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Dear readers,
2018 will most likely be the year in which the tide
of liquidity created by the central banks around the
world will start to turn. Quantitative easing measures
have been an important driver for bond prices in a
first step and for financial asset values in general in
a second step, resulting in rock-bottom prime yields
in nearly all markets. Liquidity and not interest rates
will therefore be the indicator to be watched in the
coming quarters. This is especially true as rising
central bank rates are an unlikely scenario for the
Euro Zone in 2018. These liquidity effects transmitted
via the capital markets contrast with a fundamentally
solid and often positive market environment consis
ting of low vacancies, low speculative c onstruction
activity and positive rental development and
outlook, analysed in depth in this year’s INSIGHT.

Nevertheless, capital is still targeting real estate,
but investors increasingly are aware of historically
high price levels in combination with a technological
environment that leads to disruptions of established
market structures. This can be seen clearly in the
retail sector where digitalisation and e-commerce
are today’s disruptors, but technology also questions
existing structures in the logistics and office s ectors,
for example with WeWork in the office sector. Overall
this results in an investment environment that will
be less characterised by yield compression-driven
total returns, although rental growth will compensate
for some of it. The income return will be the main
driver of total returns in the coming years.
With the PATRIZIA Insight European Commercial
Property Markets 2018 report, we want to give you
food for thought how all this will influence the commercial real estate markets and ultimately investment
strategies going forward.
I hope you enjoy reading our Insight.
Yours,
Wolfgang Egger
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Executive Summary
Liquidity will be the indicator for institutional investors to watch most closely in the coming quarters,
as ECB tapering will crucially influence the overall
liquidity situation and, ultimately, pricing. This will
especially hold true outside the core segment and in
niche markets that have seen strong money inflows
in the past years due to investors looking for yield.
 iven the current state of the European office
G
cycle it is essential to understand the fundamentals behind the changing dynamics of rental
growth on a city basis when developing a European investment strategy, so as not to get caught
on the wrong foot when the cycle turns. This is
crucial, despite the fact that the solid demand
picture and the relatively low completion rates
form a background enabling another two or three
favourable years on the European office markets.
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Digitalisation and e-commerce as today’s retail
disruptors. While online giants such as Amazon
and eBay are easy to identify as (current) winners,
increasing vacancy rates in smaller cities, areas/
city sub-markets with emigration and secondary locations as well as the difficulties of large
department stores are indications which areas the
losers will most likely come from. However, the
development of prime rents indicate that even
top locations in the city centre are not immune
to current upheavals and investors will therefore
adapt the retail strategies to the new environment.
	
The retail investment market has experienced
declining investment volumes for the second year in
a row, reflecting a growing awareness of changes in
consumer behaviour and the challenges of e-commerce, although transaction volumes in European
commercial real estate recorded their third-highest
result since 2007. Generally speaking there are no
winners or losers when it comes to the different
regions, but the tremendous appetite for investments in European real estate is being confronted
with shrinking supply. In this environment, investors
should be aware that the search for investable
product does not justify to compromise on location
and quality of asset.
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While the timing and pattern of normalisation of
monetary policy, especially in the Euro Zone, along
with the subsequent rise in interest rates remains
the ‘known unknown’, ongoing expansionary
monetary policy will continue to support the
regional growth outlook for Europe. This means that
if investors understand sector and location, the
economy is supporting investment activity outside
the top markets.
Looking forward, allocating capital with the envisaged yields will be the most pressing challenge
for many institutional players which has the
consequence that pressure on prices and rents
is expected to continue, resulting in an ongoing
decline of prime yields but with heavily waning
dynamic, especially in the retail sector. As a result,
total returns in the coming five years will be
predominantly driven by the income return com
ponent, bringing them significantly down from
levels seen over past years, which were fuelled by
the persistent low interest rate environment and
accompanying yield compression.
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Macro-Financial Environment
is currently experiencing is generally expected to
continue as well, bolstering business activity and
supporting demand in the office, retail and logistics
markets as well as investment in real estate.

