified by the risk level currently associated with prime property. As the QE decision by the
ECB will result in even lower bond yields going forward, prime property yields will come down in the coming years due to this relative pricing effect. The result
will be prime property yield levels never seen before in
most Euro Zone markets and probably also in the other
major European markets. Prime office yields of below
4 % and prime retail yields of below 3.5 % will be the rule
and not the exception resulting from this adjustment
in relative pricing and much lower levels are not out of
reach, given the long term nature of the ECB action.
The second effect, or tenant demand effect will be
more indirect and felt in the medium term. If QE
finally succeeds and the economy recovers, tenant
demand will improve, causing rents to increase in
most markets due to limited construction activity over the past several years. Interestingly, this
second effect will most likely only commence when
interest rates finally start to rise as the economy
improves. As rental growth expectations negatively
influence property yields, this tenant demand effect
will support lower prime yields across the Euro Zone
for even longer than the relative pricing effect.
Lower for longer also holds for property yields:
In general, this leads us to make the following conclusion: As the QE measures imposed by the ECB will most
likely last (much) longer than currently announced –
until the end of 2016 – the general effect of prime property pricing will clearly be declining prime yields across
the Euro Zone property markets in the coming years.
Most likely this will also be the case for the Non-EuroZone countries, the UK, Norway and Sweden, due to
a strong integration of international capital markets.
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But what can we expect if interest rates start to rise
and the ECB unwinds its QE measures? Keynes provides a simple answer. “In the long-run we are all
dead,” so why care! Not a very satisfactory answer for
a long-term investor. But the two effects described
above give us some hints as to what we can expect
when the measures start to relax. First of all, the second of the effects described above tells us that we will
see an offsetting effect when the unwinding starts.
Although this effect will obviously be only temporary, it
will definitely mitigate the transmission of rising bond
yields over to property yields. Additionally, rising rates
do not have a one-to-one effect on property yields. In
Europe in general, a 100-basis-point increase in the
risk-free rate increases prime office yields by around
20 basis points, with a substantial variation at the
country level ranging between 10 and 15 basis points
in Italy, Spain and Sweden and about 35 to 40 basis
points in France, Belgium and the Netherlands2. History shows us that the bond yield gap in the majority
of cases falls somewhere between 50 and 250 basis
points for office and -50 and 150 basis points for retail,
but we also see that levels of 50 basis points or even
negative bond yield gaps have not been uncommon
across Europe since the start of the millennium. So
why should we not enter into a period of a low or even
negative bond yield gap in the process of the unwinding of the unconventional monetary policy measures
introduced by the ECB and other major central banks.
In the end, for property investors this means that
yield levels of around 3 to 3.5 % for 10-year government bonds are nothing to fear. And government bond
yields have a long way to go before this level is reached
with a lot of unknown unknowns on the way which may
serve to speed things along or slow things down.

2

 For a more detailed analysis see PATRIZIA Insight,
European Commercial Property Markets 2014
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Office markets
General rent and yield trends: The robust develop
ment of European office markets in the past year,
partly fuelled on the one hand by the limited availabil
ity of alternative investments and, on the other, as the
result of a continuous increase in cross-border invest
ments in main European markets, attracted by a contin
uous rise in aggregated demand across urban centres.
The strong appetite for core assets we have been see
ing since 2012 continued in the past year, leading to
a total investment volume in commercial properties
of approx. € 218 bn., approx. five times higher than
in 2009. However, the rising demand for core assets
is facing a shortage of available new/suitable assets,
which is why secondary locations and non-core assets
becoming increasingly popular. Although the economic
perspectives across Europe and throughout core cities

have different dynamics, the growing investment acti
vity we have seen in the past few years is expected
to continue in the current year and could be fuelled
by eased credit conditions, which vary significantly
between stressed and non-stressed economies, low
availability of investment alternatives and the appear
ance of (further) cross-border players from Asia and
the US who are willing to spend money on real estate.
In response to increasing demand for commercial
properties by EU and non-EU investors, net yields for
prime offices declined on average over the last year
by about 25 BP. By the end of the year, the aggregate
yield on prime offices was close to 5.1 % for the main
European markets. Although prime yields ranged
between approx. 5.8 % and 4.4 %, the high degree of

