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Dear readers,

2017 and the years to come will be a time strongly 
influenced by political events. “Vox populi” will be an 
important force behind Europe’s future and conse-
quently behind the development of the European 
real estate markets. One lesson that investors can 
take away from 2016 is that public opinion is curren
tly less predictable than it has been in the past and 
political risk should be closely monitored. The conse-
quences of this development for real estate investors 
 looking at the European markets is one of the issues 
we are discussing in this yearʼs PATRIZIA Insight 
on the European Commercial Property Markets.

Looking at investment intention surveys over the last 
few years, we see a red thread: The target real estate 
allocations of institutional investors have been 
increasing constantly! Asian and European investors 
are the most under allocated in real estate compared 
with their target allocations, which might be one of 

the reasons why we have seen so many Asian inves-
tors entering the European real estate market in past 
years. But it does not answer the question as to why 
they are choosing Europe and not North America or 
Asia for their investments. Viewed over the long term 
and based on demographics, growth perspectives, 
equilibrium interest rate and risk preferences of inves-
tors, strong arguments can be found as to why a core 
investor in today’s world might favour Europe compared 
to alternative investment regions around the globe. 

With this PATRIZIA Insight on the European 
 Commercial Property Markets we hope to give 
you some food for thought on how all this will influ-
ence the commercial real estate markets and, 
 ultimately, investment strategies going forward. 

I hope you enjoy reading our Insight on the 
European Commercial Property Markets.

Yours sincerely

Wolfgang Egger
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The economic fundamentals in Europe show 
a solid development, but perceived  inequality 
is rising. As a consequence “vox populi” is 
more and more influencing the political agenda, 
requiring a very strong focus on market funda-
mentals and location quality of assets to limit 
downside risks in a long term perspective.

 The current European office cycle is still stuck  
in slow rental growth and benign vacancy 
reduction. At the same time, high competition 
for assets is driving prime yields down across 
Europe, suggesting a focus on office assets 
in supplyconstrained markets, possibly with 
asset management or repositioning potential, 
in order to outperform the general market.

The performance of the European retail markets 
has been supported by the solid economic envir
on ment over the last few years. Nevertheless, new 
technologies and distribution channels present 
both a challenge and an opportunity for retailers 
and investors. Investors should therefore keep the 
supply/demand balance in the occupier market in 
mind to help them spot asset management oppor-
tunities and achieve aboveaverage performance.

Executive summary

  In today’s world with its high division of labour, 
logistics assets have established themselves as a 
separate sector with an attractive return profile. The 
businesstoconsumer segment particularly offers 
robust rental growth perspectives, not least due to 
the strong growth of etailing, making this segment  
a “retail derivative”.

In the future, total returns will be significantly lower 
compared with the past as we are facing a slower 
growth environment. In such an environment, (old) 
continental Europe will be the region in which future 
returns will be closer to past performance, espe-
cially compared with North America and the UK. 
Consequently, riskadverse longterm buyandhold 
investors following a core or value add strategy 
should favour this region compared to other 
investment regions.

Looking at the next few years, total returns will be 
predominantly driven by the income component, 
bringing them down significantly from the levels 
seen in past years, which were fuelled by the per sis
tent low interest rate environment. Capital growth 
will only add around 0.5 percentage points per 
annum to overall total return and will probably even 
turn negative at the end of the forecasting period. 



Page 07
EuRoPEAn CommERCIAl PRoPERTy mARkETs  
2017



©  PATRIZIA research

Page 08
EuRoPEAn CommERCIAl PRoPERTy mARkETs  
2017

 
 
macro-Financial Environment

The global economic expansion continues. From a 
European perspective, the economic development 
 during the last year consolidated in the Euro Zone 
and the UK, while at the same time the effects of 
quanti tative easing could be seen with inflation rates 
rising although still low. Although the era of expan-
sionary monetary policy in Europe will continue in 
2017, postponing a turning point in the interest rate 
cycle, steps toward a more contractionary mone-
tary  policy were taken by the Fed at the end of last 
year. In  contrast to our last PATRIZIA Insight, Euro-
pean commercial real estate markets continued their 
solid  development in an environment facing geopolitical 

shocks and uncertainty. With global growth consolidat-
ing in a lowrate environment, capital flows into real 
estate have reached record highs in the last few years 
and will continue at a high level in the (near) future.

