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Executive Summary 

ECONOMY 

• High inflation will likely continue this year—while a global commodity price shock for the 
history books is currently playing out.  

• Central banks, especially the Fed, are in the aggressive tightening phase, as they attempt 
to wrestle inflation back under control, irrespective of the consequences for growth. But are 
markets overplaying these fears? 

PROPERTY MARKETS 

• A higher cost of real estate debt, a decline in economic sentiment, and lower letting/rental 
growth expectations are resulting in European property yields beginning to rise.  

• Upward shifts in property yield have begun. Although external macro risks are high and 
rising, the internal risk to the property market remains relatively modest.   

• Property market mitigators for potential downside risk include: 

• The increasing probability that concerns around rate hikes are easing 

• Low existing vacancy  

• Modest development likely to trend yet lower 

• Chronic shortages of modern stock (especially with strong ESG credentials) 

• Property market leverage that is much reduced compared to previous cycles 
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Economic Outlook 

High inflation will likely continue this year—while a global commodity price shock for the history 
books is currently playing out. Global supply chains were already struggling to crank back to life, and 
these pressures have been ratcheted upward by the Ukrainian conflict. We think the world needs to 
rapidly readjust to the consequences of prolonged economic sanctions. At the same time, the 
adverse growth impact/recession risk for Europe is higher than the U.S., given Europe’s energy 
dependence on Russia. The implication for food supplies and social stability for emerging markets is 
also a worry.  

Central banks, especially the U.S. Federal Reserve (Fed), are in the aggressive tightening phase as 
they attempt to wrestle inflation back under control, almost irrespective of the consequences for 
growth. And while a degree of “talk the talk now, to avoid the whole of the walk” may be at play, 
market expectations for interest rates are elevated—and this is key for the cost of real estate debt 
and therefore property investment pricing. 

While the Eurozone PMI still shows positive growth for the corporate sector at 52 in June 2022, down 
from 54.8 the previous month, manufacturing is contracting and even the service sector is now 
beginning to show signs it will fade as well. While backlogs of work remain, which is supportive, new 
orders are now rapidly receding. On the upside, with ongoing capacity pressures, job creation 
prospects remained positive. The economic slowdown is broad and similar in nature across all major 
European economies. 

CPI inflation for the Eurozone continues to increase, up to a record high of 8.6% pa in June 2022 
versus 8.1% pa in May. Commodity price increases continue to be the primary driver with energy up 
around 40% pa, while food could soon be pushing toward 10% pa. Core inflation, while still a fraction 
of that in the U.S. or U.K., is also accelerating at 3.7% pa in June. While labor markets remain in 
good shape, wage growth at around 2% pa is lagging well behind the rise in living costs.  

European households have seen an erosion in purchasing power—or in other words, a “cost of living 
crisis”. As a result, household spending on non-essential goods and services will likely come under 
pressure. Business spending and investment will also likely begin to fade as corporate confidence 
wanes and reduced earnings expectation kick in, not to mention tightening financial conditions (i.e. 
higher borrowing costs). 

EUROZONE: CONSUMER PRICE INDEX (CI) 

Source: ifo Institute. As of July 2022. 
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Economic Outlook

While the European Central Bank’s (ECB) has lagged behind the Fed, they recently ended an 8-year 
era of negative interest rates at their July 2022 meeting, hiking for the first time in over a decade by 
increasing their deposit rate by 50 basis points (bps) to 0%. But the central bank remains more 
dovish than the Fed. Additional measures to handle any potential spikes in peripheral sovereign debt 
yields were also announced. 

Suspension of the Stability and Growth Pact fiscal rules, announced in late May by the European 
Commission, is a green light for governments to push ahead with policies to temporarily shield 
vulnerable populations for the duration of the energy price shocks and also speed up the green 
transition (see chart below). This is a structural change to Europe's ability to temporarily add fiscal 
policy measures as a tool for macro stabilization in times of duress. 

GDP COUNTRY FORECASTS (% P.A.) 

 

FISCAL DEFICIT FORECASTS 

Source: European Commission. As of June 2022. 

  

 

 ELECTICITY GENERATION (TERRA WHATT HOURS) 

Source: International Energy Agency. As of December 2021. 

