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Dear Readers,
Today’s real estate investment landscape is
characterised by two interconnecting trends: the
continuous increase in target real estate allocations
and the ongoing globalisation of real estate investing.
Given the high competition for assets, investors are
looking beyond their domestic markets to increase their
exposure to real estate. But product availability is
not the only factor driving the globalisation of real
estate. The significant beta and alpha opportunities
associated with international investing play a role
as well with global markets becoming easier for
investors to navigate.
The globalisation of real estate investing has finally
arrived in the residential sector with the European
residential markets at the centre of investor interest.
Each national European residential market offers
significant diversification benefits not only from a
global perspective but also within Europe, not least
due to the diverse regulatory landscape. Consequently
cross-border residential investments have really taken

off in Europe with money also coming from sources
outside Europe and institutional investors from the
US and Canada comprising the largest and second
largest residential (cross-border) investor group.
Today the residential investment class is larger and
more diverse by far as it is often perceived with new
sub-sectors emerging and former niche segments
becoming mainstream. Within the sector as a whole
there is a growing range of investment products
with different characteristics and risk profiles, giving
institutional investors targeting residential investments
a large selection of residential investment products
with significantly varying risk return profiles.
In this PATRIZIA Insight on The European Residential
Markets we want to give you some food for thought
on how the residential landscape is changing and
developing in Europe in order to provide you with a
solid understanding of current trends and discuss
investment strategies.
I hope you enjoy reading our Insight on
The European Residential Markets.
Yours,
Wolfgang Egger
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Executive summary
	
Global picture: Residential investments are
becoming more global with transparency in the
multi-family sector improving world wide. Given
the diverse institutional, political and demographic
landscape and the changes under way in many
countries, a global approach offers significant beta
and alpha opportunities for investors. With a solid
understanding of the market framework investors
can realise these benefits, especially within Europe.
	
Cross-border investment: The European residential investment market is becoming increasingly
international with money also coming from outside
Europe. Looking at the cross-border residential
investment flows in Europe, several patterns
emerge depending on the size and origin of these
flows. Most cross-border capital targeting the UK
is coming from the US, Canada and Singapore,
while the remaining capital flows are of a much
more diversified nature in terms of European target
markets with Germany being the main recipient.
	
Housing cycle: European housing markets have
seen broad-based consolidation over the past
years with average real house price growth once
again exhibiting a positive trend. An important
driver behind this development has been the
aggressive monetary policy of the ECB. At the
same time construction activity is gaining momentum, offering opportunities particularly in major
urban agglomerations, as the housing shortage in
these regions remains an issue across Europe.
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Residential universe: The residential investment class is today larger and more diverse by
far than often perceived with a wide range of
investment products featuring different characteristics and risk profiles. Three sub-categories
make up the residential investment universe: the
traditional residential segment, the operator or
brand-driven segment and the private-ownerdriven segment. A wide variety of investment
strategies can be implemented within this universe, offering very different risk return profiles.
	
Performance: Despite regulatory activity residential rents have been rising continuously over
the last decade, offering a high degree of inflation
protection. Residential investments have proven
to be crisis-resistant, especially after the financial
crisis, with rental growth accelerating between 2007
and 2009. At the same time the relative attractiveness of residential investments has continued to
increase with the gap between income return and
government bond yields reaching historical heights.
	
German yield curve: Existing properties still
offer a significant yield premium over new-build
assets when applying a classic buy-and-hold
strategy. This gap is closing, however, making
the search for yield more difficult. Looking at the
demographic structure and long-term trends in
cities helps investors to understand the drivers
behind yield movements as well as changes in the
yield gap over time, making it possible for them to
optimise the risk return profile of their portfolios.
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Economic environment
The Euro Zone has experienced robust development
during the last twelve months amid geopolitical risks,
increased financial market volatility and tensions
across the globe. The solid increase in domestic
demand due to expansionary monetary policy has
become one of the main drivers behind growth across
the Euro Zone, further supported by low oil and
energy prices. At the same time, labour markets in
Europe continue to recover, whereas fiscal consolidation in European countries is advancing, supporting
growth in the medium-term. The development of inflation remains an issue as the HICP in the Euro Zone is
clearly below the ECB target and partially in negative

territory. Despite extensive QE measures, inflation has
been struggling to reach its projected target, raising
questions about the effectiveness of the transmission
mechanism. As a consequence the current macro
economic environment in the Euro Zone remains vulnerable to external shocks as global trade is slowing,
affecting Euro Zone exports. The increased volatility
on the financial markets as a result of political frictions in the UK is set to continue with market players
facing uncertainty and low confidence, especially with
regard to future changes in regulation. Although the
direct and indirect implications remain unknown and
not quantifiable, the downside risk in the Euro Zone

Main economic development and inflation
Real GDP in own currency at constant prices. HICP as defined by the national statistical offices
Real GDP index, 2005 = 100

HICP yoy
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show a remarkable reduction in output gaps, whereas
output gaps in Germany, Belgium and France are narrowing relatively slowly. This narrowing can be ascribed
to the fiscal and regulatory measures imposed by the
governments to support production and make the
labour market more flexible. Nevertheless production
levels are still often substantially below the levels
needed to close the output gaps in the short term.