Prime yield trend in office markets
Cyclical mean in prime yields of European cities. The area experienced yield compression for more than two periods.
Confidence intervals as standard deviation
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variation across the cities analysed points to a differ
ence in perception in terms of both the risk involved
in prime properties and expectations of prime rental
growth. The development of prime yields over the past
five years definitely mirrors the high level of investor
interest and the improved fundamentals across the
core markets. When looking at the long-term perspec
tive, however, European office markets are increas
ingly moving away from their long-term average, not
least due to a negative trend in the risk free bond rate.
In regards to the rental growth across European office
markets, the past year recorded increasing rents with
slow dynamics compared to data from the past thir
teen years. The cyclical fluctuations in year-on-year
growth rates of prime rents have been around zero
since circa 2012, compared to the long and volatile
cycles we saw prior to 2009. During the past three
years, prime rents across the main European office

markets did not increase by more than +7 % and did not
decrease by less than -5 % in contrast to the growth
rates of between +20 % and -20 % prior to 2009.
European office markets have faced several structural
changes over the past ten years in regards to their fun
damental indicators. The market for office space has
been characterized by numerous adjustment phases
in which increasing rents led to decreasing occupancy
rates and thus high vacancy rates. This adjustment pro
cess between vacant space and rental growth is merely
an imbalance between demand and supply, since the
market for office space is unable to adjust quickly to
changes in demand, i. e., inelastic response. The vola
tility of rents during the last twelve years can be split
into three different phases marked with strong up and
downward movements and, consequently, phases with
high and low vacancy rates. During the first two phases
prior to 2008, the negative relationship between rents

The rent growth cycle in European office markets
Cyclical mean in of YoY rent growth in European cities. Confidence intervals as standard deviation
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rent trend across European office markets reveals a
highly correlated relationship in which an increase in
labour supply is positively related to an increase in
prime rents. The contemporary correlation of approx.
80 % and lead-lag correlation of approx. 45 % point to a
strong pro-cyclical relationship with rent movements
proportional to changes in labour supply. From the
mid-1990s up until 2000, rent growth was thoroughly
accompanied by an extended period of increased
labour supply, falling rapidly thereafter until 2004.
Since then the relationship has been very stable.

and vacant space was straightforward, as changes in
demand for office properties across European core
markets were accompanied by negative movements in
vacancy rates. However, when looking at the relation
ship since 2009, the moderate rent momentum has
not led to increasing demand for space and has there
fore been unable to significantly reduce vacancy.
Labour supply and office markets: The supply of
labour in core urban centres combined with the indus
try mix affects the growth dynamics of office mar
kets considerably. Over the past several years, there
have undoubtedly been fundamental changes in the
workforce throughout cities, e. g., changes in the
composition of labour and increased worker mobil
ity. Changes in labour supply have a direct effect on
the profitability of companies in terms of generating
income and, obviously, affect their demand for office
space. In this context, a look at the employment and

The evolution of employment in a certain region or cen
tre is crucial when analysing potential investments in
real estate. Precise knowledge of the driving forces in
each labour market is necessary in order to estimate
current demand trends and anticipate phases with
either high demand for space or low supply of w
 orkers,
or both. As we have already seen, the relationship

The relationship between rent and 3Q-lagged vacancy rates
Averages for 22 cities in each quarter
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between employment and rent growth is positive on
average, but high variations across urban centres can
be expected since each office market has a different
speed of employment base adjustment, not least due to
the differing regulatory environments. Based on a fun
damental equilibrium equation, the statistical effect of
employment changes on the growth rate of prime rents
points to high variations across the countries analysed3.
For the entire sample of 22 European office markets,
an increase in the labour supply of 1 % results in prime
rents rising approximately by 1.82 %. The country break
down of this relationship shows that rental growth in
office markets in Italy, Germany or Ireland responds
more flexibly to expansion in the local employment
base. Prime rents increase up to 3 %, 2 % and 1.6 % in
response to a 100 BP increase in employment, sig
nalising the importance of labour market develop
ments in explaining rents over time. In contrast, office
3

markets in Portugal, Denmark, Finland and the Nether
lands exhibit a very small rent response to changes in
employment rates. In general, the relationship between
employment and rents is one of the main long-term
drivers of rental growth, which is why investors should
evaluate the situation of the general employment base
carefully when making investment decisions since
it significantly affects potential cash-flow growth.
Office space trends in European office markets:
In addition to fluctuations in the labour markets, the
development of gross lettable space and the market
size (GLA or stock) in office markets has been expand
ing in different cycles. A rise in GLA is principally the
result of positive expectations on the part of devel
opers and other market players in regards to future
demand for office space. An expansion in office stock
is likely to lead to decreasing rents in the short-term,
however it could give way to a proportional increase
in the supply-demand equilibrium after a certain

