PATRIZIA

European Residential Markets

2015 ⁄ 2016

Page 03
European Residential markets
2015 ⁄ 2016

Contents
Preface
Executive summary
Macroeconomic environment 
European housing markets 
Housing from an investors point of view
The development of residential yields in Germany in a low interest rates scenario
Demography, aging and urbanisation
A closer look at residential rents in Europe
The effect of size, age and energy consumption on asking rents
Outlook

© PATRI ZIA resea rch

04
06
08
14
24
28
32
35
41
44

Page 04
European Residential markets
2015 ⁄ 2016

Ladies and gentlemen!
The PATRIZIA Insight European Residential M
 arkets
2015/2016 shows that overcoming the current
housing shortage in urban centres is one of the
greatest challenges in the European housing markets.
The increase in construction activity in many European
countries during the past two years is therefore
only logical, as around half of the European countries
recorded an increase in construction volumes in 2014
to meet the current housing demand.
At the same time, the difference in the housing markets
within countries and regions are increasing. Thus, the
demographic composition of European cities differs
significantly, which must be taken into account when
making investment decisions. The details behind the

headline numbers must be understood to develop
successful investment strategies. The divergence is
also evident in the performance of residential property.
While the housing markets in the United Kingdom and
Sweden are mainly driven by the capital growth, the
total returns in Germany, Austria and the Netherlands
are dominated by strong income returns.
Furthermore, the era of stable and predictable house
price cycles is over, European housing markets have
become much more volatile since the financial crisis,
making predictions more difficult. In this context,
the PATRIZIA Insights European Residential Markets
2015/2016 should help to better understand these
complex dynamics.

I wish you interesting and insightful reading!
Yours,
Wolfgang Egger
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Executive summary
	
Return: The performance of European housing
markets shows a strong divergence from country
to country. Since the beginning of the new millennium, the United Kingdom and Sweden recorded
the highest annual total returns of 12 and 10 % per
year respectively, driven mainly by strong capital growth. In contrast, total returns in Germany,
Austria and the Netherlands have been about half
as high (five to seven per cent), driven mostly
by solid income returns. Investors can therefore diversify in European residential according
to their risk and return preferences very well.
	
Demographics in cities: The demographic structure of European cities is very different from each
other, which must be taken into account when
making investment decisions. With one of the highest proportions of young workers under 45 years
and only a slight increase in the elderly population
Manchester, London and Copenhagen offer very
good investment prospects. In contrast, cities like
Florence, Bologna and Porto with a high share of
45- and 65-year-olds, are facing big challenges
investors need to consider in investment decisions.
	
Volatile house prices: The era of strong and
predictable house price cycles is over. Since
the financial crisis, the development of house
prices in Europe has become much more
volatile, as prices have changed the direction
four times. As a consequence, predictability
of house prices has become more difficult.

© PATRI ZIA resea rch

	
Construction markets: Around half of the European countries recorded 2014 a rise in the volume
of new construction – for the first time since 2010.
In Spain, Italy and Ireland, the level of new construction is still almost 80 % below the volume of
2000. In contrast, in Denmark and Sweden a steady
increase in the volume of new construction can be
seen since 2013. The same applies to the United
Kingdom, where the robust economic d evelopment
increased the volume of new construction.
	
Rents and urbanization: Urbanization in Europe
continues and leads to a significant undersupply of
dwellings across the metropolitan areas throughout
Europe. At the same time, a continuous increase
in rents can be observed. The observed rent
increase in the European metropolitan areas can
be explained neither by population growth nor
through the economic development to a large extent.
Government regulation and changes in lifestyles
affect rents much stronger, which is why investors
should have detailed knowledge of local markets
when developing European investment strategies.
	
Regulation: In recent decades, government
regulation of the rental market in Finland, Norway
and England was reduced significantly. Currently,
Sweden, Germany and the Netherlands have the
highest level of regulation, but there are changes on
the way changing the picture. Detailed knowledge of
current market regulation is therefore essential for a
successful European residential investment strategy.
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Macroeconomic environment
Economic growth and price development: The
recovery in the Euro Zone is spreading across an
increasing number of countries and has become considerably more dynamic since the publication of our
last residential market report. This accelerated momentum in Europe is generally the result of several fiscal
and monetary interventions implemented during the
last nine months with the aim of supporting domestic
demand in order to push inflation higher. At the same
time, external factors such as the fall in oil prices or the
positive prospects regarding the worlds’ major economies have bolstered the development of real disposable income, slowly supporting consumer confidence

among households. As a consequence, the fundamental imbalances observed two years ago across many
core European countries have diminished, giving way
to increased production and investments. With the
prospects of many European countries nowadays being
less vulnerable to shocks than three years ago, the outlook for the current and coming year points to robust
expansion in the Euro Zone with moderate inflation.
Despite the recovery in the Euro Zone, the return to
an adequate inflation rate constitutes one of the main
points on the fiscal and monetary policy agenda, as
it is key to achieving macroeconomic stability. During

Macroeconomic development in Europe, the UK and the US
Own calculations; Euro Zone excluding Greece
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the last two years, inflation has fallen steadily not only
across all Euro Zone member countries but also in
the UK and the US, reaching negative t erritory for the
first time in Q3 2014. In this situation the ECB, with its
main objective being to maintain price stability within
the Euro Zone, has carried out a series of traditional
and non-standard monetary policy measures to spur a
return to a “natural” price development. The announcement of the ECB’s asset purchasing programme (quantitative easing) in January 2015 was followed by a similar
move in Sweden in February 2015, augmented by the
decision to reduce the main refinancing rate to minus
0.1 %. Both decisions emphasise the importance that
policy makers attach to a stable inflation rate for the
functioning of the European economy, given that both
unconventional liquidity injections are expected to last
for more than one year. Looking forward, real growth
across Europe is expected to be driven primarily by

household expenditures rather than by fiscal stimulus,
as the political discussion is still heavily focussed on
austerity in many countries. The monetary stimulus was
stronger than expected during the first two quarters
of 2015 and has had positive effects on several money
aggregates, especially in regards to the volume of
loans granted to the private sector, increasing for the
first time since 2013. In view of these facts, the risk
of falling prices and delayed investment intentions by
firms can therefore be put aside for the time being.
However, current macroeconomic improvements can
be attributed to low interest rates as well as to low
sovereign bond yields. From a historical perspective,
interest rates have never been this low for so long.
Since the ECB’s announcement that they would be
purchasing financial assets on a large scale, government bond yields have fallen at least 30 BP and have

Inflation trends in Europe, the UK and the US
Own calculations; Euro Zone excluding Greece
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the search for alternative investments and stable
income returns becomes challenging. International
investors in search of continuous cash flows are
increasingly looking to property investments across
Europe. The appetite for commercial and particularly
residential assets in the first half of 2015 marks the
beginning of a new era for the real estate industry in
Europe, e. g. as the transaction volume of residential
portfolios in Germany during the first six months was
the highest observed since 2006. However, given the
increased market liquidity, restricted asset supply and
institutional heterogeneity of residential markets, the
residential rally is likely to continue driving prices.

even dropped below zero, for example for French,
Danish and German bonds with maturities of up to five
years. The ECB’s large asset purchase programme has
also had a noticeable impact on interbank rates with
the three-month Euribor being in negative territory
since May 2015. Negative yields imply (additional)
costs rather than revenues for investors and could
be a matter of concern in terms financial stability if
they prevail for a long time. In this context, possible
financial losses that might result in the long-term would
be borne by insurance companies or pension funds,
which are traditionally largely invested in such assets.
In contrast, the expansionary monetary policy was
well received on stock markets as they rose more or
less steadily during 2015, signalling a turnaround in
investor risk-aversion. In the current expansionary
financial environment with some yields below zero,