The Euro Zone is gaining momentum. The  monetary 
and, in some cases, fiscal stimuli of the last few years 
have resulted in solid economic growth, rising  
employment levels and, most importantly, slowly  rising 
inflation. However, the speed of recovery in the  
European countries demonstrates the  diversity of the 
Euro Zone in terms of labour composition, response 
to external shocks and, most notably, passthrough 

Real GDP development yoy %

-1 %

0 %

1 %

2 %

3 %

4 %

5 %

6 %

IELUSEESNLUKDEATFRBEPTDKFIITNO2016201520142013201220112010

2016

   GDP Global    Euro Zone   Single countries

G
D

P 
% 

YO
Y



©  PATRIZIA research

Page 09
EuRoPEAn CommERCIAl PRoPERTy mARkETs  
2017



©  PATRIZIA research

Page 10
EuRoPEAn CommERCIAl PRoPERTy mARkETs  
2017

of monetary policy. Economic growth could be 
seen in all  European countries by the end of 2016, 
whereas a substantial increase in  inflation, i.     e. above 
0.5 % p. a., could only be seen in the  Nordics exclud-
ing Denmark, Portugal, the UK,  Austria,  Belgium 
and Germany. From a global perspective, the Euro 
Zone is currently in an upward growth cycle for 
the third consecutive year despite global tensions, 
e. g. varying commodity prices, currency adjust-
ments and the ongoing rebalancing of China.

By and large, the main driver of European growth in 
past years can be seen in the expansionary  policy of 
the European Central Bank (ECB) in its pursuits to 
restore inflation. This monetary policy triggered a rise 
in domestic consumption in almost every country and 
currently constitutes one of the main drivers of GDP. 

In addition, several governmental policies on job crea-
tion worked surprisingly well as unemployment rates 
have declined in practically all European countries 
since 2013 and particularly in southern European coun-
tries, which were hit hardest by the crisis. However, in 
contrast to prior decades, it has become more impor-
tant to assess the factors behind sustainable growth 
and financial stability in view of low interest rates, low
yielding financial assets and, in part, due to the still 
riskadverse investment behaviour of institutional inves-
tors. As a consequence, real estate investments across 
Europe have experienced a substantial increase not 
only in terms of overall investment volume but also in 
their performance, making them even more attractive.

The Euro Zone’s fundamentals remain firm in the face 
of political shocks. Labour market conditions and 
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Change in unemployment rates 2013 – 2016 in BP
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domestic consumption have improved in the last three 
years, continuing to close the production gap. At the 
same time, low interest rates and the ECB’s expansio
nary policy have supported the money  supply and credit 
lending, which is reflected in low values in the senti-
ment and financial stress index. In contrast, perceived 
un certainty regarding economic  policy is currently the 
highest it has been since 1997, with the main epicen-
tres currently being the US and the UK. In other words, 
the level of perceived uncertainty by newspapers, pro-
fessional economic forecasters and regarding the num-
ber of expected policy changes is currently substantially 
higher than  during the last global financial and Euro-
pean debt crisis.  Uncertainty about the occurrence of 
unexpected (political) events and all they entail is cur-
rently a key factor in risk assessments conducted in the 
 context of due diligence when investing in real estate.

Political uncertainty and financial stress indicators

Economic policy uncertainty is an index capturing newspaper policy related information and forecasters’ disagreement. High values of 
the sentiment and financial stress indicator point to compound high stress in maturity bonds, sovereign yields and swap interest rates, 
yield volatilities and bidask bond prices
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Elections or, generally speaking, the public vote 
resulted in the biggest surprises of 2016 and the 
effects will be felt for years to come. The ballot box 
has become the voice of anti-establishment and 
anti-globalization sentiment in Europe and the US 
this last year. How will 2017, with elections in three 
major European countries, the Netherlands, France 
and Germany, progress in light of these events?

One lesson that investors can take away from 2016 is 
that public opinion is currently less predictable than 
it has been in the past and political risk should be 
closely monitored. The IMF’s assessment that polit-
ical risks are the biggest threat to global growth is 
only one example of the increased awareness of the 
importance of the public voice in shaping the future 
development. “Vox populi” risks are driven by the 
fact that the improvement in global growth over the 
last few years is still limited and not evenly distrib-
uted across all households. Another factor that comes 
into play is the fact that we are currently seeing a 
 situation in which perceived, if not real, inequality is 
on the rise. In Europe, this development is exacer-
bated by a rise in scepticism concerning the EU. 