Economic expansion in the euro area continues with
solid growth rates and a strong increase in labour
demand. The expansion has strengthened and broadened considerably during the past 12 months. While
domestic demand remains a crucial pillar of the expansion, economic growth is today more resilient and
broad-based across countries. Not only is this favourable economic environment mainly the result of the
fiscal measures undertaken several years ago combined with expansionary monetary policy, it is also
especially a response to the further s trengthening of
the global economy. The ECB’s accommodative monetary policy is expected to continue this year with
the objective of returning inflation to a level close to,
but still below, 2 %. The cyclical upturn the Euro Zone

No severe geopolitical risks within the euro area currently appear to be on the horizon and the outcome of
the elections in the Netherlands, France and Germany
have eased the debate about the political stability of
the Euro Zone, but the elections in Italy and the political
developments in Germany are topics to be watched, as
they potentially can bring the discussion back to life.
The issues revolving around BREXIT, however, continue
to be crucial to Europe’s future. Geopolitical tensions
outside the Euro Zone and a possible new global era
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an overall improvement in economic activity that is
“lifting nearly all boats.” In 2017, only a few regions
experienced a decline while the majority grew by at
least 1.5 to 2 %. Second, the rise in economic activity
has resulted in higher labour demand, causing unemployment rates to decline without interruption over the
past four years. Strong labour demand can be observed
across all of Europe, which means that not only are the
largest urban centres currently improving, the crisis
countries in the southern part of the Euro Zone are
especially experiencing considerable improvement.
Finally, the ECB’s monetary policy continues to support
domestic demand and private investment via access
to cheap debt. While the timing and pattern of normali
sation of monetary policies worldwide, along with the
subsequent rise in interest rates, remain u ncertain,
ongoing expansionary monetary policy will further
strengthen the regional growth outlook for Europe.

for trade liberalisation and globalisation in general
are also important issues to be watched, as these will
definitely impact the real estate markets in the medium
term. However, these geopolitical tensions have not
stopped economic expansion and cyclical rebound
in the Euro Zone and most likely will not do so in the
coming 12 months. More importantly, current momentum has lessened risk perception among investors
and consequently increased their willingness to consider investments in real estate, especially in Europe.
As a consequence, the conditions of and overall outlook for the Euro Zone have improved considerably,
primarily driven by the following three factors. First,
distribution of GDP growth rates across the European
regions has continued to narrow over time, pointing to
broad-based growth of economic activity. In addition,
and compared to prior years, the rightward shift mirrors
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Change in unemployment rates relative to 2010

In view of this resilient economic expansion, European
commercial real estate markets continue to be a coveted investment destination for institutional investors
around the globe. In terms of investment volumes and
institutional appetite, many investors continue to view
European real estate markets as the market to be for
the seventh consecutive year now. Accordingly valuations are following the overall trend of rising prices as
well as falling, but slowly flattening, yields. In addition,
commercial real estate markets are increasingly being
challenged by supply-demand imbalances in terms of
space as well as in the investment markets, which aggravates the search for (core) assets, especially in the bigger markets. At the same time and after seven years of
increasing cross-border investment activity, the globalisation of real estate investment markets has reaffirmed
that the central elements in today’s real estate investment markets are local access and market knowledge.
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Regional consolidation of GDP over time
Density plot shows the concentration of yearly GDP growth with data from NUTS3 areas
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Central banks, interest rates, liquidity
and outlook for the European property market
With the Fed already some ways along in their interest rate cycle and further rate hikes on the horizon in
2018, more and more investors are wondering what
effect the ECB’s decision to raise interest rates will
have on property markets in Europe. But this question fails to address another, more important factor for
European property markets: the liquidity effect that
results from ECB tapering. This can be attributed to
the fact that the current market environment makes
rising central bank rates in the Euro Zone in 2018 an
unlikely scenar io and something that will most likely
also not occur in 2019, as the coming year will see the
end of Mario Draghi’s term as ECB president in October. Nevertheless we may see some transmission of
interest rate effects from the US through the global
financial markets, which would put upward pressure on
rates in Europe. This, however, will not have that great

of an impact on property yield movements in 2018 and
2019, as current European real estate yield levels are
able to cope with slightly rising long-term interest rates
without major disruptions expected. This assumption
is also supported by the solid economic fundamentals
that constitute a firm background for rental growth and
rising rents, which will stabilise yields for some time
to come. At the same time it looks as if interest rate
levels between the Euro Zone and the US have diverged
significantly over the past several years and will not
converge in the near future. The yield curve in both
regions is also beginning to converge, i. e. remain flat or
flatten significantly, especially outside the Euro Zone.
So why should investors take a closer look at liquidity
in the coming quarters? On 26 October 2017 the ECB's
Governing Council decided that net purchases within its