Main challenges for macroeconomic stability in
Europe: The unconventional monetary policy measures conducted during the last two years in Europe
have shown notable results in 2015 and have led to a

Labour market trends across Europe 01/2010 ― 03/2015
Arrow = 03/2015
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recovery, closing the gaps in aggregate demand that
were opened during the crisis. T aking a closer look at
GDP and its components, Europe is currently – from a
financial perspective – in a more robust or even stable
position compared to 2013. However, this picture holds
only partly true for the development of the labour
markets in individual countries. The last economic
cycle has had several effects, not only on the level
and length of unemployment, but most importantly
on youth unemployment rates. The uneven economic
development across Europe eliminated approximately
6.7 million jobs between 2008 and Q1 2013 with the
consequence being a dramatic increase in unemployment, especially in unemployment among workers
younger than 251. Between January 2010 and March
2015 the impact of the crisis on the younger labour
1

 European Commission 2015 / Directorate-General for
Employment, Social Affairs and Inclusion, “Employment and
Social Developments in Europe 2014”

force was much higher in strongly affected countries,
such as Spain or Portugal, than on the overall labour
market. Aside from these countries, the highest youth
unemployment rates in March 2015 were observed
in Sweden, France and Italy at 23 %, 24 % and 40 %
respectively. In contrast, the recovery in Germany, the
UK and especially Ireland led to an ongoing increase
in demand for labour. Nevertheless, the condition of
the European labour market is anything but homogenous, which is why an analysis of the outlook on the
labour market might focus on regional conditions and
on how regional authorities aim to spur job creation.
One of the reasons for the strong cross-country
divergence in employment is the fact that the European
Union does not constitute an integrated and homogenous labour market. Although the financial integration and harmonization of legal systems between the
countries has advanced significantly during the last

Distribution of net public debt relative to GDP throughout the EU
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two decades and has strengthened the role of Europe,
labour mobility remains limited and labour compen
sation is far from being comparable in Europe. In
addition to language and cultural barriers, factors that
hamper labour mobility in Europe include the different systems of administration, taxation, pensions,
social security and recognition of qualifications. Due
to the heterogeneity among these systems, labour
market policies continue to be a regional issue even
22 years after the signing of the Maastricht treaty.
Policy makers who develop programmes to support job
creation are in a challenging position since a considerable number of small- and medium-sized enterprises
have collapsed during past years, adequate impulses
for the creation of new business have not significantly
improved and access to financing is still restricted in
some countries. Looking forward, it might become
necessary to endorse a European labour market
system that enables the European Union to benefit
from the mobility of workers in order to compensate for the lack of competitiveness in some regions
and broaden knowledge transfer in the long-term.
What began five years ago as a medium-sized economic programme to fuel aggregated demand in
the Euro Zone, the UK and the US has turned into a
series of measures with unknown dimensions. Central
banks have been supporting the economic system
via expansionary policy for far too long, stimulating
and, to a certain extent, postponing the reduction of
imbalances across countries. Although the current
environment with ultra-low interest rates stimulates
household consumption and bank lending in the short
to medium-term, it will also create strong imbalan
ces and problems in the balance sheets of pension
funds, banks and insurance companies in the longterm. Most of the countries heavily hit by the past
financial crisis have undertaken significant efforts to
restore economic production and create fiscal stability in past years. However, the debt-to-GDP ratios
observed across Europe as well as the heterogeneity
in labour markets at the beginning of 2015 provide

© PATRI ZIA resea rch

clear evidence of a very different picture associated
with an unknown number of risk factors that strongly
point to the necessity of productivity-enhancing
reforms. In this context, the current debt-to-GDP
ratios across the Nordics point to remarkable efforts
in fiscal sustainability and at the same time to a
 egardless of the
robust growth path in the long-term. R
development in Greece – whose economic outlook is
highly uncertain – the imbalances among the European
countries call for implementation and compliance
with strict reform programmes in order to achieve
fiscal sustainability, restore employment levels and
minimize political and social signs of extremism.
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European housing markets
European housing markets have never been exposed to
such an unbalanced environment in terms of institutional, economic, financial, structural and demographic
factors than at the present time. The strong divergence
in fundamental factors determining housing markets
across Europe has once again demonstrated that
residential markets are intrinsically local in character
and that they tend to respond more to national factors
than to (global) cyclical cross-country movements.
In order to understand the current conditions in the
European housing markets it is first necessary to get
an overview of the fundamental factors driving residential investments. We will then look at whether current
market conditions are contributing to a convergence
or divergence of housing markets in order to draw
conclusions and make recommendations regarding
future developments in the different housing markets
and, ultimately, regarding strategy development.
Fundamental factors in European housing
markets: Based on new data from Eurostat for 2011,
European housing markets have a density of about two
inhabitants per dwelling on average within an interval
ranging from 1 to 3.8 inhabitants per dwelling as well
as a vacancy rate of around 14 %. The dispersion in
density rates displays a strong spatial autocorrelation indicating that the demographic concentration
in regions like eastern Germany, non-metropolitan
areas in Finland and Spain is relatively low in relation
to the existing stock. In contrast, the concentration
of inhabitants is remarkably high compared to the
existing housing stock in the UK, in the Paris metropolitan region, in metropolitan areas of Poland and
the Czech Republic and especially in the Benelux
countries. Although these findings support the notion
that housing markets across Europe are reasonably
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dissimilar, they clearly indicate a strong mismatch
between housing supply and demand. This especially
applies when looking at the NUTS3 areas with a likely
increase in demographically induced demand by 2024.
The markets, which are currently already tight, will
face increasing challenges as most of the additional
housing demand in the years to come will be focussed
on main urban areas. This phenomenon becomes
evident when looking at France, southern Germany
and Italy, where mainly rural regions with negative
Housing density 2011 and expected demographic
growth by 2024
Population growth 2014 – 2024 (in %)
30
0
-20

0 1.9 2.1 2.2 4.0
Inhabitants per dwelling 2013
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population growth are showing a disproportionately
low inhabitant density in relation to current stock.
The vacancy rate in the different national housing
markets can be analysed based on the latest national
censuses for 2011, revealing strong regional variation. While the density rate indicates the relationship
between inhabitants in relation to total dwelling stock,
the vacancy rate provides useful insights regarding
actual demand for housing within the regions. Spain,
Italy and many southern regions in France show
vacancy rates clearly above 20 % whereas the UK,
for example, displays residential vacancy rates of
well below 5 %. The latter clearly supports the political discussions in the UK during the last years, which
generally point to a rapid increase in housing supply.
In the case of the Nordics, the demand for housing is
noticeably concentrated on the main urban areas with
the relative amount of available dwellings in more rural
regions exceeding 20 %. The Benelux countries and
Germany display a strong concentration of demand
for housing in the main cities. At the same time the
developments in these countries support the importance of secondary cities for a well functioning housing
market. Looking forward, it becomes evident that
demographic demand will be essential when planning
construction activities across housing markets. Based
on current population forecasts, Germany, Spain,
Portugal and Poland constitute a group of countries
with an expected net decrease in demographic demand
at an overall country level resulting in a relatively
high share of regions with excess supply. At the same
time, however, there will be a substantial number
of regions with excess demand due to increasing
urbanisation. Investors therefore need to have a good
regional understanding of the factors driving demand.
Housing markets are slow-moving markets and typically
respond to changes in economic conditions with a
distinct time lag. A look at the aggregated development
of house prices in 14 countries across Europe confirms this development and exhibits a strong cyclical