has increased. Despite this robust growth environment
in the Euro Zone, growth still has a way to go to meet
its full potential with considerable differences across
countries. On an aggregated basis the Euro Zone has
taken important steps toward a significantly declining
output gap during the last four years, especially in
comparison to the UK where current real output is
struggling to reach potential growth. The development
across Europe is remarkable, especially in countries
affected by the sovereign debt crisis, such as Ireland,
Spain and Portugal, whereas Norway’s growth is negatively affected by the development of oil prices. Denmark, Sweden, Finland, Austria and the Netherlands

Unemployment is falling: Labour markets conti
nue to improve moderately across Europe. While
current growth in countries like France, Finland and
Austria is not solid enough to reduce unemployment

Output gap across Europe relative to potential output
Output gap based on NAIRU, factor productivity and capital stocks in local currency
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substantially, there are (strong) signs that labour
demand in the Netherlands, Belgium and Italy is rising, leading to falling unemployment. Finland remains
affected by decreasing merchandise trade with
Russia, whereas the labour market reform in France is
expected to support employment by year end. Nevertheless, the French labour market has failed to show
significant improvement to date. A turnaround can be
seen looking back at the effects of the global financial crisis and the European sovereign debt crisis on
youth employment. The latest data show a continuous
increase in the number of jobs of persons between the
ages of 15 and 24 in the Netherlands, Belgium, Sweden
and, especially, in Spain and Ireland. The increase in
temporary contracts as a share of total employment
can also be seen as a positive indicator, reflecting an

increased willingness on the part of businesses and
firms to create new jobs. If the supportive economic
environment continues, this should translate into an
increase of permanent jobs in the medium term.
Lower for longer: Monetary policy continues to move
ever deeper into uncharted waters. There are many
unknown factors and uncertainties with respect to the
future transmission mechanisms of monetary policy
to growth and also with respect to the future role of
central banks in preserving stability. Today the global
picture reflects an expansionary environment that is
persistently pushing yields down and exerting pressure on bank profitability. While private households as
well as institutional investors in search of investments
are currently benefiting from cheaper loans, they are

European labour markets M1 2011 — M3 2016
Harmonised unemployment rates by Eurostat
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Distribution of government bond yields
Median values represented as points. Latest period expressed as of 01/06/2016
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also encountering an investment environment charac
terised by high competition for assets, rock-bottom
government bond yields and rising concerns regarding
future interest rate development. The unconventional
policy implemented by the main central banks has
undoubtedly led to an immediate alleviation of downside risks. The impact of the “exceptional” monetary
instruments, however, suggests a drastic shift in the
perception of tail risks by businesses and investors
as risks increase when interest rates are low. Hence
the increase in investor risk aversion and perception
is even stronger if interest rates are “too low for too
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long” as the current trend suggests. A return to normal
monetary policy is delayed – despite the Fed’s first
interest rate raise at the end of last year – and institutional investors in search of yield have to realise that,
due to competition for assets in a low or even negative
interest rate environment, risk premiums are declining,
especially when it comes to real estate investments.
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European residential investments
in a global context
Today’s real estate investment landscape is characte
rised by two interconnected trends. One is the
continuous increase in target real estate allocations
of institutional investors as can be seen in the study
published by Hodes Weill and Cornell University.
The other is the ongoing globalisation of real estate
investing with global real estate investments and
cross-border investments reaching new records in
2015. Given the strong competition for assets, many
institutional investors are looking beyond their domes
tic markets to increase their exposure to real estate.
But it’s not only product availability that drives the
globalisation of real estate. Staying at home means

Target allocation to real estate vs. actual
allocation of institutional investors in 2016
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12 %
11 %
10 %

110 BP

110 BP
100 BP

9%
8%
7%
6%
Global

Invested

© PAT R I ZI A resea rch

EMEA

Asia-Pacific Americas

Difference to target allocation

investors are ignoring significant beta and alpha
opportunities in other regions. In addition the global
market is becoming easier for investors to navigate with
improving transparency and availability of benchmarks
as well as a continuously growing number of equity
and debt products in private and public markets.
Despite this ongoing globalisation, real estate markets
retain very local characteristics with conditions largely
determined by local business cycles, local supply
levels and, especially, local regulatory structures and
other location-specific factors. Hence global port
folios can benefit from a powerful diversification effect,
improving the risk return relationship for investors.
Nevertheless the globalisation of institutional real
estate portfolios takes time and should therefore be
seen as a long-term trend. It is comparable to the
development in the equities market where investors
have come to recognise the diversification benefits
of foreign equities over the years whilst retaining
domestic bonds for liability-matching purposes.
Despite all this globalisation in real estate investing, the
trend is mainly taking place in the commercial sector
and office, retail and logistics investments are curren
tly being considered in a global context. In contrast
residential investments, historically a major building
block of the real estate allocations of pension funds
and insurance companies, are still largely a national
issue if even a consideration in asset allocations at
all due to their often “political” nature takes place.
This change is happening slowly as transparency in
the multi-family sector is still far behind the levels
seen in the commercial sector. Of the 25 countries
worldwide for which MSCI/IPD provides performance
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Total return performance of global residential markets
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indices, residential market performance data is only
available for 12 countries and in many cases there
is room for discussion regarding index quality.1
Looking at the globally available residential performance data a diverse picture emerges, suggesting
considerable diversification benefits in connection
with a global residential investment strategy. T aking
a closer look at the performance of the individual
countries over the medium term (10 years) an interesting picture emerges. Higher volatility in residential
investing generally does not seem to go hand-in-hand
with substantially higher returns. Instead there is a
high-volatility group of markets that includes the UK,
Sweden, the US and Denmark, and a low-volatility
1