Interest rate environment in the US, the UK and the Euro Zone
10-year Gov. bond yield
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Monthly net purchases within the ECB’s purchase program
PSPP = public sector purchase programme, CSPP = corporate sector purchase programme,
CBPP3 = third covered bond purchase programme, ABSPP = asset-backed securities purchase programme
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asset purchase programmes would be reduced from the
monthly pace of € 60 billion to a new monthly pace of
€ 30 billion from January 2018 until the end of September 2018. The intention is for securities purchases to
be carried out until the Governing Council sees a sustained adjustment in the path of inflation that is consistent with the aim of achieving inflation rates below,
but close to, 2 % over the medium term. Most market
participants expect net purchases to end after September 2018. As the financial needs of most European governments have not changed fundamentally over the last
12 months, we can assume that the issuance of bonds
will not change in line with the reduction of purchases
from the ECB. Consequently institutional investors will
absorb the additional assets available, amounting to a
minimum of a monthly € 30 billion from January 2018
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onwards and a further € 30 billion starting in October
2018. O
 verall this will add up to at least € 450 billion
over the course of the year, assuming full r einvestment
of expiring bonds from the ECB. The money for these
additional purchases from institutional investors will
most likely come from other safe or higher yielding
assets, which will definitely impact money flows into
and out of property over the course of the year.
The importance of this liquidity effect becomes apparent if we put this € 450 billion in relation to the o verall
transaction volume on the European property markets
in 2017, which came to € 293.4 billion, even taking
into account the fact that much more money was targeting European property and could not be deployed
due to a lack of suitable assets. In addition, most of
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European transaction volume over time vs. liquidity outflow in Bn. €
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the € 450 billion needed will not come from property
allocations. However, assuming that between 5 and
10 % come from property allocations, this will amount
to € 22 to 45 billion, or between 7 and 15 % of the
total European transaction volume in 2017. A definitively sizable amount that will have much more of
an impact compared to rising long-term interest
rates if we look at transaction volumes by sector.
Liquidity will therefore be the indicator for institutio
nal investors to watch most closely in the coming
quarters, as ECB tapering and the end of additional
bond buying at the end of this year will crucially influence the liquidity situation and, ultimately, pricing.
This will especially hold true outside the core segment and in niche markets that have seen strong
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money inflows in the past years due to investors looking for yield and that are vulnerable to liquidity shifts
due to their overall size. Having said this, institutional
investors should also keep in mind that if something
cannot go on forever, it will ultimately stop. Hence, the
timing of rising interest rates and their effect on property pricing in Europe will be the great known unknown
that European property markets will face in the
coming 2 to 4 years. Investors are therefore advised
to regular ly analyse their portfolios and resulting cash
flows for their sensitivity to rising interest rates.
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Office Markets
Growth in economic activity across the euro area
has resulted in a substantial increase in office-based
employment and, consequently, in demand for office
space. As construction activity, especially speculative
development, has failed to respond strongly due to
reluctance on the part of banks to lend for many real
estate projects, the office occupancy rate has climbed
to a seven-year high. Consequently, pressure on rents
remains high and the ongoing strong institutional appetite for office assets continues to exert downward
pressure on yields. We are, however, seeing trends that
should be watched going forward when it comes to
secure cash flows in the long term. First of all, secondary and tertiary cities with robust fundamentals have
become more attractive as an investment destination
due to slightly higher yields and often better options

when it comes to deploying capital. However, investors
need to be aware of the fact that locational compromise
is not an option in these cities. Second, technological
changes such as new office concepts and digital workspaces are increasingly shaping demand for office space
and will therefore make outdated, inflexible office assets
obsolete in the long term. Finally, since new supply is
currently at a historic low across the principal cities and
not expected to rise substantially in the medium term,
alternative investment opportunities via refurbishment,
repositioning and conversion strategies pose very interesting options for gaining access to core office assets.
Given the shortage of core assets for investment across
the European office markets, prime yields have continued to drop to new historic lows across Europe. In