© PATRI ZIA resea rch

pattern. In other words, house prices tend to increase
and fall for long periods when adapting to changes in
demand and financial market structures. Based on the
cross-country distribution of the year-on-year growth
rates of inflation-adjusted house prices, results show
that during the last 34 years house prices across
Europe have fallen continuously only four times over
a period of at least six quarters - at the end of 1990,
2001, directly after the GFC and after the European
debt crisis. In contrast, house prices show a much
stronger cyclical tendency to rise for long periods.
While the growth of house prices prior to 1990 was
quite moderate, robust financial conditions including
the steady fall of interest rates in the late 90s due to
the European integration process led to the longest

Average vacancy rate 2011
< 5%
5–8%
8 – 10 %
10 – 14 %
14 – 23 %
> 23 %
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European housing price cycle
Own calculations. Deflated time series in own currencies as 4Q-Moving averages and symmetric confidence
intervalls. Countries included: AT, BE, DE, DK, ES, FI, FR, IE, IT, NL, NO, PT, SE and UK. High volatility periods
defined as at least four consecutive periods with increasing and six consecutive periods with falling growth rates
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growth period in house prices since 1981. E xcluding
the minor correction in 2002, house prices rose
continuously over a period of ten years until the onset
of the global financial crisis. After that, house prices
more or less fell until mid-2014, indicating that the GFC
and the European debt crisis have strongly impacted
the housing markets and changed their price dynamic
and adjustment length as the result of the structural
changes implemented in the financial markets during
that period. In this context, European housing markets
have changed their direction four times within the
last eight years and exhibited increased volatility in
comparison to past decades. Taking the macroeconomic movements and the significant intervention in
national markets after the outbreak of the GFC into
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account, the response of house prices has become
less consistent, lowering the medium-term predictability of the markets. Looking forward, the current
house price cycle indicates moderate recovery across
European housing markets during the past two years.
Interest rates play a central role in the development
of housing markets as changes in financial conditions,
e. g. central bank rates and capital requirements,
affect markets in different ways. One of these ways
involves financing conditions and the other involves
the relative attractiveness of investment alternatives. For this reason it is important to be aware of
the effect of falling interest rates, which, based on
the ECB’s latest monetary decisions, will remain at
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Real short-term interest rates and deflated house prices

Deflated house price yoy % – cross-sectional mean
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historically low levels for years to come. Especially
during the last five years, the turbulences in European financial markets have confirmed that house
prices respond negatively to rising interest rates and
are doing so to such an extent and at such a speed
not seen for a decade. The tough economic developments and the lack of demand during this time have
caused house prices to continue to fall in several
European countries. More importantly it looks as if
there has been a break in their long-term growth path.

of the ECB’s quantitative easing experiment, interest
rates “never seen before” are impacting house prices
directly via cheaper mortgages rates and indirectly
via construction costs, increased money supply and,
last but not least, lack of alternative investment
assets. Whether the aforementioned market sectors
are exerting pressure at the same time or in the same
magnitude depends on that country’s housing market
characteristics; nevertheless, the current European
housing price cycle shows clear signs of improvement.

Although European house prices were accompanied
by quite volatile real short-term interest rates between
9 % and 15 % during the 80s, this passed into a period
with interest rates mainly between 3 % and 7 % that
lasted from the 1990s up to the financial crisis. Interest rates have been declining more or less steadily
since 2008, reaching a historic low of about 0.2 %.
Since this scenario reflects the direct consequence

As mentioned above, house prices exhibit a delayed
response to changes in the macroeconomic and
financial environment. The construction market on the
other hand is forward-looking and reflects not only
the current financial and macroeconomic conditions
but also future expectations with regard to development projects. In this context, a look at the indices
of harmonized new construction in core European
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European construction markets
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building cycles show that in 2014 at least 50 % of the
countries exhibited a positive development in con
struction volumes for the first time since 2010. Developer expectations and their decisions are positively
influenced by moderate credit and private household
consumption growth, making developers more w
 illing
to take risks today as well as in coming years.

countries reflects the difficult development during
the last few years on the one hand and developer
expectations regarding the near future on the other.
As a result of the global financial crisis, construction
volumes fell by up to 25 % in 2008 yoy. The construction activities in European countries like Spain, Italy
and especially Ireland still have not recovered, remaining as much as 80 % below the volumes recorded in
2000. In contrast, Denmark and Sweden have seen a
steady increase in construction activity since 2013,
responding to the strong demographic demand for
new housing throughout the main urban areas. The
robust economic development in the UK during the
past years has also improved developer expectations,
causing construction activity to pick up. A similar
picture can also be seen in the Netherlands with a
delay of about one to one and a half years. Taking a
closer look at the construction market, the national

Determining factors of real house prices – Crosscountry evidence: The recent fluctuations in house
prices across European countries have triggered
a lively discussion on the role of central banks in
maintaining (asset) price stability and on whether the
current monetary policy framework ensures rational
price formation. Since house prices movements are
characterized by relatively long adjustment periods, the nature and timing of macroeconomic policies is important when counteracting cyclical price
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Mean house price growth under different macroeconomic conditions since 1981
Bands estimated as confidence intervals with 95 % significance level based on 14 European countries
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movements. Central banks and governments therefore
monitor the development of house prices intensively
as booms and busts in housing markets have a large
impact on private households’ debt position, banks’
equity ratios and finally on countries’ aggregated
demand, as history has shown. In this context, it is
essential to assess the influence of the main drivers
of housing demand in order to examine the extent
to which house prices react to economic shocks.
The different cyclical movements in the individual
markets are primarily evident in a strong divergence
of house prices from their long-term average growth
rates. The strongest deviation from the long-term mean
since 1981 was recorded in Q1 2015 in Germany and
Ireland at +650 BP and +1400 BP, respectively, whereas
the growth cycles in Italy and France exhibit the largest deviations in the opposite direction with more
than 300 BP below the long-term trend. In this context, it is important to note the enormous divergence
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between the different housing cycles that has been
taking place since 1981. Countries like Ireland, the
UK, Denmark, Finland and Spain comprise a group of
countries in which fluctuation around the long term
average ranges from -1000 BP to +900 BP, whereas
house price growth in Austria and Germany has only
moved within a range of ± 300 BP. The growth of house
prices in six countries, including Portugal, Austria,
France, Germany, Ireland and Sweden, is currently
revolving around the long-term trend outside of the
50 % corridor - an indication that house prices in these
countries are adapting to altered macroeconomic,
financial and/or labour market conditions. Finally, a
comparison between the current deviations and values
at the beginning of 2013 indicate stabilization of the
markets in the direction of the long-term average in
Norway, the Netherlands, Spain and Finland as well as
a positive shift in all of the housing markets excluding
Austria. In conclusion, the analysis confirms the dissimilar dynamics across the European housing markets,
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stressing the local nature of these markets. At the
same time, however, these markets are similar in their
cyclical co-movements, as can be seen by comparing the situation in early 2013 with the current one.
Housing markets are particularly exposed to boom
and bust periods during the business cycle. Turbulent
economic movements have led to a drop in house price
persistency, especially in the last decade, resulting in
housing markets that are much more fragile. Because
it is essential for investment strategies to be aware
of the position in market cycle, it is necessary to
determine how sensitive house prices are to different
business cycle conditions in order to be able to control
for possible (future) market movements. When looking
at average house price growth across six nominalclassified labour market and economic cycles in this
context, the mixed responsiveness of housing markets
becomes evident. Across Europe, cycles exhibiting a
strong drop in unemployment have been accompanied by corresponding strong house price growth. In
contrast, a substantial contraction in house prices can
be seen when labour demand in the different countries
is weak for a long period of time. At the same time,
house prices are noticeably affected by the overall
economic cycle, represented by GDP growth. Over the
last 35 years, the decline of house prices in phases
with a substantial economic contraction of at least
3 % was ca. -2.5 % p. a. on average, whereas a slight
improvement in the overall business cycle significantly
changed the picture, bringing house price growth into
positive territory. While the relationship between labour
demand and house prices seems to be more or less
linear in nature, house prices and economic activity