 See PATRIZIA Insights European Commercial Property
Markets 2014

Employment growth as a main determinant of rent growth
Mean values across core office markets with respective standard deviations as range
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adjustment period. Vacancy rates play an important
role in establishing this new supply-demand equilib
rium because they serve as a signal for market players.
As for the 22 European office markets analysed, this
relationship, in which vacancy rates increase due to
new construction, can be confirmed and brings with
it important implications. Firstly, cycles of strong
stock expansion have been accompanied by increas
ing vacancy rates since 1991. For example, the annual
growth rate of office space across the core office mar
kets doubled within four years reaching 3.3 % in 2002,
whereas the share of vacant space rose within a fouryear period from 3.5 % to around 9 %. This apparently
strong relationship emphasises that European office
markets are functioning effectively according to a
fundamental supply-demand balance. Secondly, the
overall GLA growth rate declined during the period ana
lysed. Looking at different cycles, the cyclical peaks
in GLA growth declined from 3.3 % in 2002 to 2.2 % in
2009. In addition, the extent to which vacancy rates

shifted declined considerably from cycle to cycle, from
6.5 percentage points to about 3 percentage points.
Market adjustments therefore appear to be converging
across European core markets towards a decrease in
construction activities and a low reduction in vacant
space. Finally, over the past four years neither the
expansion in office stock, nor the overall vacancy rate
has shown substantial cyclical movements, remain
ing more or less stable between 0.5 % and 10.5 % p. a.,
respectively. Possible reasons for the low expansion
of office space include the moderate expectations
of developers, tight credit conditions for develop
ments throughout the Euro Zone, and a modest out
look regarding rental growth in the medium-term.
The vacancy and market size trend periodically differs
when looking at the combined German, Nordic and
PIIGS office markets. Aggregate vacancy rates show
a strong convergence between the regions prior to
the financial crisis in 2007 and especially between

Response of rent growth to changes in national employment base
Fundamental equation updated and defined as in PATRIZIA European commercial property report 2014. Estimated grey coefficient
and the ±1 standard error of interaction terms between growth in employment and the country effect plus reference
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The supply market and correction cycles
Mean values across core office markets
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Germany and the Nordics. The decrease in economic
production together with the deterioration in the labour
market throughout the PIIGS countries, on the one
hand, led to very low demand for office space following
2007 and, on the other, to low levels or no new supply
of office space. As a consequence, the share of availa
ble space almost doubled from 2007 to 2012 to roughly
15 %, while the annual rate of GLA expansion shrank to
approx. 0.5 %. Interestingly, German and Nordic office
markets reduced their annual stock growth rate after
2002 by approx. two percentage points – even prior to
the GFC, a time in which the demand for office prop
erties was very strong – and have remained stable at
around 1 % p. a. since then. This moderate expansion in
the office space market implies that price adjustments
mostly took place in existing properties rather than
new ones, as vacancy rates showed strong fluctuations.
Finally, as the consolidation across European office
markets continues, the stock of available space across
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markets – which is currently at an all-time high – clearly
indicates that aspects like depreciation, obsolescence
and the conversion of properties will play a more
important role in the future than they have in the past.
It is to be expected that, due to the increased demand
for grade-A properties and the low increase in supply,
market players will tend to focus on existing p roperties
and development strategies that enhance the q uality
of buildings, thereby securing future cash flows.
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The development of space expansion and vacant space
Mean values across regional office markets
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Retail markets
Developments in consumer behaviour have been
exposed to strong changes over the past few
decades, especially during the past several years
as a consequence of the rapid increase in alterna
tive sales channels due to technological innova
tions, e. g., e -commerce. In this context, the retail
sector with all of its facets has been forced to adapt
to new trends and marketing channels and, most
importantly, to turn to innovative distribution net
works in order to maintain a sustainable market posi
tion. Important aspects that explain the evolution
of consumer behaviour include socioeconomic and
sociodemographic factors like ageing societies and
decrease in household size. At the same time, we saw

a rapid proliferation of new technologies and globali
sation in regards to the range products and brands.
At a national level, regulatory changes can limit the
market entry of “ foreign” concepts into a certain
segment and protect national markets via strict regu
lation. From a European perspective, the structure of
retail markets throughout the countries varies signi
ficantly, challenging policy makers and market players.
The economic development over the past ten years,
characterized by slow growing fundamentals across
Europe, has played an important role in the develop
ment and distribution of (disposable) income. At the
same time, it has influenced the dynamics of retail
markets in terms of rent and yield developments.