 13 if you also count Spain for which residential performance data
was available in 2011, 2012 and 2013
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group consisting of Canada, Finland, France, Germany,
Japan, the Netherlands, Austria and Switzerland.
The first group encompasses the high-volatility,
higher return markets of the UK and Sweden as well
as the high-volatility, lower return markets of the US
and Denmark. Three subgroups can be identified
within the second country group: the low-volatility,
higher return markets of Canada and Finland, the
mid-return markets of Germany, France, Austria
and Switzerland and, finally, the low-volatility, lower
return markets of Japan and the Netherlands.
Institutions shape markets: To understand the
differences in the aggregated figures one has to look
at the political, demographic and institutional landscape and the changes underway in each country.
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Risk and return of residential markets
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strategy pursued by non-Swiss institutional investors.
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As a consequence any global or Pan-European
residential investment strategy must build on a
comprehensive national (local) network to navigate
the institutional waters in each country. A detailed
understanding of the different national regulatory
frameworks is necessary to find the best investment
option within the wide residential investment universe
in each country.2 In the end this also means that
there is no Pan-European, one-size-fits-all residential
investment strategy and any European approach will be
a puzzle comprised of individual national strategies.
Despite the prominent role of many European residential markets in the global financial crisis and the
subsequent Euro crisis, the European residential
market is increasingly internationalising as the indivi
dual national European residential markets offer large
2

 ee also discussion of the residential universe on page 28
S
in the report.
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diversification benefits within Europe, not least due
to the diverse regulatory landscape.3 Parallel to the
regulatory and institutional changes introduced by
many European governments to support the development of or enlarge the existing private rental sector,
cross-border residential investments have really taken
off in Europe with money coming from sources outside
Europe as well and institutional investors from the US
and Canada being the largest and second-largest residential investor group in Europe in the last 24 months
followed by UK, German and Swedish investors.
Patterns emerge: Looking at cross-border residential
investment flows in Europe some interesting patterns
can be observed depending on size and origin of the
3

 ee PATRIZIA Insight European residential markets 2014/2015
S
and 2015/2016.
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Global residential cross-border investment flows to and within Europe between Q3 2014 and Q2 2016
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Rest (€ 3,717 bn., 20.3 %)
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Cross-border residential investment flows out of Europe between Q3 2014 and Q2 2016
Investment flows of € 5,167.3 bn.
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cross-border investment flows. Most of the crossborder capital targeting the UK is coming from the US,
Canada and Singapore while at the same time the UK
is the sole or major target of cross-border residential
investments originating in these three countries. The
remaining cross-border capital flows are of a much
more diversified nature in terms of European target
markets with Germany and its large, liquid residential
investment market being the biggest recipient of the
remaining cross-border residential investment flows in
Europe. One explanation for these significantly differing investment patterns is the investment strategies
pursued by investor groups. While investors from the
US, Canada and Singapore primarily rely on value-add
or higher return seeking investment strategies, most
of the remaining cross-border investors focus on a
core strategy, demanding a different country focus
and placing greater emphasis on the availability of
investable product and less on rental stock trends.
At the same time European money is only flowing
globally when it comes to residential investments to a
small extent with the US being the only sizable market
outside Europe and targeted primarily by German, UK
and Swedish institutional investors capturing around
90 % of all institutional residential investments from
Europeans outside Europe. The other two countries
that saw measurable European institutional residential
investment outside Europe were Canada and Japan.
While Japan is popular among UK, German and French
investors, Swedish investors are targeting Canada.
Europe offers opportunities: Given the ongoing
urbanisation across the globe and the associated
housing shortage in most urban areas, the instituti
onal changes already implemented and underway in
Europe and other regions and the ongoing low-rate
environment, globalisation of institutional residential
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investments will continue in line with trends in the
commercial real estate sector. Nevertheless Europe
will always play a special role in the global residential
investment universe due to its long rental history in
many countries and several liquid institutional residen
tial investment markets like Germany, Sweden and
the Netherlands that offer substantial diversification
benefits within the region. As a result Europe will be
the market to go to for investors looking for residen
tial (multi-family) exposure with only the US offering a
similarly large investment base. The one thing investors
need to be aware of is that, unlike the US, Europe
has a very diverse regulatory landscape demanding a
good understanding on the part of investors looking
to pursue a successful European residential invest
ment strategy as the residential investment sector is
the sector most subject to government interference.
At the same time with a good understanding of the
individual national regulatory regimes, investors can
implement a large array of different residential invest
ment strategies in Europe with significantly differing
risk-return profiles that greatly diversify their portfolios.
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European residential markets
During the last decade the development of housing
markets has been regarded as essential for macroeconomic stability due to its strong interrelation to
household financing position, credit and lending activity, international capital flows and, especially, to fiscal
and monetary policy. As a result of the drastic shifts
in fundamental drivers during the last decade, the
development of housing markets in Europe has been
rather heterogeneous. Countries like the UK, Ireland
and Denmark saw a fundamental recovery of the main
drivers behind housing, whereas the macroeconomic
drivers in France and Spain are still struggling to push
house prices to levels seen a decade ago. Nevertheless
there is a consensus that the current macroeconomic

development with low interest rates and abundant
liquidity supports the ongoing positive development
of housing markets in the medium-term. Certainly
there are country-level variations in this development,
but a general tendency can be seen across Europe.
Construction activity increases: Despite stricter
credit standards, the increase in money supply in
the Euro Zone is gradually being transmitted to the
housing market via rising construction activity. With
the increase in housing loans by monetary financial institutions (MFIs) currently fluctuating around
2 % p. a. – clearly below the levels seen prior to the
global financial crisis and sovereign debt crisis –