show a strong non-linear pattern. In this context,
the results show that house prices tend to fall during
periods of declining economic output, whereas slight
economic improvement supports housing demand
with price development moving into positive territory.
The latter could be related to the fact that house
prices are characterized by long adjustment phases
and include expectations about future development.
The year-on-year growth rate of house prices adjusted
by the national HICP can be analysed by combining this information in order to assess the influence
of fundamental factors on the movements of house
prices. Explanatory variables include the national real
short-term interest rate and unemployment rate as
well as the relative yoy change in the labour force, in
disposable household income and in real GDP. In order
to capture the medium-term response of house prices
in the panel regression, the equation includes all expla
natory variables as yoy differences with a lag of two
quarters except for the short-term interest rate, which
is included in level form in a four-quarter lag structure2.
The univariate elasticities of the explanatory variables
in models I to IV show the expected signs and robust
statistical significance levels. While the explanatory
power of univariate models is rather low, models
V to VII confirm the stability of the coefficients in a
multivariate regression context with an explanatory
power of about 25 %. The coefficients of the explanatory variables are all positive except for the short-term
interest rates, which proxy the monetary environment, and the unemployment rate, which captures the
lack of demand in the labour market. Based on the
 See: Cajias, M., and Ertl, S., (2015), “The sensitivity of house
prices under varying monetary regimes: The Nordic case”,
Working paper, SSRN, http://ssrn.com/abstract=2627032;
Andrews, D., A. Caldera Sánchez and A. Johannson (2011),
“Housing Markets and Structural Policies in OECD Countries”,
OECD Economics Department Working Papers; Oissifov, P.,
Cihák, M., and Shanghavi, A. (2008), “Interest rate elasticity of
residential housing prices”, IMF Working Paper; Tsatsaronis, K.,
and Zhu, Haibin (2004), “What drives housing price dynamics:
cross-country evidence”, BIS Quarterly Review

2
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Determinants of house prices – panel regression analysis
∆HPi,t = ii,t-4 α + ∆Xi,t-2 β + γ t + θ i + ϵi,t
Variable
Intercept
Short-term interest rate (i)
Unemployment

I

II

III

IV

V

-0,031***

0,031***

0,024***

0.015**

0,007***

(-4,806)

(4,806)

(3,010)

(2.208)

(0.902)

-0,132**

-0,132**

-0,304***

-0.504***

(-1,913)

(-1,913)

(-3,545)

(-3.732)

-2,315***
1,528***
(3,609)
0,631**
(3,908)

GDP

γ t /θ i

/

/

-0,431**

-0.457***

-0.627***

(-6.051)

(-6.127)

(-3.354)

(-3.357)

Disposable income

R²

VII

-1.051***

(-6,199)

Labour force

VI

-0.972***
(-3.145)

-1.398***
(-3.354)

0.676***

0.740***

0.644***

(3.016)

(2.999)

(3.677)

0.229**

0.237*

0.057
(0.613)

(1.840)

(1.869)

0.678***

0.493***

0.503***

0.590***

(4.465)

(4.790)

(4.668)

(4.729)

20 %

10 %

10 %

19 %

27 %

28 %

22 %

-/-

-/-

-/-

-/-

-/-

-/+

+/+

T-statistics in brackets and country-clustered standard errors calculated using Arellano’s panel HCCME. Significance level at 1 % (***),
5 % (**) and 10 % (*). γ t and θ i controls for time-fixed and country-fixed effects respectively. ϵi,t corresponds to the compound error term.
Quarterly yoy unbalanced panel data lacking unit roots gathered from Oxford Economics via Thomson Reuters. House prices deflated by
national HICP

results, a rise in short-term interest rates transfers
into higher mortgage rates and leads to an increase in
financing costs, which lowers the demand for housing
and, consequently, house prices. The medium-term
elasticity of house prices in light of a positive mone
tary shock (1 percentage point increase in interest
rates) is -0.50. In other words, a fall in real short-term
interest rates of 1 percentage point leads to a rise
in the growth rate of house prices of 0.5 percentage
points four quarters later. Looking at the effect of the
yoy change in unemployment on house prices, the
results show the expected coefficients. Across the
European housing markets, higher labour demand is
associated with an increase in house prices with other
fundamental factors remaining constant. In general,
a one-percentage-point deterioration in the labour
market is proportionally translated one year later into
house price growth. While the unemployment rate
controls for direct labour demand, the regression
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also controls for demographic changes proxied by the
growth rate of the labour force. Across all models, a
1 % rise in the labour force, i. e. the population between
16 and 64, years of age, is followed by an increase in
the house price growth rate of 0.6 percentage points.
This implies that European housing markets respond
much stronger in the medium-term to fluctuations in
the labour markets than to demographic shocks.
Finally, the model confirms that house prices are
closely linked to economic output and, to a lesser
extent, to disposable private household income.
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Housing from an investors point of view
The different economic, financial and, most importantly, institutional and structural factors on the
European housing markets currently make it challenging to develop a pan-European residential investment
strategy. The structural differences constitute one
of the reasons why the performance of residential
assets varies strongly from a historical and national
perspective. While factors such as interest rates,
government bond yields and, last but not least,
demographic demand play an important role in the
common understanding of housing markets, other
factors such as rent regulation, building quality and
tenure security are obstacles that fundamentally
affect the performance of residential assets as well as
the inflow of national and foreign capital into residential investments. Because the degree of regulation in housing markets is difficult to measure, one
can only qualitatively determine whether the degree
of governmental intervention in the private rented
sector has narrowed or widened over time. Based
on a qualitative assessment of seven factors such as
initial rent determination and increases, lease length,
selling opportunities, getting property back during
the lease (tenant eviction) as well as legal enforcements, regulation in European housing markets has
changed structurally during the past three decades3.
The evolution of regulation across European
housing markets: Looking at the last three decades, a significant ease in regulation can be found in
Finland, England and Norway. The level of regulation
in Finland, for example, fell significantly through the
3

 See: University of Cambridge (2012), “The private rented sector
in the new century – A comparative approach”; Vandevyvere, W.,
and Zenthöfer, A., (2012), “The housing market in the
Netherlands”, European Economy – Economic Papers 457
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abolishment of rent control and the relaxation of tenure
security in 1995 in order to spur (foreign) investments
in the residential market and expand the residential
stock. A similar development can be seen in Norway
where rent control for new and existing dwellings was
abolished in 1999. In contrast, the regulations on rent
increases introduced in Germany in 2014 suggest a
stricter regulatory regime than in the late 1980s. The
“point system” in the Netherlands is an example of a
system that controls the rent level of dwellings leasing
for less than € 699/month, affecting almost 88 % of
all existing dwellings. While the system is based on
hedonic characteristics like number of rooms, heating,