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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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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the course of the past five years the European prime
yield cycle has seen constant compression with two
main characteristics. On the one hand, prime yields
have declined at a continuous pace of ca. 10 BP each
quarter, reaching almost 4 % on average by the end of
2017. On the other, the narrowing of the yield range
of Europe’s 31 largest office markets reflects broadbased investor interest in real estate as well as the economic recovery which is taking place all across Europe.
This recovery in demand is expected to continue in
the coming years as the expansionary economic and
monetary environment in the past several years has
created a situation in which companies are increasingly seeing the need to adjust, and most likely expand,
the space they occupy in the coming months in order
to cope with the growth of their business. However,
these companies are not necessarily looking to move
into space they rent themselves and are increasingly
turning to operators like WeWork to fulfil their (parttime) requirements. This trend can also be attributed
to the fact that production is expected to benefit
from ongoing positive global economic momentum.
In terms of rental performance and space availability,
European office markets are currently in their second cycle since the millennium. In general the office
market cycle is characterised by one phase of rental
decline and increased space availability followed by
a second phase of rental growth and an increase in
demand for space, i. e. declining vacancy rates. Based
on this framework, historic data shows that the first
European office cycle lasted about 30 quarters starting in Q3 2001 with rising rents and strong occupancy
levels, with the turning point coming in 2005 and causing rents to fall and vacancy rates to rise. The market
correction in the aftermath of the GFC gave way to
the first phase of the second office cycle with falling
rents and rising vacancy rates. The subsequent market recovery started in Q1 2011 and European office
markets are currently still in this phase. During this
cycle vacant space has fallen from about 11 % to 9 %
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and prime rents have shown a persistent upward movement with momentum comparable to the last cycle.
A more detailed look at this Pan-European trend
shows that the current office cycle is certainly rather
different than previous market developments. This
becomes apparent if we separate the markets into
two groups, one with high availability of space and
the other with low availability of space as measured based on the 2016 vacancy rate. Looking at the
cycles in the 1990s and 2000s, rental growth shows
similar dynamic in both groups, but the current rental
cycle seems to be behaving more according to theoretical expectations, as it exhibits decoupling of
rental growth between these two groups with rental
dynamic becoming dependent on the availability of
vacant space. In other words, rental growth dynamic
in European office markets has undergone two distinct and separate developments since 2009. The rental
growth of markets with low space a vailability, e. g.
markets with vacancy rates below the European average, is stronger than that of markets with high availability of office space. Some examples of cities in the
latter group are Paris, London, Munich, Dublin and
Stockholm, in all of which rental growth has been
stronger compared to the second group, which is comprised of cities like Madrid, Helsinki, Copenhagen,
Glasgow and Rotterdam. These results not only emphasise that local office market focus is necessary in
order to understand the changing dynamics of rental
growth, but most importantly shows how fundamental
it is to understand the individual market dynamics
when developing a European investment strategy.
If we put the rental market segmentation described
above into a global context, there are three factors
that need to be mentioned. First, real estate markets
have been exposed to a strong degree of globalisation since 2009, which has led to cross-border investment activity undoubtedly picking up but has also
resulted in the globalisation of new office concepts
such as WeWork, which are increasingly influencing
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Rental growth by office space availability
Markets clustered in 2016 by the vacancy rate. Prime rents indexed across the three office cycles
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take-up activity. At the same time, occupier demand
for modern, “technology-ready” office assets has
increased, challenging the cash flow assumptions of
many (current) investment strategies. Finally, the pattern of recovery for European office markets since the
outbreak of the GFC has not been uniform. Today the
individual office markets demand a deep understanding of Europe’s intraregional diversity and economic
activity for those looking to successfully deploy capital in a European core or value add office strategy.
Assessing the sustainability of the current office cycle
will be essential in developing investment strategies
going forward. On the one hand, the current office
cycle is significantly exposed at the moment to uncertainties regarding possible changes to the concepts of
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globalisation and trade liberalisation. At the same time,
the upcoming normalisation of monetary policy worldwide will impact both demand and construction activity
going forward, calling for investors to monitor develop
ments closely and not get caught on the wrong foot
when the cycle turns. However, in view of solid demand
for office space, the relatively low completion rates
in past years and the economic situation in the Euro
Zone, there is a chance that we will see another two or
three favourable years on the European office markets.
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Retail Markets
Fundamental data for the European retail markets also
reflect a resilient situation. Private expenditure and
consumption levels have increased significantly across
the Euro Zone and have been supported by improved
labour market conditions. In addition the expansionary
monetary environment has strongly contributed to
favourable consumption trends. Over the past several
years the expectations of market players regarding
ongoing economic expansion in the Euro Zone have
increased, supporting consumer willingness to spend.