Aggregated building permits and housing loan supply in the Euro Zone
Series from ECB expressed as 3M — MA. Co-movements defined as period with correlation greater than 30 %
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there are signs that the construction market is
expanding for the first time since 2011. With a correlation of approx. +60 % since 1996, MFI housing
loans are indeed closely linked to residential building permits across the Euro Zone. With most of the
European countries reducing their output gaps as well
as ongoing credit expansion, a moderate increase
in construction activity is to be expected in the
medium-term, easing the current supply/demand
imbalance on the European housing markets.
At country level the responsiveness of construction
activity to growing money supply via housing loans
differs significantly. Two main groups of countries
can be identified on the basis of regional construction data. The first, which can be thought of as the
“leaders”, consists of Austria, the UK, Germany,
Norway, Sweden and Denmark, showing a substantial

recovery in residential construction after 2013 and
in some cases reaching levels above that observed
prior to 2007. The second group, the “laggards”,
consists of countries in which the negative trend in
residential construction has in general not yet broken.
It should be noted in this context that developments
in countries like Spain, Ireland, the Netherlands,
France and Finland indicate that residential construction in this second group is approaching its turning
point, reflecting a positive construction outlook given
demand-side developments due to urbanisation.
House prices indicate opportunities: This positive
construction outlook is also supported by house price
trends across Europe, which are increasingly abandoning their cyclical lows of the last years and entering
a new cyclical upswing. In order to account for price
trends on individual European housing markets, we

Housing construction trend across Europe
Values from Eurostat, Q1 2005 = 100
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European housing price cycle deflated by national inflation
House prices deflated by countries’ HICP. Values represent the mean, standard deviation and the
75 % and 25 % quantiles
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deflate house prices by the national HICP and provide the cross-sectional mean distribution of twelve
European countries. Three stylised facts are worth
mentioning when looking at the European house price
cycle. First European house prices have an inflationadjusted growth of 2.3 % p. a. within an average range
of between +7.8 % and -3.2 %. Investors looking to
hedge against inflation with property investments
should therefore definitely look to residential. Second the time period just before the global financial
crisis saw the highest deviations from the long-term
mean of 2.3 % p. a., indicating a possible mispricing
with the assumption that fundamental changes are
absent. Finally European housing markets have seen
a broad-based consolidation in the last few years,
returning to positive growth rates at the end of 2013
with intra-country heterogeneity (cross-sectional deviation) narrowing. Thus the house price trend provides
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evidence that despite all regulatory and institutional
differences, European housing markets have definitely
left their cyclical low behind, offering opportunities
within the context of the now occurring cyclical upturn.
A structural break happened: In contrast to the
different monetary regimes and economic cycles
of the last three decades, the new housing cycle is
characterised by low interest rates, low inflation,
high market liquidity and capital flows into property
accompanied by a variety of unconventional mone
tary activities by the major central banks. As there
will be no fundamental changes to the environment
in the medium term, it is necessary to understand
the dynamic interaction between the supply of housing loans, construction activity and prices. Therefore
a vector autoregression model (VAR), including the
supply of housing loans with maturity of more than five
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Response behaviour of housing loan supply across Europe
Impulse-response function of a linear VAR(2) comprehending of yoy stationary deflated house prices, MFI housing
loans and building permits on a quarterly basis from Q4 1998 until Q1 2016. No inverse roots outside the unity circle,
AIC-lag selection and stable residual term autocorrelation
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years, the yearly growth rate of building permits and
the deflated yearly growth rate of house prices, is estimated with data ranging from Q4 1998 until Q1 2016.
In order to assess whether there is a structural break
in the dynamic responsiveness between the observed
variables, two sub-periods are analysed. The first one,
between Q4 1998 and Q4 2005, aims to capture the
convergence within the Euro Zone. The second starts
in Q1 2006 and ends in Q1 2016, trying to capture
the developments in the run up to the global financial
crisis and the subsequent response of the ECB.
Based on a positive 100 BP housing loan shock, the left
panel shows the response of the yearly growth rate of
building permits and the right panel the response of
the deflated yearly growth rate of house prices in the
different sub-periods. Building permits exhibit a barely
noticeable reaction to a loan supply shock in the first
sub-period. This reaction has fundamentally changed
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by the second sub-period, including the global financial
crisis, where a loan supply shock of 100 BP results
in an increase of building permits in the subsequent
quarter of around 1 %, increasing continuously over the
next quarters up to 4.5 %. A similar temporal pattern
can be seen when looking at house prices. In the fist
sub-period a loan shock of 100 BP increases house
prices in the following quarter by approx. 10 BP after
which it slowly disappears over the next two years.
When looking at the second period, house prices react
much stronger in response to a credit shock and the
effect lasts for more than two years with the highest impact of about 0.6 % after five quarters. Given
the fact that construction activity and house prices
today respond much stronger to monetary shocks,
close monitoring is needed in Europe going forward as
monetary police will be expansionary for some time to
come. In addition it remains to be seen whether the
current institutional changes underway in the finance
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s ector will change this relationship, making the housing
market less responsive to monetary developments.
In addition to this short-term development it is demographic change that drives house prices in the medium
to long term. Given the robust economic environment across Europe, a close analysis of demographic
movements is essential for a long-term, successful
European residential investment strategy. Whereas we
provided evidence in our PATRIZIA Insights European
Residential markets 2015/2016 that the aging process
across European cities has increased the gap between
“healthy” and “non-healthy” cities during the last three
decades, one of the aims of this year’s report is to
analyse regional labour mobility, also in part because
it is a hot political topic in the current environment.