Main drivers of the development of retail markets4

Consumer bying
behaviour

Technological
developments

National
developments
in the structure
of the
retail sector

Retailing
legislation

Internationalisation
of retailing and new players

4

 ource: PATRIZIA, own representation based on: Colla, The Outlook for European Grocery Retailing: Competition and Format
S
Development, in: Int. Rev. of Retail, Distribution and Consumer Research, (14) 1, 47‒69.
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Personal disposable income growth differences
in Europe: Overall domestic demand for services and
goods in a country accounts for a substantial share
of overall economic welfare, which is why its stable
development over time is crucial from a general macro
economic perspective and more specifically for sta
ble income returns from retail properties at a regional
level. Personal income – in a broad sense – has been
exposed to several structural breaks over the past sev
eral years as a consequence of the changes in labour
supply and economic production, marking strong
differences across the European countries. The diffe
rences in disposal income across Europe since 2005 is
enormous, with countries like Italy and Portugal show
ing a reduction in disposable income of approx. 7 % in
contrast to Finland and Belgium with a rise of approx.
10 %, for example. In the current year, p ersonal expen
ditures are expected to be driven by decreasing com
modity prices as well as low inflation and interest rates.
Taking a closer look at the current macroeconomic

situation, it becomes apparent that European retail
markets will experience a cycle of growth in the
medium-term, positively affected by an increase in
domestic demand as a response to the monetary
easing by the ECB but constrained in regions with a
deteriorated labour market. With most of the nega
tive differences in personal income t aking place in
Ireland, Spain and Italy, countries like Germany, Aus
tria, the United Kingdom and Belgium will tend to
continue to experience robust income returns.
Because unemployment rates and purchasing power
per capita show a negative spatial autocorrelation
across the European regions of approx. -65 %, they
serve as an indicator for understanding how the house
hold income situation is influenced by employment
levels. Across Europe, the results indicate a very pro
nounced difference between the northern and south
ern regions with countries like Portugal, Spain and the
south of Italy recording high unemployment rates and

Annual growth of personal disposable income in constant prices
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Differences in purchasing power and labour markets 2014
The box plots display the distribution of divergences in purchasing power. The middle box represents the middle 50 % of the variation
ranging from the lower (25 %) to upper (75 %) quartiles. The median marks the mid-point of the data
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very low purchasing power per capita in a European
context at the same time. Across France, Belgium and
parts of Germany, we see an important divergence in
terms of unemployment rates and purchasing power
with high-income households concentrated in the urban
centres. The differences in purchasing power between
metropolitan and non-metropolitan areas are remarka
ble in the United Kingdom as well. When looking at the
Nordics, the superior position of Norway in terms of
income and employment are obvious, with the purchas
ing power of an average Norwegian being more than
twice as high as the purchasing power of a person in
Spain or Portugal. Norway aside, the remaining Nordic
countries show a strong concentration of high income
households in the main urban centres whose labour
markets enjoy high employment levels. The spatial dis
tribution of income across metropolitan and non-met
ropolitan areas has mixed effects on the performance
of retail markets. On the one hand, we can expect
to see an increasing presence of international retail
ers in major hubs like London, Munich and Paris due

to ongoing urbanisation. On the other, non-metropoli
tan locations will benefit from the ongoing penetration
of multimedia selling channels. Retailers will therefore
need to look towards extensive regional customer
coverage, not least via e-commerce, and concentrate
their (physical) presence on metropolitan areas.

Cycle of retail prime yields

Cycle of retail prime rents

Yoy change in BP

Yoy change in %

The box plots display the distribution of retail prime yields.
The middle box represents the middle 50 % of variation of the
variation ranging from the lower (25 %) to upper (75 %) quartiles.
The mean is pointed by the red line

General yield and rent trends: The performance of
retail properties across Europe exhibits a pronounced
cyclical movement over time. Based on 26 retail mar
kets, the positive demand shock prior to 2007 led to a
general compression of prime yields of about 50 BP on
average, accompanied by a general rise in prime rents
by approximately 7 % p. a. Given that the global finan
cial crisis gave way to a disruption in domestic demand
and, partly, to deflation, prime yields increased con
tinuously during the eight quarters between 2008 and
2010 by more than 100 BP on average combined with
a drastic reduction in prime rents of about 5 %. Recov
ery in terms of rental growth thereafter was quite fast,
but the expectations in regards to the development of