Regulation in the European private rented sectors
Degree of regulation

Strong

Sweden
Spain
Finland
Netherlands
Denmark
Great Britain

Medium

Germany
Norway
France

Low

FOR
RENT
Ireland

Early 1980s

Sweden
Netherlands
Germany

Denmark
Spain
France
Ireland

Norway
Finland
Great Britain

Late 2000s
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Diversification potentials across European
housing markets: While regulation in the private
rented sector can only be measured qualitatively,
performance of the different European residential
markets varies strongly. Looking at the components
of total return over the last 14 years, the institutional
housing markets in the UK and Sweden exhibit a very
strong focus on capital growth rather than income
return. Both markets show very robust total returns
primarily driven by strong capital growth of ca. 9 %
and 6 % p. a., respectively. In contrast, Germany,
Austria and the Netherlands constitute a group of
markets in which total returns are mainly affected
by variations in income return rather than capital
growth. While the income return in Germany, Austria
and the Netherlands has been constant at about 4.2 %
p. a. since 2000, Finland posted the highest income
return from a European perspective of ca. 5.5 % p. a.
Looking at the volatility of the different markets, the
data again indicate strong variation across European
residential markets. Because the UK, Denmark, Sweden
and France show a strong focus on the capital growth
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Residential total returns and components
Bubble corresponds to the total return
11 %
10 %

Capital growth mean since 2000

thermal insulation, inclusion of a kitchen, age, etc.,
the regulation changes under way also cover rent
increases, which are restricted to a percentage based
on inflation plus a premium, liberalizing the sector
somewhat. The Dutch regulation is an example of how
the attractiveness of the PRS for national and international investors can be enhanced in the medium-term
since it will increase the share of dwellings in the
deregulated market. These differences constitute a key
factor that investors should consider when developing an investment strategy for residential assets and
especially when assessing future performance.

9%

UK

8%
7%

SE

6%

DK

5%

FR

4%

FI

3%

NL

2%

AT

1%

DE

0%
2.5 %

3.0 %

3.5 %

4.0 %

4.5 %

5.0 %

5.5 %

6.0 %

Income return mean since 2000

component, they represent the markets with the
highest total return volatility since 2000. In contrast,
average residential total returns in Finland, Austria
and Germany have been moving within a tight range
of ±3 percentage points since 2000, pointing to low
volatility due to the great importance of income return.
Despite the strong differences across the observed
markets, residential real estate is a sector with com
paratively stable total returns, offering diversification
potential for institutional investment portfolios.
Looking at risk and reward, the Sharpe ratio, which
measures total return in relation to one unit of risk
from a long-term perspective, is a suitable tool for
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Total return distribution

Sharpe ratio for residential and all-property

since 2000

markets since 2000

18 %

6.0
5.5

16 %
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14 %

4.5
4.0

12 %

3.5

10 %

3.0

8%

2.5
2.0

6%

1.5

4%

1.0

2%

0.5

0%

DK

UK

SE

FR

FI

DK

NL

AT

DE

institutional investors. The risk-reward ratios (Sharpe
ratios) for residential assets across the observed
markets – excluding Denmark, the Netherlands and
Austria – are higher in comparison to the overall real
estate market, showing that a portfolio diversification
strategy using the Sharpe ratio as allocation criteria
would give priority to investments in residential assets.
Over the last few years, investments in residential
assets have been rewarded by almost 3 and 4.5-times
total return for taking one unit of risk in Germany and
Finland and just 2.2 and 3.2 total return units for one
unit of risk in the overall real estate market, respectively. While the Austrian Sharpe ratio is the highest
among the European residential markets at approx.
4.7, the overall real estate market also offers a suitable
risk-reward ratio of ca. 5.5 total returns for taking one
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NL
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FR

Sharpe ratio Residential

SE

DE

FI

AT

Sharpe ratio all-property

unit of risk. In contrast, this investment criterion may
apply less in the case of Denmark and the Netherlands
because the difference in the Sharpe ratios in favour
of investments in all property types is very low. On
the other hand, a value-add strategy that seeks less
efficient and higher-returning assets could find value
in selected Dutch, Swedish and British markets.
In addition, one major reason why multi-family housing investments are so popular is the fact that they
are comparatively attractive, especially given the low
volatility of income return. Multi-family investments
have a bond-like quality, as in the case of a buy and
hold strategy, resulting from the high granularity of
the tenant base and, because having a place to live
is a basic need, from the fact that tenant fluctuations
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Gross initial yields for multi-family housing vs. government bond yields in Europe
7%
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Yield spread prime

NO

ES
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DK

Yield range multi-family houses

are less dependent on economic activity compared
to commercial property investments. In the c urrent
interest rate environment, the traditionally low achievable yields are therefore relatively attractive, as
multi-family housing in Europe still offers a decent
spread above national 10-year government bond yields,
between 100 and 250 basis points, especially when
looking at France, Belgium and the Netherlands, but
also at Finland and Denmark. Furthermore, the strong
recovery of the Spanish economy during the last
three years can make selective investments in multifamily housing attractive, especially when targeting
the main urban centres and secondary cities with a
modest increase in demographically induced demand.

© PATRI ZIA resea rch

FR

FI

BE

CZ

IT

10Y Government bond Juni 2015

NL

PL

HU

Page 28
European Residential markets
2015 ⁄ 2016

Development of residential yields in Germany
in a low interest rate scenario
German residential real estate has been one of the
most sought after real estate investments in Europe
in recent years, not least due to its stability result
ing from the considerable granularity of the market
and relatively low ownership rate in a stable macro
economic environment. Investment volumes have
grown significantly as a result, increasing 300 %
between 2007 and the end of 2014. Institutional
investors are therefore allocating a significant share
of new real estate investments to residential assets
and German residential assets in particular.
From a theoretical perspective, the strong demand for
residential assets exerts enormous pressure on market
pricing, leading to a significant rise in rents or prices
or both in the medium-term. Rather than applying an
independent analysis for both measures, it is necessary
in this context for investors to focus on their common
development over time. The focus of the analysis is
therefore placed on the development and distribution
of gross residential yields in Germany and their spread
on 10-year German government bond yields. Results
show that over the last ten quarters prior to Q2 2015,
residential gross yields fell in 80 % of the 132 cities
surveyed by at least 25 BP and that their spread above
risk-free rates rose significantly and is currently at
approx. 300 BP, a nearly historic all-time high.
The easiest way to estimate residential yields (i) is to
assume a static relationship between rents (R) and
prices (P) without considering changes in expected
future value, depreciation and interest rates. In other
words, gross residential yields place the annual rental
value of a dwelling in relation to its current market
price before deducting state-specific taxes (T ) at a
certain point in time (t). Estimating residential yields is
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challenging since rents and prices of dwellings cannot
be observed at the same time, vary from market to
market and respond to several dwelling-specific characteristics. To account for these obstacles, we have
employed a regression-based approach that simply
approximates the hedonic rent and price in a given
market (m) at every point in time for a sample dwelling
with the following characteristics: 75 sqm, built in 2010
with 3 bedrooms, one living room, a built-in kitchen
and parking. Finally, the gross residential yields are
estimated using the exponential function as follows 4:

îm,t =

1
eR̂
x
eP̂
1+T

Results across the German cities surveyed show that
gross residential yields have continued to fall since
Q1 2013 by about 25 BP to 3.3 % in Q2 2015. When looking at the yoy difference, the results show that residential yields have fallen in three out of four cities over the
last six quarters. A structural break can be observed
when looking at the yield spread on 10-year government bond yields. Prior to Q1 2014, the yield spread
compressed moderately from ca. 250 BP to 180 BP.
Since then, the strong drop in the yield for 10-year
government bonds has resulted in a heavily widening
yield gap. In other words, the premium above the riskfree alternative rose to more than 300 BP by Q2 2015.
Finally, in a spatial context the results show that yield
compression during the last ten quarters mainly took
place in cities with already relatively low yields such as
4