compared to Germany, the UK and Finland, but sales
volumes have improved considerably nonetheless and
have definitely left the crisis years behind. And while
the laggards failed to reach 2008’s retail sales volume
by the end of 2017, there is a strong consensus for
ongoing favourable development. In contrast, outperforming countries including Belgium, France and
Sweden are seeing retail sales continue to strengthen
with retail volumes about 15 % higher than in 2008.
This improvement in retail sales can also be seen in
regional trends, which show a narrowing of the distribution of retail sales growth and a rightward shift in the
overall distribution for the European NUTS3 regions. As
for 2017 less than 5.0 % of the European NUTS3 areas

The Euro Zone has seen continuous improvement in
retail sales. Countries like the Netherlands, Spain
and Ireland have seen slower growth in retail sales

Retail sales heat map in Europe
2008 = 100, Retail sales volumes indexed to 100 in 2008 on a quarterly basis until 2017. Black points to the highest values during the
observed period, red to the lowest. The countries were classified based on a similar development
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have seen a decline in retail sales while the remaining
areas have expanded by about 2.7 % p. a. on average.
Despite this generally favourable situation for European
retail markets, the environment remains challenging,
as the retail industry is currently undergoing significant
structural changes. On the one hand, the significance
and role of bricks-and-mortar stores has changed
over time. As a result many high-street retail locations
have gained in importance, to the extent retailers have
been able to create a multi-channel shopping experience around their changing store concepts. As a result
the digital distance between retailers and consumers has shortened in many cases, but the importance
of bricks-and-mortar stores remains. On the other
hand, e-commerce is increasingly shaping the retail
market and more and more frequently we are seeing
the, at times, disruptive consequences. One example
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Regional distribution of retail sales growth over time
Density plot shows the concentration of yearly retail sales growth with data from NUTS3 areas
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of these changes is the performance of shopping centres with poor accessibility. These have seen a decline
in footfall and, in view of the limited mitigation strategies in place to address the underlying problems in
this segment, income growth expectations need to be
adjusted downwards. Consequently, complexity in the
retail market has increased and calls for a solid strategy, beyond traditional asset management, in order to
be able to identify stable cash flow in a digital future.
Given these challenging times for retailers, the prime
yield retail cycle has continued its downward path
but with yield compression decelerating over the
past two years. While yield compression from 2013
to 2015 occurred at a rate of ca. 10 BP each q uarter
on average, the largest 24 European retail markets
have shown a slowdown in yield compression to a rate
of ca. 4 BP each quarter from 3.8 % to 3.5 % d uring
the last two years. In addition, prime rental growth
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across the main retail markets continues to slow. As
for 2017 growth of prime retail rents fell from 5.0 %
to 2.5 % on a verage, corresponding to levels last seen
in 2011 despite a much better sales environment.
Slowed yield compression and rental growth both
reflect the structural changes under way in the retail
segment and the fact that investors and retailers are
becoming increasingly aware of the possible disruptive consequences. At the same time, however, the
European retail markets are finding themselves in an
economic environment that provides a solid backdrop for rental growth and ongoing investor interest, as
the sector’s underlying attractiveness remains high.
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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
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Rental growth cycle in European retail markets
Cyclical mean in rental growth of European retail markets. Confidence interval measured as standard deviation
23 %
18 %
13 %
8%
3%
-2 %
-7 %
-12 %
2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