Adjustment via migration: Findings published by
the European Commission indicate that workers tend
to move from countries with high unemployment to
countries where unemployment is low, helping to
restore balance on the European labour market as the
migration flows in the aftermath of the global financial
crisis show. Based on granular data of net migration
per 1’000 inhabitants, the consequences of the recessionary development in countries like Spain, Portugal
and Ireland, where the migration rate peaked in 2007
and fell drastically thereafter, support the aforementioned theoretical relationship. But the remaining
European countries also exhibit interesting temporal
migration patterns. While Austria, Germany, Sweden,
Norway and Switzerland show increasing migration
over time, net migration is on the decline in Belgium,

Crude net migration rate per 1’000 inhabitants over time
Values from Labour Force Survey
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Crude net migration rate per 1’000 inhabitants 2014 or latest value
Values from Labour Force Survey
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France, the UK and Italy. The remaining countries of
Poland, the Netherlands, Finland and Denmark give
us a mixed picture, and the economic development of
the next years will show to which group they belong.
Looking at migration rates at NUTS3-level gives us
a good understanding of the regional dimension of
labour mobility in Europe. High positive migration rates
above 10/1’000 persons can be found mainly in major
European urban areas like Berlin, Vienna, Oslo, Munich
and Frankfurt. In accordance with national results, the
trend in Ireland outside of Dublin exhibits the lowest
migration rates in Europe of below -10/1’000 persons,
while, at the same time, Dublin has a positive balance
of above 10/1’000 inhabitants, demonstrating the
strong urbanisation forces at work there. The general
trend in the Nordics shows a very favourable development in terms of demand as a positive migration rate
has been recorded for the majority of the region with
the exception of Finland, where migration tends to
focus on the southern regions. Purely based on migration rates Poland shows one of the most remarkable
and strongest labour mobility trends in Europe combined with a pronounced urbanisation process, whereby
the large cities are very attractive in terms of demand.

© PAT R I ZI A resea rch

Page 28
European Residential markets
2016 ⁄ 2017

The residential investment universe
Residential investments are varied: With residential investments once again becoming more and more
mainstream for institutional investors in the last few
years, the residential investment class is becoming
increasingly varied. New sub-sectors are emerging
and it looks as if niche segments of the past – like
student housing – are becoming mainstream. As a
consequence the residential sector for institutional
investors is today by far larger and more diverse than
often perceived and than it has ever been in the past.
Within the sector as a whole there is a growing range

of (established) investment products with different
characteristics and risk profiles, which suit specific
investor needs. As a result institutional investors currently targeting residential investments can choose
between a variety of residential investment products
in a very broad sense with a significantly differing
mix of income and capital returns as well as risk
profiles. Three broad sub-categories can be identified in terms of residential investments: the traditional
residential segment, the operator or brand-driven
segment and the private-owner-driven segment.

Investment opportunities in residential real estate

O SELL
BUILT T

PRIVATE OWNER
DRIVEN SEGMENT

TRADITIONAL
SEGMENT

OPERATOR/
BRAND DRIVEN
SEGMENT

O RENT
BUILT T

Short stay/ boarding house
Reverse Mortgage
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We are seeing demand in the segment of micro apart
ments or serviced apartments, related to the higher
quality, free rental market, as young graduates often
look for smaller units when working their first job and
are willing to lease this type of property. In addition
these assets can also cater to students and older
households without being constraint to either segment
as are specialised products such as student housing or
senior living. These operator or brand-driven segments
in the residential investment universe are generally
linked to the established hotel and boarding house/
short-stay sectors. The investment success of all these
products is heavily driven by the operator and degree
of professionalism as this guaranties excellent access
to a large part of the demand base. Furthermore
choice of operator is crucial when it comes to efficient
management as the property being managed is not a
simple multi-family building. In addition the success
and acceptance of investments in operator or branddriven segments is dependent on the overall structure
of the residential market as a whole. For example, when
there is a large, functioning free rental market, student
housing will be more of a niche play in comparison
with markets that are dominated by owner occupi
ers as a comparison of Germany and the UK shows.
In addition to the traditional residential segment,
owner-occupier focused segments such as privatisa
tion and build-to-sell constitute attractive investment
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Risk and return universe of residential investments

PRIVATE OWNER
DRIVEN SEGMENT

Return

Free market renting, for example, provides a classic
mix of comparatively (low) income return combined
with continuous capital growth – most of the time
associated with residential investments – with histo
rical rental growth having a good correlation with
average earnings. In contrast regulated rental housing,
both affordable and social, generally offers little capital
appreciation over the period during which rents are
regulated but has bond-like qualities in that it offers
investors rents often linked to the price index in combi
nation with a good covenant from a quasi public tenant.