 For further explanation on the employed methodology see:
Cajias, M., (2014), “Spatial Effects and Non-Linearity in Hedonic
Pricing – Should We Reconsider Our Assumptions?”,
http://ssrn.com/abstract=2504142.
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Distribution of gross residential yields,
yoy change and spread on 10Y GBonds in BP
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Munich, Hamburg, Stuttgart, Esslingen and Reutlingen.
This is proof that demand is heavily focussed on a certain (not very large) number of cities. Yield compression
is not a general phenomenon in all cities. The analysis
shows that yields rose during this period in a small
number of cities (about 20 % of all cities), e. g. Gelsenkirchen, Baden-Baden, Oberhausen and Lippe, emphasising the importance of having a good understanding
of the driving market forces for investment success.
The results provide a good explanation of the high
demand for German residential assets but also
confirm the strong regional nature of this demand.
The consequences of this analysis are twofold. On
the one hand, due to the strong demand for G
 erman
residential assets, investment pricing and timing
have become (even) more important than in the past
because market players are increasingly realizing
that the supply of high-quality income-producing
assets is shrinking. On the other hand, there is no
doubt that, as a consequence of the low interest
rate environment, the only option left for yields is to
fall further as signs indicating a tightening monetary
policy are not on the horizon. It is therefore important to emphasise that despite the variation in yields
across the cities, residential investments have high
income stability in comparison to other real estate
sectors, a fact that supports portfolio diversification
in the long-run no matter what interest rates do.
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Residential yields in Germany
Yield compression in BP
since Q1 2013
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Demographics, aging and urbanisation
Demography as a main challenge for the decades
to come: Europe is currently facing one of the biggest demographic challenges in decades, once again
with strong regional differences. Continued aging
of the population, strong urbanisation and a drop in
birth rates constitute the main problems and will be
the main challenge in the decades to come, affecting regional economic prosperity as well as overall
societal welfare in the long-term. Instead of focussing on countries and their respective agendas for
dealing with demographic change, it is essential to
understand and, at the same time, to emphasize that
the demographic development within Europe affects
all countries and can not be viewed as an isolated,
country-specific problem. One indication of this is

Aging process across Europe
40 %
35 %
30 %
25 %
20 %
15 %
10 %
1960 1990 2014
Share of population
0‒19 years
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the fact that the gap between regions with the most
positive and most negative demographic forecasts
has significantly widened during the past ten years.
Structural changes in the demographic composition of
a society can be described as a process that lasts for
decades and is difficult to counteract in the short-term.
An aging population, which can be found in practically every country in Europe, is the result of a series
of societal, political and structural changes, which,
combined, lead to a drop in birth rates. At the same
time, increased life expectancy due to technological
innovation in medicine and related fields results in a
strongly skewed distribution in terms of older residents
for the first time in history. Both factors have two main
consequences for Europe’s demographic structure:
while the share of young people across Europe fell
from 1960 to 2014 by more than 10 percentage points
to 23 %, the cohort of persons older than the age of
60 rose correspondingly from 16 % to 24 % during the
same period. In other words, in 2014 less than one
quarter of the European population was younger than
19, whereas one out of four inhabitants was older
than 60. Because these changes will affect the overall
economic environment in years to come, it is crucial to
develop polices to encourage people to start families
as well as to develop a plan that allows the movement
of labour across regions via internal and external migration in order to ensure a stable economic system.
Urban concentration and its consequence for
regional diversification: The good news here is
that, as a result of ongoing urbanisation, the range
of urban centres with “healthy” demographics has
widened significantly, making it possible to identify
future investment hot spots. Based on the latest urban
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Demographic distribution of main European cities
Bubble coresponds to share of population > 65 years
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audit from Eurostat, which focuses on 138 European
urban areas at a city level rather than on administrative NUTS3 regions, there is a massive difference
in city composition in terms of age cohorts. When
cities are grouped according to their share of inhabitants younger than 44 as well as between the ages of
45 and 65 in relation to total population, the results
provide a clear investment map, in which cities like
Manchester, London and Copenhagen are the clear
winners with a relatively high share of young workers and, at the same time, little pressure from old
residents. Another important fact is that the relationship between the two age cohorts is almost perfectly
exponential, indicating that the aging process across
the different cities is predictable. In contrast, cities like
Porto, Bologna and Florence exhibit a very fragmented
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demographic structure with a high proportion of old
residents. The results illustrate how strongly demographic composition varies between cities and how
investment strategies need to explore the potentials of
demographic data when evaluating investment clusters across large to medium-sized cities in Europe.
The increasing urbanisation across Europe in past
decades is responsible for the “comeback of cities”
as places where cutting-edge knowledge, economic
activity and human capital are concentrated and
interact. In other words, the comeback of cities as
a magnet of societal and economic welfare sheds
light on the future viability of tertiary centres in the
long-term. Many of the current economic imbalances
across the European regions are partly the result of
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Urban concentration of population
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the recent inflow into cities at the expense of rural
areas. From an economic perspective, urbanisation within a country benefits overall output because
it centralizes welfare in selected areas and makes
urban planning, administration and innovation and
research much easier to manage. In terms of society
and infrastructure, however, this is a huge challenge
because it requires the supply of sufficient housing,
infrastructure, utility systems, energy and additional
elements that a society needs in order to function.
When looking at the share of the largest cities in
relation to a country’s overall population, it becomes
apparent that the European population is increasingly
becoming concentrated across a comparatively small
number of big centres besides the capital cities within
the countries. Obviously the results have to take each
country’s geography and area into account. Looking
at the Nordics and the PIIGS, we can see that there
are limited future investment opportunities outside
secondary cities, whereas the role of smaller cities in
Germany, Benelux, France and partially CEE and the
UK is of greater importance, providing diversification
opportunities. Urbanisation has to be understood as an
opportunity for cities to attract economic production
and human capital by providing the sufficient infrastructural pillars as well as cultural and leisure amenities for
such a development. At the same time, it is essential
to identify the stable, long-term successful centres in
order to develop investment strategies, because doing
so reduces cash flow volatility and provides investors
with the opportunity to develop safe exit strategies.
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A closer look at residential rents in Europe
costs and making it more and more difficult for lower
income households to find an affordable place to live.

With the structural changes under way on the owneroccupier markets in Europe, residential real estate
continues to be one of the major investment focal
points. This development is supported by political
activities moving part of the current rental sector out
of the public or semi-public sphere and into the private
market (e. g. in the Netherlands) or enlarging the private
rental sector (e. g. in the UK and Spain). In principle,
the force behind these developments is the same in all
countries: a more or less severe housing shortage in
major cities, leading to increasing rents and housing

Residential rents and fundamental factors in comparison: Because urbanisation is increasing across
Europe, nearly all residential investment strategies used
by institutional investors focus on the major agglomerations throughout the different European countries.
One major challenge in strategy development for
investors, aside from differing national and sometimes
even regional regulations governing the residential