© PAT R I ZI A resea rch

Page 24
European Commercial Property markets
2018

High street retail and
the ongoing challenge of disruption
Although no one knows exactly when the German saying “Handel im Wandel” (“trade in transition”) came
into being, it likely has a long history. Not only has retail
always been a highly competitive industry, it has also
been regularly affected by disruptive innovations. One
of these disruptors was the invention of the department
store in the 19th century, which resulted in competition
with the then-dominant convenience stores and which,
in its classic form, has already become an outdated
concept. Another example is mass motorisation in the
mid-20th century, which made large-scale retailing on
the "green meadow" possible, leading to the complete
crowding out of shops in neighbourhood structures.
Again a development that is today outdated, especially
in Continental Europe, where city planners and regulators are trying to get daily shopping back into the city.
Digitisation and e-commerce are today’s retail disrup
tors, and, as in the past, we will see winners and losers
in the retail sector. While online giants like Amazon
and eBay are easy to identify as (current) winners,
one cannot say the same when it comes to the losing
side. Increasing vacancy rates in smaller cities, areas/
city submarkets with emigration and secondary locations as well as the difficulties large department stores
are experiencing are likely to be an indication of future
trends as well as an indication as to in which areas the
losers in this scenario will most likely be found. However, factors such as the development of prime rents in
2017 indicate that even top locations in the city c entre
are not completely immune to current upheavals.
Looking at past development of prime rents in
the major European centres, we see a long-running upward trend. The growth rate has averaged at
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approx. 3.6 % per year since 1996. Decreases were
only recorded in 2002 after the dot-com crash at the
beginning of the millennium and in the years 2009
and 2010 during the financial crisis. Retail prime rents
even rose d uring the euro crisis beginning in 2010.
However, looking at today’s solid economic environment, prime retail rents in European centres only
rose moderately in 2017. In most Western and Northern European centres prime rents have not moved
at all. Rental growth is almost entirely attributable
to the fact that the Southern European locations are
catching up. Does this indicate that the nature of the
high street in today’s retail landscape is changing?
As can be seen in the trend in prime yields, investor
expectations regarding inner-city retail are high. Average prime yields in the major European centres have
continued to decline over the past several years. Transaction volumes, however, paint a varied picture, indicating initial reactions to the disruptions mentioned above.
While the shopping centre segment suffered a decline
of 44 % in 2017, the "other retail formats" including high
street and retail parks achieved an increase of 18 %.
The city centres of the major European cities and
agglomerations will continue to perform key functions in a digitalised world and remain the focal points
of urban life. Due to excellent access to transport,
infrastructure, diversity and high quality of stay, the
city centre will remain the most important location
for work, housing, leisure and communication and
thus the most frequented space. These location factors t ypical of top high street locations in major European centres will continue to exert a strong pull on
national and international chain stores and luxury

Retail sales turnover index – Store vs. Internet
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retailers. These retailers will continue to rely on the
prime pitch in order to position themselves in the market, as only prime store locations offer the high visibility and pedestrian frequency they seek. Rents in
these locations will continue to rise due to a combination of extremely limited supply of downtown space,
a growing urban population (re-urbanisation), rising real income and an increasing number of tourists. However, it is also likely and possible that these
top locations will experience shrinkage in many cities, as retailers become less and less willing to compromise when opening a store for showrooming.
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Retailer activity currently reflects the attempt to
combine the old world with the new. Thanks to
innovative, digitally based sales models, shops
and e-commerce should not be seen as substitutes, but rather as complementary.
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Logistics Markets
European logistics markets have strongly b enefited
from the broad-based economic recovery over
the past several years. From a macro-perspective,
demand for logistics space is supported by the global
cyclical upturn, which is reflected in higher household consumption and business investment activity. At the same time, the logistics sector, along with
the office and retail sectors, is exposed to ongoing
technological changes in consumer behaviour, especially increasing e-commerce activity. From an investment perspective the importance of the logistics
sector in institutional portfolios has increased considerably in past years, especially due to the attractive yields still to be achieved in comparison to office
and retail assets. Moreover, the logistics sector is

increasingly emerging as a retail surrogate, especially
when it comes to p arcel delivery and click-and-collect
concepts, which support increasing showrooming
activity in high-street retail. We can therefore expect
demand for logistics assets and pressure on yields and
rents to continue in future. However, as in the office
and retail sector, the nature of demand is changing,
calling for new logistics concepts, e. g. to deal with
delivery challenges within urban agglomerations.
As described in our PATRIZIA Insights on European
Commercial Property Markets 2017, the European
logistics markets can be broken down in two groups
based on yield and rent dynamics. With a sound backdrop for the logistics market across Europe this past

Prime yield cycle in European logistics markets
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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year, the prime yield cycle is increasingly converging
in respect to yield movement between laggards and
leaders. The prime yield cycle in both groups shows
compression of about 30 BP each quarter since 2012.
In addition, the laggards show prime yield levels of
almost 115 BP above the leaders, which recorded an
average prime yield of 4.3 % by the end of 2017.
Looking at rental performance in the European
logistics markets both groups benefited from the
economic upturn in 2017. Rental growth across the
laggards continued its positive trend at 3 % p. a.,
which corresponds to the highest level recorded
since 2007. In contrast, the leaders’ rental performance improved considerably, leaving negative