Immigration and terrorism are still at the top of the 
agenda when the Europeans are asked about their 
main concerns, while anti-establishment parties have 
gained support over the past years in all three coun-
tries facing upcoming elections. Consequently, the 
general political landscape has shifted to the right 
over the last few quarters, making many of the posi-
tions of right wing parties seem less extreme. 

At the same time, this development also increases 
the likelihood that none of these parties will join 
a ruling coalition in the 2017 electoral cycle. 

What are the consequences of this development for 
real estate investors looking at the European  markets? 
As events in the UK came as a surprise for nearly 
all market players, the hesitant behaviour we saw 
immediately following the referendum was not sur
prising. The surprise factor is less of an issue  looking 
at this year’s elections, as investors are better 
 prepared for the unexpected, and in many cases are 
even expecting the unexpected over the long term. 

As a result, investors will need to have an even stronger 
focus on market fundamentals and asset location in 
order to limit downside risk in the long term. The slow
down in transaction activity in Europe could be an 
 initial indication of the awareness of “vox populi” risks 
on the part of institutional investors. At the same time, 
market players should be expecting market turbu len
ces around the elections mentioned above and keep a 
close eye on these, as they will ultimately offer oppor
tunities to those investors able to act quickly as the 
deals in the weeks following the UK referendum have 
shown. Investors also need to be aware of the fact 
that the political landscape in Europe will be changing 
going forward no matter the outcome of the elections, 
as “vox populi” has already found its way into politics!

Election Year: Effects of “vox populi”
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office markets

Prime yield trend in European office markets

Cyclical mean in prime yields of European office markets. Confidence interval measured as standard deviation
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From a long-term perspective, office markets have never 
exhibited a more accelerated, but at the same time 
fragmented, dynamic development than they do today. 
The main factors driving this development are to be 
found in the wide dissemination of low-yielding invest-
ments, cheap financing conditions and the recovery 
of European labour markets. While these factors have 
 triggered a substantial increase in the attractiveness of 
real estate as an investment over the last several years, 
the current market conditions have expanded the Euro-
pean real estate investment universe significantly in 
two directions. On the one hand, the real estate uni-
verse has experienced vertical expansion across less-
traditional commercial products like data centres and 
car parks. On the other, the universe has expanded 
 horizontally, as transactions today are taking place 
outside prime locations in practically every European 

market due to underlying robust fundamentals and 
strong confidence. Nevertheless, regional disparities 
and growth drivers need to be analysed carefully when 
diversifying horizontally and vertically across Europe.

The more or less universal comovement of  European 
office markets reveals the current outstanding invest-
ment pressure as prime office yields have moved south 
for the fourth consecutive year. The  substantial rise in 
demand for prime assets in core markets combined with 
the arrival of further international players has changed 
the investment landscape,  narrowing the yield range 
between European prime office  locations substantially. 
Although a similar market  convergence with strong  
yield compression was already  apparent prior to the  
GFC, the current office cycle has shown a stronger  
decline of average yields. Only slight yield compression  
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   Rent growth yoy    Confidence intervals

Cyclical development of rents and vacancy rates across European office markets

Rental growth cycle in European office markets

Cyclical mean in rental growth of European office markets. Confidence interval measured as standard deviation
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is expected during 2017 as a result, not least because 
the attractiveness of European core office markets is  
increasing in a global context.

Despite comovement and convergence on the invest-
ment side, significant market fragmentation can be 
found in the occupier markets across Europe. While 
prime yields continue to consolidate, prime rental 
growth is not as strong as it has been in prior cycles 
nor does it exhibit the conventional cyclical dynamic 
over time. We have not seen a significant rebound 
in rental growth in the last four years, with aver-
age nominal growth at just 2 % to 4 % p. a. In contrast 
with the investment market, the rental growth range 
began to widen in 2013, pointing to an uneven devel-
opment trend within the markets and, especially, to 
asymme tric market responsiveness to improving labour 
demand. Nevertheless, prime rental growth has gene
rally bounced back from the crisis, as it is currently 
at its highest level since 2011 despite some regional 
disparities pushing down rental growth in Q4 2016.