OPERATOR/
BRAND DRIVEN
SEGMENT

TRADITIONAL
SEGMENT

Risk

products. Neither segment is an income-return-driven
investment but rather an IRR-driven play. Therefore
they are especially suitable for investment strategies
not driven by income considerations that traditionally
do not incorporate residential. Another option within
this segment is the shared-ownership market. Sharedownership has become a popular way for individual
households to access home ownership in an era
where deposits are often high and access to mortgage
financing without equity is limited. In a simple sharedownership scheme the household/occupier buys a
proportion of the property (usually 25 % — 75 %) and
pays rent (usually below market) on the portion of the
property he does not own. With most schemes the
occupier can “staircase” to full ownership in the future.
Repairs and maintenance are usually the responsibility of the occupier. The investor derives a belowmarket rent with lower costs than with market renting.
The co-investment case runs on a similar basis with
households and investors creating a “co-investment”.
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In return for full, secure occupation rights through
“tenancy in common”, the co-owner pays an occupation charge on the share of the property held by the
investor, which can be indexed to RPI, and agrees to
maintain the property, paying insurance and other
service costs. The investor benefits from an (possibly)
index-linked cash flow and a share of the property’s
capital growth without bearing maintenance, insurance
or other costs. Both concepts can mainly be found in
Anglo-Saxon-style housing markets, but they are not
even a niche segment for institutional residential investors in Continental Europe or the Nordics. The same
holds for reverse mortgages or home-equity conversion mortgages. These are a special type of home
loan for older homeowners that requires no monthly
mortgage payments; instead the interest is added to
the loan balance. Borrowers are still responsible for
property taxes and insurance. Reverse mortgages
allow elders to access the home equity they have built
up and defer payment of the loan until they die, sell,
or move out of the home. The rising loan balance can
eventually exceed the value of the home; however, the
borrower is generally not required to repay any additional loan balance in excess of the value of the home.
Multitude of investment strategies: Looking at
the risk-return profiles of the three sub-categories,
a wide variety of investment strategies can be implemented within the broader residential investment
universe. The traditional residential segment offers
the lowest return perspectives in combination with
low risk, while the operator or private-owner-driven
segments offer higher returns – often IRR oriented –
with a wide risk spectrum depending on the selected
investment type. In addition given the development
and structure of the national residential markets, not
all investment options are available in each national
market, or the segment might be in such an infant
stage in a certain country that only opportunistic
pioneering investors are brave enough and able to
take the risk involved given the expected returns.

© PAT R I ZI A resea rch

Looking at the residential universe outside the traditio
nal residential segment, student housing and privati
sation have seen the biggest investor movement in the
last several years, transitioning from a niche invest
ment toward an established institutional segment.
But as the above comparison of Germany and the UK
shows, the increasing political backing for the develop
ment of larger, more professional free rental markets in
many countries with traditionally high owner-occupier
shares poses a challenge to the continuous growth
of the student housing sector in the medium term in
many countries. At the same time European mortgage
regulations might challenge some privatisation strate
gies, demanding a very good understanding of local
market trends and targeted households to guarantee
long-term investment success. Senior living, micro
apartments/serviced apartments and the built-tosell or rent segments are the next candidates in the
residential universe for further professionalization in
order to make them more mainstream investment alter
natives from an institutional investor’s point of view
when considering residential real estate investments.
Nevertheless senior living is also a good example of the
considerable importance of government regulation for
investment success and the associated risks, result
ing in a very country-specific approach. Consequently
a European or even global strategy in many of these
niche segments seems nearly impossible at this time.
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Market performance
The strong urbanisation across Europe is impacting
rental growth, but the different national regulatory
arrangements limit a purely market-driven transmission. Due to this regulatory impact and the fact that
housing is a basic need, rental growth is, in contrast to
the commercial property market, only loosely connected to overall macroeconomic development. Given
the imbalance between supply and demand in many
European urban centres, rents have risen steadily
over past years despite all regulatory arrangements
on both a national and regional level to limit rental
growth. Based on data from 31 cities across Europe
average rental growth since the Millennium has been
at nearly 2.5 % p. a. At this level the cash flow of
multi-family housing in Europe offers a high degree
of inflation protection as the average inflation rate
during that period was 1.9 %. European multi-family

housing investments have proven to be crisis-resistant,
especially after the global financial crisis, with rental
growth accelerating between 2007 and 2009.
Two groups of cities exist: A closer look at each
city level reveals a rather heterogeneous rental growth
pattern across Europe with two groups of cities
emerging: cities with moderate and steady growth and
cities with a strong and volatile growth momentum.
Cities like Rotterdam, Gothenburg and Linz as well as
Innsbruck and Norrkoping can be found in the first
group. These cities have an average rental growth
slightly above the European average, their rental
growth shows low volatility and the current level of
rental growth is at or below their long-term average.
The second group of cities is characterised by high
rental growth volatility and current rental growth