© PAT R I ZI A resea rch

Q4 2007 Q4 2009 Q4 2011 Q4 2013 Q4 2015 Q4 2017

territory behind. The highest rent increases in the
laggard group were seen in Rotterdam, Stockholm
and Stuttgart, while the most dynamic markets
amongst the leaders were Dublin, Helsinki and Paris.
As the logistics sector has institutionalised and is
nowadays an active diversifier in institutional portfolios, these positive developments support further
institutional investment activity going forward.
Consequently, we can expect the prime yield compression currently taking place across the European
logistics markets to continue, as the retail derivative
aspect of logistics sectors offers investors stable
cash flow much higher than most traditional retail
investments without significantly higher risk.
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Investment Markets
At the end of 2017 transaction volumes on European
commercial real estate markets recorded their third-highest result since 2007. Generally speaking there are no
winners or losers when it comes to the different regions.
But if one thing is for sure it is that the tremendous appetite for investments in European real estate is being confronted with shrinking supply. This growing imbalance
combined with a positive economic outlook has created
an environment in which prime yields of real estate
investments, which have also been falling for years, are
relatively attractive compared with 10-year government
bonds, with spreads ranging from 250 BP in retail to up
to 500 BP in logistics. Yet in 2017 the bond-yield gap not
only recorded its highest level since 1980, it also sent a

clear signal to institutional market players that now is
a good time to deploy capital into European real estate
markets. And that signal has led to record-high crossborder and overseas investment inflows into real estate
in Europe. During the last three years, cross-border
and overseas investments have increased continuously,
mainly from American and Asian investors. During the
past year, for example, more than 50 % of all cross-
border investments in commercial real estate were
realised by non-European investors, e. g. from Canada,
the US and Asia. Europe has established itself as an
attractive market for institutional investors around the
world, and more and more are trying to catch up with
their already active peers from Asia and North America.

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 10-year government bond yields
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Generally speaking, real estate investment m
 arkets
are still in a cyclical upturn. However, the investment
volumes in the different commercial segments shed
light upon the question as to whether or not an inflexion point has been reached. While institutional investors are currently focused on the office and, especially,
logistics sectors, the retail investment market has
experienced declining investment volumes for the
second year in a row. This means that the amount of
money targeting retail assets has decreased for the

second consecutive year, reflecting a growing awareness among institutional investors of changes in consumer behaviour and the challenges of e -commerce.
Although these factors may provide the answer
to the drop in institutional transactions, they also
reflect the fact that the search for income-generating
retail assets has become more complicated and
investments in high street assets pricy. Conversely,
institutional demand for office assets, especially
for well-positioned existing assets in established

Cross border investment flows in commercial real estate in Europe Q1 2017 – Q4 2017
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locations, continues at above-average levels. The
same applies to institutional capital targeting logistics assets, as investment volumes in this segment
reached record levels by the end of 2017 with more
and more investors turning to logistics in their search
for yield and product availability increasing due to
the changes originating in the e-commerce sector.
Following a long period in which the majority of institutional investors focused on investments in the core
segment, the market situation and the investment attitude of institutional players is now beginning to change.
As the real economy strengthens and the cycle on
the European real estate market matures, investors
are increasingly targeting value add and opportunistic investments, not least in their quest for higher
yields. Value add and opportunistic strategies are in
general undoubtedly rewarded by higher returns, and
the experience and local access of investment partners are expected to lessen the risk associated with
such strategies. This trend has also been pushed by
strong fundamentals across secondary and tertiary cities, which offer different risk and return characteristics
as well as investment opportunities. Both factors, market maturity and wider regional focus, are expected to
further increase the institutionally tradable real estate
universe in Europe but will also definitely change the
risk profile of investments made as locational compromises in value add or opportunistic investments
will have a much larger downside risk component.

12 M rolling investment cycles across Europe
Z-Scores correspond to normalized volumes and show the
market-size-adjusted cyclical development of investment
volumes across Europe. Lines represent the mean value and
+/- a whole or a half standard deviation
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Outlook and Strategy
The global economy’s performance has improved
considerably and its near-term prospects appear to
be the best they have been for some time. The c urrent
momentum will likely continue despite QE tapering
by the ECB and despite the fact that it is still more
or less unknown as to when monetary policy normalisation will be seen in Europe, which means that
monetary policy will continue to stimulate the economy for some time to come. As a consequence and
despite record-high prices, there does not appear to
be any drastic repricing for good/high-quality assets
on the horizon given the solid economic fundamentals. Looking at the challenges for the coming years,
global markets are likely to be exposed to an easing
in terms of globalisation and a liberal attitude towards
free movement of people and capital with unknown
consequences for cross-border investment flows.
International financial markets are signalling that
the low interest rate environment is here to stay for
some time despite the fact that we will be seeing
some slight increases in long-term interest rates during the course of the year. It will be the liquidity side,