High competition on the investment markets and 
 asymmetric rental growth point to the need for a 
close monitoring of market fundamentals going for-
ward in order to identify investment opportunities. 
With demand for offices rising and labour market con-
ditions continuing to improve, a steady reduction in 
vacant space can be expected. However, slow rental 

growth and constrained new supply have failed to trig-
ger a substantial reduction of vacancy across  European 
office markets, pointing to considerable shadow 
vacancy and efficiency improvement options impact-
ing rental perspectives. The rent/vacancyrate relation-
ship is in its fourth cycle since 2001. While the cycles 
prior to the European debt crisis were clearly marked 
by strong movements in vacancy rates and rents, the 
fourth cycle is somehow stuck in slow rental growth 
and benign vacancy reduction. Since Q1 2011, the Euro-
pean aggregated office vacancy rate has fallen by just 
148 BP, a minor change compared to previous cycles. 
Looking forward, the attractiveness of the European 
office markets is expected to increase due to the fact 
that the ongoing increase in labour demand across 
the main urban areas will support rental growth.
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Aggregated retail sales indices in Europe

2008 = 100

 

Retail markets 

The performance of European retail markets has 
been continuously supported by economic growth, 
rising labour demand and the resulting increase in 
private consumption as well as unconventional mone
tary  policy. Despite scepticism regarding the possi
ble negative impact a rise in interest rates could have 
on domestic demand in the future, the current mone
tary environment supports steady growth in consump
tion and further improvements in consumer sentiment. 
Most importantly, the retail sector per se and retail 
real estate concepts in particular are experiencing fast 
changes, with ecommerce introducing new marke
ting channels and exerting pressure on traditional 

business models. New technologies for reaching custo
mers and distributing products pose both a  challenge 
and an opportunity. While there is a consensus among 
 market players that prime retail locations will  continue 
to play an important role in consumer spending activi
ties, many retailers are increasingly adapting their 
concepts towards hybrid (omnichannel) solutions in 
response to customer demand. From the real estate 
perspective, property markets are continuously adjust-
ing to these new concepts, confirming the  importance 
of flexibility and property location in adapting to 
these changing retailer concepts in order to secure 
 stable income streams and reduce property risk.
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In general, retail sales across Europe have been experi-
encing a favourable trend since 2014. While countries  
strongly affected by the global financial and European 
debt crisis are recovering gradually, retail sales in the 
UK, Germany and Sweden show steady growth with 
retail sales volumes at 15 % to 20 % above the  levels 
seen in 2008. In addition to monetary policy, dispos-
able income across Europe has benefitted from low 
commodity prices, low inflation and the strong recov-
ery in labour demand. At the same time, confidence 
in continued economic growth is strong and con-
sumer sentiment has recovered, which supports the 
retail sector. As we have already mentioned, how-
ever, politics may have a significant effect on con-
sumer sentiment going forward, particularly in the UK 
and countries with elections this year (the Netherlands, 
France and Germany). However, it is still too early to 
predict changes, as considerable uncertainty remains 
regarding the election results and the path to BREXIT. 

Prime retail yields continued their downward trend last 
year, reaching their lowest levels since 2000. This can 
be attributed to the underlying strong demand for retail 
assets across core markets by both national and inter-
national investors. Looking at the numbers in detail, 
however, 2016 saw a loss of market dynamic as yield 
compression slowed. In addition, the range of prime 
retail yields has been  narrowing continuously since 
2013, pointing to a strong convergence across Euro-
pean prime retail markets and mirroring the competitive 

investment environment. By the end of Q4 2016, 50 % 
of prime retail investment markets were showing yield 
levels in a corridor of between 3.0 % and 4.2 %. In con-
trast, three years ago this range was at 3.9 % to 5.4 %.

The substantial compression in prime yields is cur-
rently accompanied by solid rental growth. Since 
2012, average prime rental growth in Europe has been 
in the range of 4 to 4.5 p. a. Interestingly, the rental 
growth range widened in 2015 and 2016 compared to 
2014, contrary to the convergence in yield levels on 
the investment market. In other words, a large num-
ber of retail markets are experiencing accelerated 
rental growth significantly above the European aver-
age, while others are slowing down or not shifting at 
all. In light of the development on the European office 
markets, it is important to closely monitor fundamen-
tals in order to identify investment opportunities, even 
though the current accommodative monetary environ-
ment combined with strong employment levels and ris-
ing real incomes supports a favourable market outlook.
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Prime yield trend in European retail markets

Cyclical mean in prime yields of European retail markets. Confidence interval measured as standard deviation

Rental growth cycle in European retail markets

Cyclical mean in rental growth of European retail markets. Confidence interval measured as standard deviation
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logistics markets

Logistics markets form a fundamental pillar of econo
mic growth in today’s world with its high division of 
labour. With the economic recovery continuing and 
external factors driving demand for real estate world-
wide, European logistics assets continue to move up 
on the investment agenda of institutional  investors. 
While the investment appetite for real estate after 
the European debt crisis mainly focussed on traditio
nal (commercial) real estate products, logistics has 
recently emerged as an established sector due to the 
achievable yield premium, strong integration with  
retail and limited availability of core product in the  
traditional office and retail sectors.