Rental growth p. a. in the last 5 years
Based on city level data vs. “actual rental for housing” HICP component
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market, is the lack of readily available comparative data
on rents similar to the data on house prices or rents
in the commercial sector, which are updated quarterly or annually. This is even more problematic since
what needs to be understood here is regional market
development. Germany is a good example because
many investors who entered the German residential
market prior to the financial crisis in the years 2005
to 2007 only realized the heterogeneity and complexity of the market after making their investments.
One proxy often used to circumvent the problem of the
lack of rental data is applying a component of the harmonized index of consumer prices (HICP) called “actual
rental for housing” as this data is readily available
from the ECB or national statistical offices. Comparing
rental growth figures derived from this HICP component with aggregated direct city-level data reveals the
problems associated with such an approach. On an
aggregated European basis, the average growth figures

are comparable, but there are wide discrepancies at
a country level, making this not an ideal approach
for developing a meaningful investment strategy.
The reason for these discrepancies is that the HICP
component looks at countries as a whole, incorporating
regions suffering a population decline associated with a
rental decline as well as fast-growing regions with high
inward migration and corresponding pronounced rental
growth. The blended result, represented by the HICP
component, is therefore misleading for investors developing their investment strategies around urbanization
trends observed in Europe. It is essential to work with
city-based benchmarks in order to accurately judge
rental growth or estimate rental growth potentials - a
time-consuming approach, but definitely worthwhile.
At the same time, a closer look at the rental dynamics
of different cities within Europe reveals some striking
facts relevant to strategy development and confirms
why it is crucial to refer to data at the city and not

Rental growth p. a. in the last 5 years at a city level vs. population and GDP growth
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the national level. To begin with, urbanization and
the resulting population growth of cities can be seen
across Europe, but population growth in general is (on
average) not a substantial driver of residential rents in
Europe. However, this general European-wide relationship does not apply to every country as the results of
a detailed analysis of France and Germany discussed
later on show. Instead, it suggests that demographics
are only one factor and certainly not the most important one when it comes to explaining the rental developments seen in Europe. At the same time, German
cities, where rental growth is evident despite declining
population numbers, clearly show that the factors driving rental growth are not just demographic in nature.
Developing a successful residential investment strategy
therefore involves much more than simply looking at
population figures. There can and will be good investment opportunities in declining cities, as long as one
understands the underlying market dynamics that drive
rental growth, especially the regulatory framework

governing rent increases. The same holds true for GDP
growth. In general, it looks as if higher GDP growth
goes hand-in-hand with lower rental growth, a relationship that is hard to explain with economic theory.
But again, because some of the best performing
cities by GDP growth in the sample are Swedish cities
(Stockholm and Örebro) and Sweden has the highest
degree of rental regulation in Europe and Madrid due
to economic catch-up efforts, a closer look at regulation and the underlying market dynamics is necessary
when developing a residential investment strategy.
It would be short-sighted to conclude from these
interrelations that a city’s economic performance
per capita is of minor importance in the assessment
of the residential rental market, as can be seen in
the relationship between per capita GDP and rental
growth. Nearly 50 % of the differences in rental growth
in the cities can be explained by the level of GDP
per capita if one excludes the two European capital

Rental growth p. a. in the last 5 years at a city level vs. GDP per capita
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Rent level and city rank
Cities are ranked from left to right by population size for each country; Logaritmic trendline based on city rank
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cities of Madrid and Paris from the sample, both
of which occupy extreme positions. The economic
capability and success of a city and its population
development, approximated by GPD per capita, are
therefore major factors behind the rental growth
seen in European cities, not least because these factors influence the solvency of a city’s population.
German and French residential rents in depth:
Below is a more detailed analysis of the 20 biggest
cities in France and Germany to show the importance
of national differences. A closer look at the differen
ces in rents as well as rental growth and its deter
minants reveals why any feasible European residential
strategy needs a very strong national analytical base
to capture the different demographic, urbanisation
and regulatory dynamics. However, it turns out that
there are also a number of similarities and relationships that can help us understand the different market
dynamics. Starting with rental dynamics, we can see
a fundamental structural difference between the two
countries. Although both countries face a (increasingly
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severe) housing shortage in the major urban centres,
rental growth in France is generally slowing down
while it appears to be accelerating in Germany if one
compares the annual average of the last 10 years
with the annual average since the turn of the millennium. One major reason for this differing dynamic was
France’s decision to introduce a new law during this
period with the goal of slowing down rental growth.
This law has been in force since January 2008 and it
limits rent increases in cities in the 38 conurbations
with more than 50,000 residents based on a rent
reference index (Indice de référence des loyers, IRL)
published each quarter by INSEE, which reflects
the average changes in consumer prices over the
last twelve months, excluding tobacco and rent.
If we take a closer look at the relationship between
city size and rent level in France and Germany, two
interesting aspects become obvious. First and not
strictly related to city size, there is a marked difference in rental levels in Germany and France. Although
Germany is perceived as a much more successful
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country economically speaking, e. g. looking at GDP
growth or international competitiveness, its rental
level in the 20 biggest cities is about 50 % lower than
in France. Second, the different regional structures
in France (monocentric) and Germany (polycentric
due to the federal structure) are clearly visible in the
data. In France, city rank explains the rent level to a
much greater extent than in Germany, emphasising
the dominance of Paris in France. The data therefore
confirm that city size partially explains these levels,
as economic location theory would predict. Interestingly, city size, on the other hand, only has very limited
explanatory power when looking at rental growth - in
France as well as in Germany – due to the fact that
population growth is more or less not related to city
size in both countries. In other words, larger cities
are not attracting relatively more people compared
to smaller ones per se and are not growing faster.
Looking at the relationship between population growth
and rental growth at a country level, the result derived
above does not indicate a significant relationship

between rental growth and population growth in
France. In contrast, a significant positive relationship
between population growth and rental growth can
be seen in Germany. Roughly about a quarter of the
observed rental growth in the top 20 German cities
over the past five years can be explained by the corresponding population growth of these cities. But again,
there are still three quarters that remain unexplained!
The strong forces driving rental growth in the French
and German cities are therefore not simply migratory
flows in the course of which people are drawn to cities.
In France, the above-mentioned IRL legislation is the
major reason why population growth has no significant effect on rental growth, as it constraints rental
growth. The quarterly figures of annual IRL variation,
which serve as a reference for rent increases, varied
between 0.1 % and 2.2 % from 2010 to 2014, resulting
in an average IRL increase of 1.2 % during this period,
slightly above the average rental growth of 0.9 % seen in
the 17 cities posting positive growth in France between
2009 and 2014. This again stresses the importance of
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Rental rank correlation between France and Germany
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knowing and understanding the regulatory environment
in order to evaluate rental growth patterns and develop
a strategy going forward. As it turns out, the rental
dynamic observed in the cities is also driven by a much
more complex process than by urbanization alone. It
would seem that changing lifestyles and the changing
housing needs and quality standards associated with
this development are a very important factor behind
rents. Thus, demographics again become the focus of
the analysis. The perspective this time, however, is different, as it is not about aggregate figures (population
numbers and migratory flows) but about understanding the details beyond the headline figures relating to
household size, life planning and living standards.
In addition to these complex relationships between
demographics and rents, it is interesting to see that
the starting levels of rents in 2009 partially explain
rental growth in the following five years in France
and, albeit to a much lesser extent, in Germany as
well. This might come as a surprise at first glance,
but it is simply a result of the close relationship
between a city’s GDP per capita and its rent level.
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One result of this relationship is that it cements the
positions of the individual cities within national rankings while simultaneously causing rental levels to
become increasingly differentiated within a country.
Nevertheless, when ranking cities according to
their rent levels we can see a quite stable long-term
relationship between France and Germany. Despite
all of the regulatory and administrative differences
between the two countries, the rent levels observed in
the cities in both countries seem to follow a common
(rank) pattern when ranked from highest to lowest,
resulting in a very high correlation. These results are
comparable to Zipf’s law, one of the great curiosities
of urban research, which claims that the number of
people in a city is inversely proportional to the city’s
rank among all cities. Understanding the regularities
behind the rank pattern combined with knowledge of
the institutional framework can help investors analyse
and predict the development of residential markets.
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The effect of size, age and
energy consumption on asking rents
Rents are determined by three factors: location, quality characteristics and external factors. While spatial
and quality-induced attributes such as submarket
within a city, location on the street, distance to the
metro station, size and age are readily available,
external factors such as availability of common
amenities and air quality are difficult to account for. In
turn, when estimating rents and quantifying potential
rent increases, it is necessary to make assumptions
regarding how much influence these attributes have.
In other words, it is necessary to assume how much
rents fall with age and rise if the property includes
a terrace or balcony. Estimating rents, however, is
complicated as assumptions regarding influence may