as discussed above, that will be the most influencing
factor in the coming quarters. At the same time, international investment markets have reaffirmed the
relative attractiveness of (European) real estate. As
a result, institutional demand will continue to be high
and deploying allocated capital in investments with the
envisaged yields will be the most pressing challenge
for many institutional players during the course of the
year. Within this environment, pressure on prices and
rents is expected to continue, resulting in an ongoing
decline of prime yields but with dynamic heavily waning, especially in the retail sector. As a result total
returns in the coming five years will be p redominantly
driven by the income return component, bringing
them significantly down from levels seen over past
years, which were fuelled by the persistent low interest rate environment and accompanying yield compression. In the coming five years capital growth will
at best only add 0.5 percentage points per annum to
overall total return, resulting mainly from rental value
growth instead of yield compression. What’s more this
trend will most likely even turn negative at the end
of the forecasting period if the interest cycle turns.
Investment strategies of investors in European real
estate have broadened substantially during the past
two years. With the battle for core assets still waging
in 2017, the search for suitable assets has become
increasingly complicated as supply dries up. This situation has led market players to adjust their strategies and look for alternative investment products
with higher risk and returns in search for yield and
with the objective of deploying their allocated capital
quicker. Although value creation in riskier s trategies
requires a more detailed understanding of market
dynamics, more and more investors are targeting
these segments as a viable option as they struggle in
their search for lower risk investment opportunities.

© PAT R I ZI A resea rch

Page 33
European Commercial Property markets
2018

Total return perspectives for European office, retail and logistics markets
standing investments, 2018 – 2022 in % p. a. on IPD style portfolios
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However, investors need to be aware of the fact that,
despite tight investment markets, now is not the right
time to compromise on location and asset quality with
the current cyclical situation as it is. Nevertheless,
2018 will see increased institutional activity deploying
capital in value add and opportunistic strategies.
It will be important to closely watch the global geopolitical agenda and possible resulting uncertainties going forward. But if one thing is for sure it is
that the debate regarding the political stability of the
euro area has eased, even though BREXIT still poses
a noticeable risk to the overall stability of the European Union. In addition to geopolitical issues, the
search for income-producing commercial properties
remains challenging in view of ongoing changes in consumer behaviour and the penetration of new e-commerce marketing channels. However, structural forces
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such as technological innovation and altered demand
for space are becoming increasingly tangible, making
it possible to identify their effect on future cash flows.
Parallel to this, the euro area is experiencing ongoing
urbanisation while the overall population is aging. This
gives rise to investment opportunities for institutional
investors seeking long-term, stable cash flows and
offers the opportunity to create new investment products in emerging market niches, not only in the residential sector but also in commercial sectors such as
the office market with technology driven platforms.
In light of the above, it becomes apparent that the
main challenge in today’s European real estate
markets is local access to suitable products and
having the experience needed to assess future
income streams, despite the fact that investment
strategies in real estate have broadened.
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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: ABSPP = asset-backed securities purchase programme, BP = Basis points,
CBPP3 = third covered bond purchase programme, CEE = Central and Eastern Europe, CSPP = corporate sector
purchase programme, MA = Moving Average, PIIGS = Portugal, Ireland, Italy, Greece and Spain, PSPP = public sector
purchase programme, QoQ = Quarter-on-Quarter, 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, 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 information 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 correctness 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
examined, their associated companies, strategies, economic, market and/or competitive position, legal conditions
etc. Although the analyses are produced with the greatest care, the possibility of errors or incompleteness cannot be
eliminated. PATRIZIA Immobilien AG, its shareholders and employees bear no liability for the correctness or completeness of the statements, estimations, recommendations or conclusions derived from information contained in
the analyses. If an analysis is provided as part of an existing contractual relationship, e. g. financial consultancy or a
similar service, liability of PATRIZIA Immobilien AG is limited to gross negligence and intent. If fundamental information is omitted, PATRIZIA Immobilien AG shall be liable for simple negligence. The liability of PATRIZIA Immobilien AG
to compensate for typical and foreseeable damage is limited according to the extent of the damage. The analyses do
not represent an offer, or an invitation to submit an offer for the purchase or sale of a property, a property portfolio,
a security or any other investment commitment. The opinions contained in the analyses may change without prior
notice. All rights reserved.
PATRIZIA Immobilien AG has taken internal organization and regulative precautions to avoid possible conflicts of
interest and to disclose these when they arise.
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