During the last two years, European investors invested 
a total of € 7.06 bn in logistics assets across the Euro-
pean hubs, with a high concentration in Germany,  
the Netherlands and France. A look at crossborder 
logistics investments within Europe shows us a well
integrated, interconnected supranational  market. 
While the main logistics centres, based on size, are 
located in Germany, France, the UK and the  Benelux 
region, the Nordics and the southern European coun-
tries have also been experiencing an increase in 
 institutional investment activity targeting these coun-
tries. From a broad perspective, the Netherlands 
plays a tremendous role in European logistics as 
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Cyclical mean in prime yields of European logistics markets. Confidence interval measured as standard deviation 
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Rental growth cycle in European logistics markets

Cyclical mean in rental growth of European logistics markets. Confidence interval measured as standard deviation
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seen in the massive inflow of European capital dur-
ing the last two years. In contrast, Spain, Italy and 
 Ireland exhibit similar investment behaviour, acting only 
as  recipients of European logistics investments with 
 crossborder investments in Ireland entirely (100 %) 
dominated by UK investors. However,  crossborder 
flows also indicate that logistics continues to be 
more of a regional than PanEuropean story in terms 
of crossborder investment, pointing to the impor-
tance of trade agreements and political stability for the 
development of the logistics markets going forward.

Using cluster analysis it is possible to assess whether 
the performance of the different European  logistics 
markets converges towards one single cyclical develop
ment or if different cyclical patterns exist in Europe. 
The results of this analysis show that two groups of 
markets with major similarities in regard to yield and 
rental development can be identified in the 32 Euro-
pean logistics markets analysed. While both clusters 
are characterized by similar upward and  downward 
phases with respect to prime yields over time  
(e. g. during the GFC), they also show substantial 
 diffe rences in terms of developments and adjust-
ments made after the crisis. While the “leaders”, 
 consisting of 19 markets, experienced relatively fast 
yield compression and convergence after the  crisis, 
the  “laggards”, 13 markets, experienced significantly 
delayed development in the investment markets. 
Yields in the second group remained at about 7.5 % 
to 8 % on average until 2014 before the compression 

cycle started. As a result, the second cluster, the lag-
gards, offers a yield premium of around 100 BP on 
 average compared to the leaders, although both groups 
responded equally to the changes in the logistics land-
scape resulting from a changing retail environment.

When looking at the rental development in both clus-
ters, the picture changes fundamentally. The invest-
ment market laggards show on the one hand a rental 
growth path with low volatility, but continuously improv-
ing rental growth over the last 7 years, stabilizing at a 
level of around 2 % rental growth per annum since the 
end of 2015, suggesting opportunities for risk averse 
investors. The investment market leaders on the other 
hand offer a much more volatile rental growth environ-
ment, with the rental growth outlook deteriorating sig-
nificantly over the last quarters.  Nevertheless, despite 
slowing momentum, over the entire observation period, 
the leaders show stronger rental growth compared to 
the laggards, confirming their attractiveness for core 
investors in the early years after the financial crisis. 
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Mean bond-yield-gap development in European commercial markets

Gap calculated by subtracting sovereign bonds from real estate yields in BP. Average values calculated on prime yields of 33, 24 and  
29 office, retail and logistics markets respectively and sovereign 10year government bond yields 
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Investment markets 

European real estate investment markets have had a 
very good run during the past years, leaving the cri-
sis years well behind. The force behind this develop-
ment has been the globalization of real estate markets 
driven by the extraordinary low interest rate environ-
ment and the resulting increase in target allocations 
for alterna tive assets like real estate. From a long-term 
perspective, real estate investments in Europe have 
never been as attractive as they are today, regardless 
of the sector under consideration. The gap between 
prime yields and the corresponding national 10-year 
government bond yield has never been higher, which 
is motivating more and more institutional investors to 
invest in real estate in their search for yield. Although it 

is unlikely that this gap will continue to increase, it will 
nevertheless remain at a level that will make European 
real estate an attractive investment opportunity, even 
if interest rates should rise (see “Where to invest”).

