
European market commentary: 2018 Q4   

Schroders forecasts that Eurozone economic growth will slow from 1.9% in 2018 to around 1.5% 
p.a. through 2019-2020, in line with its long-term average.  Slower growth in China and the USA
will weigh on exports and European manufacturers are expected to hold back on investment.
We forecast that the ECB will finally begin to follow other central banks and raise the refi
interest rate from zero to 1% by the end of 2020.  Consumer spending should be stable, partly
because most mortgages in the eurozone have fixed rather than variable interest rates and
partly because real incomes will be supported by rising employment, higher pay awards and
lower oil prices.

Most major European cities saw a fall in office vacancy and increase in rents in 2018.  Prime 
rents in city centres rose by 5-10% and the shortage of space meant that rents in adjacent 
locations often rose in parallel.  The key driver was an increase in employment in media, tech 
and professional services.   Demand from financial services was subdued, although there were 
a few Brexit-related lettings in Frankfurt, Luxembourg, Dublin, Amsterdam and Paris.  We 
believe that the upswing in office rents will continue through 2019-2020, although we expect 
that the rate of growth will slow, in keeping with the broader economy.  While office 
development has started to revive, the lack of bank finance for speculative schemes is 
exercising a restraining influence and should prevent an over-supply in most cities. 

The European logistics sector saw strong demand last year from manufacturers, third party 
providers (3PLs) and retailers, although total take-up was below the record set in 2017. The 
shortage of labour and rising labour costs in Germany and the Netherlands, and ongoing 
pressure on margins more widely, is encouraging occupiers to automate more tasks and to 
build new warehouses outside the main distribution hubs where staff are more available.  In 
general, supply has kept pace with demand, so that prime rental growth has been weaker than 
in the office sector, at 1-2% p.a.   We expect it to maintain that trend over the next few years.  
While demand from manufacturers might weaken, the growth in online retail will fuel demand 
for both big fulfilment centres and smaller “last mile delivery” units on industrial estates. 

The retail sector is in flux.  In northern Europe the main issue is the rapid growth of on-line 
retailing, which now exceeds 10% of total sales in France and Germany.  As a result, stores sales 
are flat, or falling in volume terms and structural vacancy is increasing.  In Italy and Spain, 
internet penetration is lower and stores sales are increasing, but there is growing amount of 
new space under construction.  We believe that the most defensive retail types will be shops in 
big city centres and tourist destinations, convenience stores, mid-sized supermarkets and out-
of-town retail warehouses selling bulky goods.  We expect that department stores, shopping 
centres with a heavy reliance on clothing and footwear, shops in smaller cities and 
hypermarkets will suffer a sustained fall in rents. 

Intense competition among investors has driven yields on prime assets to record low levels.  
Prime office yields in most central business districts (CBD) are between 2.9-3.5%, and prime 
shopping centre and logistics yields are between 3.5-4.25% and 4.0-4.5%, respectively.  Our 
strategy for offices in big cities is either to add value by redeveloping older buildings in the CBD, 
or to invest in adjacent areas which are being transformed by a tech cluster or new transport 
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links.  These are typically available at higher yields and examples include the ArenA in 
Amsterdam; Kreuzberg-Friedrichshain in Berlin; Boulogne-Billancourt, Clichy and Montreuil in 
Paris and Solna in Stockholm.  In the industrial market we favour multi-let estates and smaller 
distribution warehouses where it is still possible to buy good assets on yields of 5% or higher.  
We also see value in hotels with management agreements.  We are cautious about most retail 
assets, because we do not believe that current yields reflect the risks of higher vacancy and 
lower rents.    

While the increase in interest rates and bond yields will put upward pressure on real estate 
yields, we think that the increase in office and logistics yields over the next few years will be 
limited to 0.25-0.4%, assuming that the eurozone economy continues to grow.  Historically, real 
estate yields are more strongly correlated with prospects for rental growth than bond yields.  
The exception is likely to be the retail sector where investors’ concerns about the challenge 
from online sales could prompt a sharper increase in yields. 

 

 

Important Information.  

For Professional Investors only.  

The views and opinions contained herein are those of Schroder Real Estate Investment 
Management Limited and may not necessarily represent views expressed or reflected in other 
Schroders communications, strategies or funds.  

This information is a marketing communication. This information is not an offer, solicitation or 
recommendation to buy or sell any financial instrument or to adopt any investment strategy.  
Information herein is believed to be reliable but we do not warrant its completeness or 
accuracy. Any data has been sourced by us and is provided without any warranties of any kind.  
It should be independently verified before further publication or use.  Third party data is owned 
or licenced by the data provider and may not be reproduced, extracted or used for any other 
purpose without the data provider’s consent.  Neither we, nor the data provider, will have any 
liability in connection with the third party data. The material is not intended to provide, and 
should not be relied on for accounting, legal or tax advice.  Reliance should not be placed on 
any views or information in the material when taking individual investment and/or strategic 
decisions.  No responsibility can be accepted for error of fact or opinion. Any references to 
securities, sectors, regions and/or countries are for illustrative purposes only.   

The value of investments and the income from them may go down as well as up and investors 
may not get back the amounts originally invested.  Exchange rate changes may cause the value 
of any overseas investments to rise or fall. Past Performance is not a guide to future 
performance and may not be repeated.   

The forecasts included should not be relied upon, are not guaranteed and are provided only as 
at the date of issue. Our forecasts are based on our own assumptions which may change. We 
accept no responsibility for any errors of fact or opinion and assume no obligation to provide 
you with any changes to our assumptions or forecasts. Forecasts and assumptions may be 
affected by external economic or other factors.  PRO01227 