Annual rental growth across main centres in Europe
Data for Finland, the Netherlands, Spain, Ireland and London as of 2006, 2010, 2007, 2007 and 2006, respectively
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Rental growth momentum across main European centres since 2001
Data for Finland, the Netherlands, Spain, Ireland and London as of 2006, 2010, 2007, 2007 and 2006, respectively
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above the long-term average, whereby this average
is lower in comparison with the first group. Madrid,
Utrecht, Vienna, Stuttgart, Dublin and Amsterdam are
examples of cities in this second group. Rental growth
in individual years and cities since the Millennium
has varied between -6 % and +8 %, with current rental
growth exceeding 4 % on average in all of these cities.
The solid development of macroeconomic and property
fundamentals is reflected in the performance of residential assets. Although the momentum on European
markets is rather heterogeneous, ongoing urbanisation
combined with rising prices and rents has continued
to drive the performance of residential assets. The
risk-return relationship of residential investment has
been experiencing a stable trend over the last several
years and is less exposed to macroeconomic shocks
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compared to commercial assets. Nevertheless the
differences in risk and return – as measured by the
Sharpe ratio – vary substantially across Europe, with
Finland and Austria showing the highest returns per
one unit of implied risk. Simultaneously the performance of residential assets in these two countries has
a relatively strong correlation to the performance of
the whole real estate market, limiting diversification
benefits and demanding a much more focused residential investment strategy. The situation in Germany
clearly shows why so many institutional investors are
targeting the German residential sector as residential assets offer a very attractive risk-return profile
in comparison with the German property market as
a whole. Residential investments in Sweden and the
UK outperform the whole property market by far,
whereas the risk-return relationship in France and the
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Netherlands is relatively similar. Given the performance
of the Danish residential market before and after the
global financial crisis and the structural changes in the
last several years, the Sharpe ratio analysis does not
indicate a very favourable picture for Danish residen
tial assets. Nevertheless Denmark and especially
the urban centres show pronounced supply-demand
imbalances and are demographically very dynamic
centres, which is why solely relying on historical performance data can be very misleading, because investors
might miss out on very attractive opportunities as the
development in past years in Denmark has shown.

with fixed-income investments, such as 10-year government bonds, two interesting aspects become apparent.
Prior to 2008 the income-return-yield gap was close
to zero, indicating similar performance of residential
assets relative to fixed income. In contrast the expansionary monetary environment in the aftermath of the
global financial crisis led to an enormous compression
of risk-free rates, pushing the gap to historical highs.
The income-return-yield gap has continued to rise
during the last six years, resulting in an income-return
premium above national (risk-free) 10-year government
bonds of about 3 percentage points on average.

Real estate and especially residential assets are considered to be stable, cash-driven investments within the
context of a long-term investment strategy. Looking at
the available European residential income-return time
series since the Millennium, almost 80 % of all annual
residential income returns range between 3.3 % and
4.7 %, illustrating the low volatility and high predictabi
lity of residential buy-and-hold investments. Looking at
residential income-return performance in comparison

Distinct clusters can be seen: As shown residential
assets offer an attractive investment alternative to
fixed income, especially in comparison with government bonds. While the Sharpe ratio reflects performance as a function of implied risk, the performance
series can further be evaluated for the presence of
common cyclical trends. Based on a hierarchical
cluster analysis, the results confirm the distinctive
development of the Danish residential market with no

Sharpe ratio of real estate investments 2000 — 2015
Austria since 2004 based on data availability
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Income return spreads on 10Y government bond yields
Austria since 2004 based on data availability
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Gross initial yields for multi-family housing vs. government bond yields in Europe
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other European market exhibiting a similar development. In addition to Denmark three additional market
groups can be identified. The first group consists of
the UK and Sweden where the performance trend
shows a common cyclical pattern. France and the
Netherlands also form a group with a common cyclical
pattern over time with Austria, Germany and Finland
comprising the last group. On the basis of this result a
European residential investment strategy – in addition
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to the Sharpe ratio – can be further optimised to meet
investor requirements regarding diversification and
performance in the best possible way. Nevertheless
the institutional framework and its ongoing changes
should be monitored closely, as these “rules of the
game” can and will heavily change these historical performance patterns in the future. That is why
these qualitative factors must always be taken into
account when developing investment strategies.
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The German residential yield curve
The German residential market has exceptional characteristics resulting in strong institutional demand for
residential assets. High polycentricism and a large
rental market allow for regional as well as asset-type
diversification. In contrast to demand, supply of
residential units in the last few years has been low in
a historical comparison and, most importantly, low in
relation to the high demographically induced demand
in the main urban centres. As a result of this supplydemand imbalance, prices and rents have been rising
continuously over the last years. In the search for yield,
institutional investors like to buy portfolios comprised

of existing properties as they offer a “yield premium”
in comparison with new-build projects. While the yield
premium of both products is difficult to compare using
traditional methods or business cases, we focus on
an expanded hedonic methodology – presented in
PATRIZIA Insights 2015/2016 – to give institutional
investors a guideline in assessing the risk and return of
buy-and-hold residential investments in Germany. We
have to deal with some caveats when calculating initial
yields since our estimation only captures initial asking
rents and prices rather than real transactions, which
leads to an estimation and interpretation bias to be