NonEuropean investors invested € 111 bn in commer-
cial assets across Europe during the last two years. 
The main recipients of these capital inflows were 
the UK and Germany with a share of 39 % and 24 %, 
respectively. The main capital sources were US and 
 Canadian investors, which represent 75 % of non
European capital, followed by investors from South 
Korea, Singapore, China and Hong Kong, represent-
ing total investment volumes of roughly € 22.4 bn in 
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Cross-border investment flows in commercial real estate in Europe Q1 2015 – Q4 2016

Global inflows

approximately equal parts. There does not appear to be 
a clear pattern in terms of regional investment alloca-
tion, and it looks as though investors are following their 
own, individual diversification strategies in Europe. 

The picture within Europe reveals some  interesting 
insights. In terms of origin of capital,  crossborder 
investments over the last two years have been dominated 
by British, French and German investors, representing 
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Investment volumes for office, retail and logistics in € m

Flows within Europe

about 56 % of intraEuropean,  crossborder capital flows. 
The main recipients of  crossborder capital flows from 
within Europe have been Germany, the Nordics and the 
Benelux region. Wide diversification of investments 

made by European investors across the European 
countries appears to be much stronger than in the case 
of global investment flows, highlighting the considera-
ble importance of individual investment strategies.
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When analysing the development of investment vol-
umes in different sectors over time, one is faced with 
sectorspecific fluctuations and different market sizes. 
Normalization is a useful tool for adjusting data in 
order to overcome these issues. Looking at the nor-
malized European investment cycles for office, retail 
and logistics markets, we can see the reluctance of 
investors to invest after the GFC,  followed in 2010 
by a return to real estate in the search for yield in an 
ever lower interest environment. However, the invest-
ment cycles in the different sectors lost  momentum 
in 2016 with the cyclical component showing a strong 
negative trend over past quarters, which indicates a 
turning point in the cycle. In other words, European 
investments in commercial real estate have shrunk 
over the last year. The question of the cause behind 
this development is decisive in its assessment. Look-
ing at the different investment markets across Europe, 
it becomes apparent that the main cause of this devel-
opment is to be found in the lack of investment prod-
ucts and not in the assessment of real estate by 
institutional investors. Going forward, this means 
that, from an investor perspective, the cycle has yet 
not turned as it depends on product availability.

12 M rolling investment cycles across Europe 

ZScores correspond to normalized volumes and show the 
marketsizeadjusted cyclical development of investment 
volumes across Europe. Lines represent the mean value and 
+/ a whole or a half standard deviation
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Looking at investment intention surveys over past 
years, we see a red thread: The target real estate allo-
cations of institutional investors have been  increasing! 
This has resulted in investment volumes continuing 
to increase since 2010 as investors try to chase their 
moving target. But 2016 was different. Not only did the 
political landscape create considerable uncertainty, 
resulting in investors taking a more cautious approach 
to their investment decisions, but the investment mar-
kets particularly struggled with product availability, 
leading to flat or even declining investment volumes 
in many European countries. As political uncertain-
ties continue to cloud economic perspectives for 
2017, interest rate increases loom on the horizon or 
have already begun and product availability remains 

challenging, investors are facing the question of where 
to invest and place their money in 2017 in accordance 
with their risk preferences and return expectations.
Looking at the different investment intention surveys, 
Asian and European investors are the most under allo
cated in real estate compared with their target alloca
tions. This might be one of the reasons why we have 
seen so many Asian investors entering the  European 
real estate market in past years, but it does not answer 
the question as to why they are choosing Europe for 
their investments. First of all, every institutional inves
tor has a home bias when it comes to their  investment 
intentions. Therefore, a decision to move outside of 
one’s home turf will only be made after careful eval
uation. Taking into consideration demographics, 

Where to invest?

Historical real estate market performance

Weighted total returns, standard deviation and  Size-adjusted regional total returns 
Sharpe ratio by region since 1999

Mean total return
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Bond yield gap comparison of US and European office markets 5YTD in BP
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growth perspectives, equilibrium interest rate and 
investor risk preferences sheds light on the relative 
attractiveness of the different regions and explains 
the appeal of Europe for some investor groups.

Coming from a theoretical equilibrium analysis, inter-
est rates should be on par with nominal growth. As 
a result, today’s low interest rates can be  attributed 
to low real growth and low inflation. However, the 
highly expansionary monetary policy of most  central 
banks has pushed bond yields to levels even below 
equili brium levels that are already very low. Going 
forward, this will be a drawback for capital growth 
perspectives of fixedincome investments should 
 interest rates start to adjust to their equilibrium 

level. However, low interest rates and high  central 
bank liquidity have also resulted in high valuations of 
many alternative asset classes despite weak growth, 
as institutional investors were looking for yield. This 
suggests that the capital growth of most of these 
 alternatives will also be below historical averages 
going forward. Investors should keep this in mind 
when planning their allocations and investments.