The box plots display the distribution of retail prime yields.
The middle box represents the middle 50 % of variation of the
variation ranging from the lower (25 %) to upper (75 %) quartiles.
The mean is pointed by the red line
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Retail yields distribution since Q3 2004 and Q3 2014
The box plots display the distribution of retail yields, where the middle box represents the middle 40 % of variation. The range of
variation from lower (30 %) to upper (70 %) quartile is referred to as the inter-quartile range. 70 % of variation fall below the upper quartile,
while 30 % of variation fall below the lower quartile. The last value of Q3 2014 is figured by the red point
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Markets within the long-term cycle

fundamental factors changed significantly due to the
sovereign debt crises in 2009. Since 2012, the recov
ery has been steady with both prime yields and prime
rents benefitting from improving fundamentals and
high investor interest, resulting in a substantial yield
compression and constant prime rental growth.
The stable development of prime rents across core
retail markets over the past twenty years confirms
their low volatility and their corresponding contri
bution to an investor’s portfolio. But, as mentioned
above, there is a strong variation in how core retail
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markets perform. As a result, retail properties in mar
kets like Barcelona, Copenhagen and Manchester are
currently recording prime yields in line with their longterm distribution. In contrast, prime yields in markets
like London, Paris, Berlin, Munich and Stockholm
are at the lower end of their long-term distribution.
This means that current yields for prime properties
are the lowest they have been since Q3 2004.
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General outlook and expectations
Recovery throughout the European economies in the
last year has increased confidence in a solid develop
ment of the monetary union among national and
international market players as well as institutional
investors. While the structural reforms introduced
during the past several years are succeeding, economic
integration in terms of economic welfare, employment
and price developments shows pronounced regional
patterns. Financial stability and a low inflation environ
ment will therefore present the main challenges to
monetary and fiscal policy makers in the coming years.

Because of this, there is a consensus that the c urrent
year’s growth in Europe will be driven mainly by mone
tary factors and, to a lesser extent, by increasing
domestic demand as well as a stable labour market.
The demand for real estate assets in 2014 exceeded
expectations. Real estate as a stable cash-generating
investment class found itself in an environment with
few financial alternatives. As a result, investment
demand has reached a five-year high driven by low
interest rates and bond yields and a strong appetite
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from cross-border investors. Since no fundamental
change is expected in the coming years, demand
for real estate is expected to remain stable at
the least. Demand for grade-A properties in core
centres will continue to increase with supply fall
ing more and more behind. As a result, secondary
locations and the development or repositioning of
existing properties will constitute the focal point of
many investment strategies in the years to come.
Commercial property markets are moving into a new
phase characterised by further declining prime yields,
largely stable rents and relatively low construction
activity. Consequently the search for appropriate real
estate assets, especially in the office markets, will be
constrained in the future by continued low increase
in supply and a relatively high vacancy rate in Europe.
In contrast, the performance of retail properties will
be affected by fundamental factors like consumer
behaviour, new technologies, changes in regula
tion and, especially, new trading channels. Overall,
this positive outlook is fuelled by the unique macro
economic and financial conditions. Nevertheless,
in this mainly non-cyclical environment, investors
should keep long-term fundamental drivers like
urbanisation, ageing societies and the local indus
try mix in mind when developing their strategies.

© PAT R I ZI A resea rch

Page 38
EUROPEAN COMMERCIAL PROPERTY MARKETS
2015

Country abbreviations: AT = Austria, BE = Belgium, CH = Switzerland, CZ = Czech Republic, DE = Germany,
DK = Denmark, ES = Spain, FI = Finland, FR = France, GR = Greece, HU = Hungary, IE = Ireland, IT = Italy,
LU = Luxemburg, NL = Netherlands, NO = Norway, PL = Poland, PT = Portugal, SE = Sweden, UK = Great Britain
Other abbreviations: CEE = Central and Eastern Europe, HCCME = Heteroscedasticity-Corrected Covariance
Matrix Estimator, MA = Moving Average, PIIGS = Portugal, Ireland, Italien, Greece and Spain, QoQ = Quarter-onQuarter, YoY = Year-on-Year
In essence the following sources have been used for the report: AFME, BBSR, BIS, BNP Paribas Real Estate,
CBRE, CECODHAS, CIA, Commercial Mortgage Alert, EIU, Euroconstruct, European Mortgage Federation, Eurostat,
ECB, INREV, IPD, IMF, KTI, Lloyds Banking Group, OCED, Regiograph, Reuters, UN, vdp
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data (“information”), which are regarded as reliable. However, PATRIZIA Immobilien AG has not verified the correct
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