Net initial yields across German markets for different quality levels
Net initial yields (NIY) estimated via regressions with more than 800 K observations. Construction year of stock,
mean and new-build properties defined as 1978, 1990 and 2012, respectively.
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Net initial yields density distribution and shift Q1 2013 — Q1 2016
Density plot of the net initial yields
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taken into account when working with the estimation
results in strategy planning. One should also keep in
mind that the pricing of standing assets is often based
on a “privatisation strategy”, allowing much higher
prices/lower yields in actual transactions than our
calculation of classic buy-and-hold yields suggests.
Yield compression dominates: Net initial yields
across the German urban centres continued to
decline between Q1 2013 and Q1 2016. Although net
initial yield trends are to a large extent triggered by
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lack of supply coming to the market they also reflect
rising institutional demand for residential assets as
well as strong demographically induced demand
driving property prices in general. The compression
of approx. 45 BP between Q1 2013 and Q1 2016 was
homogenous across all segments on average, while
the gap between existing and new-build residential
assets fell by almost 20 BP to 140 BP. Looking at yield
distribution the results show that approx. 50 % of all
net initial yields for existing assets ranged between
4.6 % and 5.7 % in Q1 2013, subsequently falling to
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Net initial yields and their fundamental drivers
Growth in working population 2003 — 2015
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a range of between 4.0 % and 5.3 % in Q1 2016. The
same development can also be seen in the new-build
segment where yield compression narrowed to never
before seen levels of between 3.4 % — 3.8 % in Q1 2013
and 3.0 % — 3.5 % in Q1 2016. Noteworthy is the fact
that initial yields in the existing property segment
are increasingly reaching the levels recorded for
the new-build segment. In other words the share of
investments in the existing property segment with an
initial yield of less than 4.0 % has increased massively,
breaking traditional investment risk and return profiles.
In addition yields highly correspond to the demographic composition of urban centres and especially
to their long-term urban development. The yield
compression of the last 13 quarters has taken place
mainly in cities with strong population growth. Cities
whose population declined between 2003 and 2015
only show relatively minor compression of approx.
20 BP, whereas population increase is associated with
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falling yields of approx. 50 BP. But what are the drivers
behind the yield gap between existing and new-build
assets? While local factors and lack of supply may be
one explanation, the composition of labour markets
could offer another explanation for yield gap trends.
The growth of the working population – in contrast
to the overall population – is negatively correlated
with the yield premium between existing and newbuild properties. In other words the yield premium
between existing and new-build properties is small
in cities with strong labour demand as measured
by growth in working population from 2003 — 2015.
Cities with relatively small labour market expansion
show a strong differentiation in yield performance
of up to approx. 360 BP. In contrast cities with clear
labour market expansion tend to be complementary in
terms of investment opportunities in both segments.
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Outlook and strategy recommendations
“Lower for much longer” is the scenario institutional
investors currently have to consider when making
decisions on allocating their money. In such an environment, in which pension funds in particular are looking
for long-term, stable, secure income, residential
property will continue to be an attractive investment
option. But performance in comparison with alternative investments is not the only factor that makes
residential an attractive investment option. The supplydemand imbalance in most European urban areas
forms a solid base for capital and rental growth, driving
the income return and capital growth of multi-family
housing investments. At the same time construction
activity in European countries, which generally remains

low, tends to fall short of what is needed to balance
the market in the short term, offering opportunities for
value-add or opportunistic development strategies.
Housing shortage offers opportunities: At country
level investors in the higher return develop-to-rent or
sell strategies can generally find a good investment
environment in major European urban areas. Even in
a former crisis country like Ireland, the capital city
of Dublin is experiencing a severe housing shortage,
offering development opportunities with an attractive
risk-return relationship as long as the property features
good access to public transport. Looking at the major
European markets Germany and the UK still offer one
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overall situation at country level appears much more
balanced when looking at expected construction activity in markets like Norway, France, Poland, Austria and
Finland. But given the ongoing urbanisation process
these countries are still able to offer attractive development opportunities as long as investors choose suitable
sites in the major agglomerations of these countries.

of the best environments for residential development
activity despite the fact that construction activity is
slowly increasing. Assuming a lifetime of 100 years
(200 years), building activity in Germany and the UK
of about 0.7 % of existing stock p. a. does not compensate for the age-related decrease in housing stock of
1 % p. a. and cannot even keep up with the age-related
decline of 0.5 % (200 years lifetime), not to mention
that the housing shortage in urban centres can be
mitigated. A similar situation can be seen in Denmark
and the Netherlands, countries in which construction
activity is gaining momentum, especially if investors
focus their activity on the major urban centres. The

Looking at the traditional buy -and-hold residential
investments in Europe, investors need to be aware of
the fact that risk-returns profiles have been changing
slowly over past years. In terms of total return the
income component is still the dominant source of
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return across Europe – with the exception of the UK
market – whereas the importance of capital growth
as a driver of total return has increased considerably
over past years. For institutional investors pursuing
a residential buy-and-hold strategy going forward,
this means that the income return to be expected in
coming years will be lower than the average of the
last 5 or 10 years. The markets are experiencing a
trend in line with the overall decline in yields due to
the QE measures issued by the major central banks.
Capital growth on the rise: At the same time high
investor interest in residential assets and ongoing price
and rent increases are generating significant capital
growth. Consequently capital growth should figure
more prominently in buy-and-hold portfolio strategies
going forward as market fundamentals suggest that
the underlying drivers of this capital growth are here
to stay for some time to come. Across Europe capital
growth over the coming five years can be expected
at between 2 % and 3 % p. a., accounting for about a
third of expected total return. In general buy-andhold multi-family housing strategies will generate
total return of around 6 % p. a. in the next five years.
With this return outlook for traditional residential
investments, value-add activities – like buying under
rented properties and bringing them to market level
with the corresponding consequences for income
and capital growth or wholesale-to-retail conversion
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of well-located buildings in economically attractive agglomerations – are increasingly popular with
institutional investors. These are only two examples
of possible residential value-add strategies and there
are many more strategies for return enhancement.
All of these approaches require a solid understanding of the markets under consider ation, especially
in regard to the institutional framework, in order to
assess the risks associated with expected returns.
As long as this is taken into account residential
value-add strategies can generate substantially
higher returns compared to classic core strategies
without incurring significantly higher risk.
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Country abbreviations: AT = Austria, BE = Belgium, CA = Canada, CH = Switzerland, CZ = Czech Republic,
DE = Germany, DK = Denmark, ES = Spain, FI = Finland, FR = France, GR = Greece, HU = Hungary, IE = Ireland,
IT = Italy, JP = Japan, 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: VAR = Vector autoregression
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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