In addition, demographics and productivity develop-
ments in most advanced economies indicate that it 
is unlikely that the high (nominal) GDP growth rates 
of the past will return in the (near) future to drive 
 capital growth. This generally leads to a challeng-
ing investment situation with weak structural nominal 
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growth and historically high valuations of many asset 
classes. It is therefore not surprising that institutional 
 investor’s favour core and value add strategies when 
asked about their property investment intentions.

Building on these investor risk preferences, it is use-
ful to take a closer look at the performance of real 
estate investments around the world and their compo-
nents. The importance of capital growth in total return 
performance sheds some light on the degree to which 
investors will have to adjust their expectations regard-
ing future returns compared to past performance 
when making allocations and investment decisions.

As we are facing a lower growth environment, future 
capital growth will be significantly lower than in the 
past, resulting in lower total returns in general. At the 
same time, income return will become more impor-
tant for investment performance, making asset man-
agement a key performance driver going forward. From 
this perspective, Europe with its low volatility and 
low average capital growth will be the region in which 
future returns will be closer to past performance, espe-
cially when compared with North America and the UK.

In addition, looking at the ability of market yields, 
and especially prime yields, to cope with rising inter-
est rates, Europe is again the region offering better 

perspectives compared to North America. The gap 
between prime yields and national government bonds 
is currently at an all time high in Europe, while in North 
America the gap is nearing historical lows, especially 
after the second move of the Fed in December and 
expectation of debtfinanced government spending 
 during 2017 and 2018 under the Trump administration.

This generally gives us a market situation in which 
riskadverse, longterm buyandhold investors 
 following a core or value add strategy should favour 
Europe compared to other investment regions. Based 
on such a strategic longterm allocation for Europe, 
 investors need to select investment locations and 
 sectors based on tactical considerations when build-
ing their portfolio. And there is one thing investors 
should remember: “The future is not like the past, 
they have to leave their usual way of thinking behind 
and adapt flexibly to secure investment success.”
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outlook and strategy

Like 2016, 2017 and the years to come will be a time 
strongly influenced by political events. “Vox  populi” 
will be an important force behind Europe’s future and 
therefore behind the development of the  European 
real estate markets. But 2016 has also shown that 
the underlying market fundamentals are often much 
more solid than news headlines and public forecasts 
suggest. Capital flows into real estate will remain 
strong as a result, but the assessment of risk, espe-
cially downside risk, will be an important part of any 
due diligence undertaken in the coming months.

The economic fundamentals of the occupier  markets 
are generally solid despite the geopolitical and politi-
cal risks, and this is not going to change fundamentally 
in Europe during the course of the year. The correspon
ding improvement in office employment in the office 
sector will support takeup levels and lead to further 

reduction of vacant office space in the coming months. 
The accompanying improvement of household income 
will support retail sales in the retail sector. Despite 
this positive environment, retailer demand for space 
will continue to be polarized between dominant high 
street locations with high demand and tertiary retail 
destinations suffering from continued growth in online 
retailing. As pointed out in last year’s INSIGHT, retail-
ers in the future are going to typically require fewer 
stores to achieve nationwide coverage due to the rise 
in online sales and will be focussing on larger floor 
space in prime locations where they can display their 
full product range. This will generally keep vacancy 
rates low in the prime high streets, while fringe and 
tertiary retail locations will increasingly have to strug-
gle with rising vacancy. This changing retail land-
scape will result in growing demand for logistics space, 
especially in urban agglomerations across Europe. 

Total return perspectives for European office, retail and logistics markets standing investments

2017 – 2022 p. a. on IPD style portfolios

  Total return    Income return    Capital growth
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At the same time, we are seeing very limited specula
tive building activity in most office, retail and logis-
tics markets. The changes in the banking sector and 
ongoing risk aversion on the part of most institutional 
investors strongly limit supply side risks in most Euro-
pean commercial markets. Nevertheless, the struc-
tural changes underway, especially in the retail sector, 
mean that investors will need to closely monitor 
demand/supply developments, as political events like 
the BREXIT referendum can significantly alter this bal-
ance, possibly leading to a future market correction.
 