vary from city to city. When we analyse the (unknown)
behaviour of rents based on three characteristics,
it becomes apparent that rents are more difficult to
explain than would typically be expected when looking at the top 7 main German residential markets.
Based on a large database of residential asking rents it
becomes apparent that rents throughout the top 7 cities in Germany (Munich, Frankfurt, Stuttgart, Hamburg,
Cologne, Dusseldorf and Berlin) vary inconsistently
with regard to age and size. A break in the relationship between rents and age as well as size can be
found in all cities. Starting with the rent level for the
most recent age group, rents for dwellings decrease
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steadily in all cities with dwellings getting older until
they reach the age group 1960 —1975. After this point,
asking rents and, consequently, the willingness to
(most likely) pay for a location increases to such an
extent that asking rents for the oldest age group of
dwellings in Munich and Dusseldorf, for example,
even exceed rents for new assets. It is interesting to
note that such an uneven relationship also applies
to dwelling size. In this case, the lowest asking rents
can be found in the size class of dwellings rang
ing from 50 sqm to 80 sqm with small and very large
dwellings going for the highest rents in all cities.

to a large extent by EU regulations passed on the
energy efficiency of buildings during past years. Since
the introduction of energy performance certificates
(EPC) in 2007 in Germany, the energy performance of
residential assets has not only become compulsory
for residential transactions but it is also becoming
more and more important for investment decisions.
In this context, an in-depth analysis of the level of
asking rents across energy efficiency categories in the
different cities reveals a more or less straightforward
picture, confirming that energy efficiency is reflected in
rent levels. In general, the higher the energy category,
i.e. the higher the energy consumption, the lower the
asking rent. However, the analysis also reveals an uneven relationship with dwellings in the highest (worst)
categories F, G and H in Munich, Frankfurt and Cologne

The energy consumption of buildings became a prio
rity across European real estate markets due to the
enhanced regulatory framework, which was driven

Mean asking rents in €/m²/p. m. Q1 2013 — Q1 2015 by energy category: top 7 German cities
Own calculations; Energy efficiency categories based on EPC
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recording higher asking rents than semi-efficient dwellings in the categories C, D and E. Nevertheless, the
rent premium for energy efficient dwellings is clearly
visible when looking energy categories A+, A, B and, to
some extent, C in Frankfurt, Stuttgart and Hamburg.
From a strategic point of view, it is important to understand the different factors affecting and determining
(asking) rents. The relationship between asking rents
and dwelling characteristics is anything but linear or
easy to explain, as the examples analysed here have
shown. On the contrary, we frequently find a U-shaped
relationship, as can be seen in the analysis regarding age and dwelling size. Consequently, regional
demographic analysis only serves as a starting point
when developing investment strategies; the complex
relationship driving rent levels calls for a solid understanding of influential factors at a building level.

© PATRI ZIA resea rch

Page 44
European Residential markets
2015 ⁄ 2016

Outlook
Due to ongoing urbanisation, an increasingly challen
ging housing shortage has become evident in the
European urban centres, resulting in increasing housing
demand in nearly all countries. Consequently, construction activity is currently becoming increasingly
focussed on urban centres and determined by m
 arket
fundamentals. Economic conditions still matter, how
ever, as developments in Italy and France show. For
this reason the majority of countries are experiencing
an increase in housing construction activities or a
more or less stable development when classified
according to the growth of housing construction in the
coming three years compared to the last three years.

The recovery of the European economy continues,
albeit at a slow pace. The fall in oil prices and the
expansionary monetary environment supports the
ongoing recovery. However, these have not yet
kick-started a truly dynamic recovery and will not
do so going forward. This creates room for further
improvements in consumer confidence and private
household income, supporting positive European
economic development in the near future. Nevertheless, the conditions on labour markets and the strong
fiscal disparities between the European countries
remain challenging, even though they have improved
considerably in some cases in the last few months.
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Total return forecast

4%

3%

3%

2%

2%

1%

1%

0%

0%
2015
5 year p. a.

4%

2015
5 year p. a.

5%

2015
5 year p. a.

5%

2015
5 year p. a.

6%

2015
5 year p. a.

6%

2015
5 year p. a.

7%

2015
5 year p. a.

7%

2015
5 year p. a.

8%

2015
5 year p. a.

8%

AT

DK

FI

FR

DE

NL

SE

CH

UK

Income return

Capital growth

Total return

Residential assets remain an interesting “bond-like”
investment alternative for institutional investors due to
the interest rate environment. However, investors need
to keep in mind the fact that European housing markets
have never been exposed to such an unbalanced environment with regard to institutional, economic, financial, structural and demographic factors than at the
present time. Regional disparities in terms of diverging
macroeconomic developments are gradually contributing to a widening gap between regional housing
markets in Europe, adding an additional layer of complexity to the already apparent structural differences
and making the development of truly pan-European
residential investment strategies even more challenging. At the same time, specialised and local market
knowledge is ever more essential when conducting real
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estate investments. These differences constitute one
of the reasons why residential real estate is one of the
most sought after investment alternatives in Europe.
The ongoing upward pressure on rents in European
urban centres will have a positive impact on the net
cash flow of residential investments with the regulatory environment having a crucial influence on transmission. At the same time, investor competition will
drive cap rates and capital values, whereby capital
growth will play a slightly bigger role in total returns.
Nonetheless, the capital growth figures expected for
the coming years are still substantially lower than the
double-digit levels we have seen in the past. Overall,
this will result in solid total return figures across most
European residential markets of between 6 % and 7 %.
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Country abbreviations: AT = Austria, BE = Belgium, CH = Switzerland, CZ = Czech Republic, DE = Germany,
DK = Denmark, ES = Spain, FI = Finland, FR = France, GR = Greece, HU = Hungary, IE = Ireland, IT = Italy,
LU = Luxemburg, NL = Netherlands, NO = Norway, PL = Poland, PT = Portugal, SE = Sweden, UK = Great Britain,
US = United States
Abbreviations of German federal states: BB = Brandenburg, BE = Berlin, BW = Baden-Wurttemberg,
BY = Bavaria, HB = Bremen, HE = Hesse, HH = Hamburg, MV = Mecklenburg-Western Pomerania, NI = Lower Saxony,
NW = North Rhine Westphalia, RP = Rhineland-Palatinate, SH = Schleswig-Holstein, SL = Saarland, SN = Saxony,
ST = Saxony-Anhalt, TH = Thuringia
Other abbreviations: HCCME = Heteroscedasticity-Corrected Covariance Matrix Estimator
In essence the following sources have been used for the report: AFME, BBSR, BIS, CECODHAS, CIA,
 ommercial Mortgage Alert, EIU, empirica, Euroconstruct, European Mortgage Federation, Eurostat, ECB, INREV,
C
IPD, IMF, KTI, National statistical agencies, OECD, Regiograph, Reuters, UN, various Real Estate Agents, 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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