These developments on both demand and supply 
side generally give cause for a solid rental growth 
outlook for the European commercial markets. But 
investors need to keep in mind that rental growth 
in today’s cycle is less dynamic than it has been in 
the past and the economic outlook for Europe does 
not see this changing in 2017 or in the years there-
after. Expected rental growth is also going to heavily 
depend on the quality of the assets under considera-
tion, especially if operating in the retail sector. As a 
result, asset management capabilities will be the cru-
cial factor in successful execution of business plans, 
as the market development will not lift all “boats”. 

Looking at investment intention surveys and the rela-
tionship between target real estate allocations vs. 
 current allocations, we can expect significant  further 
capital inflows into real estate in 2017. The real ques-
tion will be how to place all that capital within a reason
able time frame! Prime yields in most European 
commercial markets have now fallen to record lows and 
the ongoing low rate environment in Europe will keep 
prime yields under pressure. Nevertheless, we expect 
further yield compression to be limited in the coming 
months, despite the highly attractive spread between 
government bonds and prime yields. Expected  capital 
growth will be quite limited as a result, making real 
estate investments in the coming years an income play. 

As a consequence of these developments, total returns 
in the next five years will be predominantly driven by 
the income return component,  bringing total returns 
significantly down from the levels seen in past years, 
which were fuelled by a persistently low interest rate 
environment. As this yield compression cycle will come 
to an end in the next five years, capital growth will only 
add around 0.5 percentage points per annum to  
overall total return and will probably even turn negative  
at the end of the forecasting period should the interest  
cycle turn.

With this outlook for capital growth, core  investors 
would be welladvised to focus on  demographically 
sound metropolitan areas, as these markets will be the 
least affected by an outward yield shift at the end of 
the forecasting period, whereas expected rental 
growth in these regions will stabilize capital values on  
the income side. 

Taking a closer look at the sectors, the growth outlook 
for Europe suggests a focus on office assets in supply
constrained markets, possibly with asset management 
or repositioning potential. This strategy allows inves-
tors to realize aboveaverage rental growth, improving 
the income component and ultimately improving capi-
tal values in order to outperform the general market. 
The current supply/demand balance in the occupier 
 market should be kept in mind when investing in retail, 
as this helps investors spot asset management oppor-
tunities in well located – mostly older – retail stock with 
repositioning opportunities. The businesstoconsumer 
segment in Europe offers robust rental growth per-
spectives compared to the overall logistics market, as 
land availability is a major challenge in this segment. At 
the same time, the strong growth of etailing is driving 
demand for additional space, especially so called “high 
flow through buildings”, with outdated retail locations 
with good accessibility being likely to offer conversion 
opportunities in the major European agglomerations.
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Country abbreviations: AT = Austria, BE = Belgium, CA = Canada, CH = Switzerland, CN = China,  
CZ = Czech Republic, DE =  Germany, DK = Denmark, ES = Spain, FI = Finland, FR = France, GR = Greece,  
HK = Hong Kong , HU = Hungary, IE = Ireland, IT = Italy, KR = South Korea, LU = Luxembourg, NL = Netherlands,  
NO = Norway, PL = Poland, PT = Portugal, SE = Sweden, SG = Singapore, UAE = United Arab Emirates,  
UK = Great Britain, US = United States of America, ZA = South Africa

Other abbreviations: BP = Basis points, CEE = Central and Eastern Europe, MA = Moving Average,  
PIIGS = Portugal, Ireland, Italy, Greece and Spain, QoQ = QuarteronQuarter, YoY = YearonYear

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, OECD, RCA, Regiograph, Reuters, UN, vdp

Disclaimer: This publication is purely for general information and not a prospectus. The information contained in 
this report is based on publicly available sources that we believe to be reliable. We cannot guarantee the correctness 
or completeness of information. All statements of opinion reflect the current estimations of the author and do not 
necessarily reflect the opinion of PATRIZIA Immobilien AG or its associated companies. The opinions expressed in 
this publication may change without prior notice.

The research reports and presentations (“analyses”) produced by PATRIZIA Immobilien AG contain selected informa-
tion and cannot be regarded as complete and correct. The analyses are based on publicly accessible information and 
data (“information”), which are regarded as reliable. However, PATRIZIA Immobilien AG has not verified the correct-
ness or completeness of the information and does not accept any liability for this. PATRIZIA Immobilien AG will not 
bear liability for any damage arising from incomplete or incorrect information, and PATRIZIA Immobilien AG will bear 
no liability for direct and/or indirect damage and/or secondary damage. In particular, PATRIZIA Immobilien AG will 
bear no liability for statements, projections or other details contained in these analyses relating to the companies 
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