 

  2020 2021 2022 2023 2024 2025 2026 2022–2026 
France -7.9% 6.8% 2.6% 2.2% 2.2% 1.8% 1.5% 2.1% 

Germany -4.9% 2.9% 1.7% 3.1% 2.4% 1.2% 1.0% 1.9% 

Italy -9.1% 6.6% 3.2% 1.9% 1.6% 0.7% 0.3% 1.5% 

Netherlands -3.8% 5.0% 3.1% 1.7% 1.8% 1.6% 1.3% 1.9% 

Spain -10.8% 5.1% 4.5% 3.6% 3.5% 2.1% 1.2% 3.0% 

Sweden -2.3% 4.9% 2.1% 2.1% 1.9% 1.9% 1.9% 2.0% 
United 
Kingdom -9.3% 7.4% 3.6% 1.3% 2.3% 2.2% 1.8% 2.2% 

 
Source: Oxford Economics. As of July 2022. 
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Capital Markets 

According to RCA, European investment transactions 
totaled €73.2 billion in Q1 2022, 10% up on the same period 
last year and broadly in line with the long-run average. 
Activity was heavily focused on the industrial and residential 
sectors, where the structural support is best. Recovery also 
occurred in office, retail and hotel investment, which are 
beneficiaries of the pandemic reopening. However, these 
transaction volume data lag and are reflective of 2021 
investment decisions and strategies. 

Benchmark five-year Euro swaps rates rose from 0% to 1% 
during the first quarter and further increased to 1.8% by the 
end of the second quarter. CRE lenders’ margins are now 
also widening to maintain relative value to corporate bond 
yields that have trended higher. A higher cost of real estate 
debt, a drop in economic sentiment, and lower letting/rental 
growth expectations are likely to see transaction pipelines 
cool off for the rest of this year. 

The deterioration in pricing is just beginning to come 
through, with CBRE prime yields rising roughly five bps on 
average during June. The monthly trend was highest for 
logistics (10 bps), followed by PRS residential and prime 
CBD office (five to 10 bps range on average). Grocery retail 
(0 bps) showed typical stability in the face of a downswing. 
Perhaps more surprisingly, given the ‘cost of living crisis’ 
nature of the slowdown, prime French retail segments 
compressed in June with the suggestion that the investment 
trend was strengthening. This is perhaps a lagging investor 
demand impact upon the pandemic reopening bounce that 
is now over.    

Upward shifts in property yield have begun. Although 
external macro risks are high and rising, the internal risk to 
the property market remains relatively modest. Mitigators 
include the increasing probability that concerns around rate 
hikes are already easing; a benign occupational supply side 
with low vacancy, limited development and chronic 
shortages of modern space (especially with strong ESG 
credentials); and that property market leverage is much 
reduced compared to previous property “boom-bust” cycles. 

EUROPEAN INTEREST RATES: 5-YEAR SWAPS 

Source: Oxford Economics. As of July 2022. 

   EUROPEAN PRIME YIELD MOVEMENTS (JUNE 2022) 

Source: CBRE; Cushman & Wakefield. As of July 2022. 

 U.K. PROPERTY AND CREDIT CYCLES 

Source: MSCI/IPD, BoE. As of March 2022. 
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Occupier & Investment Markets

OFFICE SECTOR 

Vacancy stabilized during Q1 2022 at 7.5%. Shortages of 
Grade A space are intensifying with new development 
completions low and tenants of existing prime buildings 
now withdrawing their “work-from-home (WFH) surplus” 
accommodation from the market.  

Office demand increased 40% over the year to March 
2022. The letting recovery has lagged in Dublin (12%) but 
rebounded the hardest from the lowest base in central 
London (160%). However, the deterioration in economic 
conditions means the demand rebound will now likely stall. 

The amount of space under construction is around 5.3%, 
broadly in line with the 5-year average and close to the 
pace of natural stock attrition (i.e. 5% based on two years 
of 2.5% of stock that assumes a 40-year office building 
lifespan). Dublin (11%) and Budapest (15%) are the 
development hotspots, while the lowest levels of new 
construction are in Stockholm (2%). However, JLL reports 
that one million sq m of development space has been 
delayed (or even cancelled), with build costs increasing as 
much as 10%. New development is thus trending 
downward. 

A permanence from the pandemic is lingering hybrid 
working arrangements for white collar employees. New 
data indicates that this has been mainly driven by workers 
who have established their careers (25-49 year olds), with 
the old and young preferring to work in the office. The 
greatest WFH prevalence remains in places where it was 
highest pre-COVID (e.g. Netherlands and the U.K.).  

The benefits of a physical office building as a centralized 
meeting place for corporates to collaborate, build culture, 
recruit, train, retain and enthuse their ‘talent’ is very much 
to the fore for top tier businesses. The highest quality 
buildings able to meet this demand are fully flexible, with 
top class amenities with the strongest ESG credentials. 
Incoming, stringent energy efficiency standards also boost 
the case for modern offices, given the required capex for 
non-compliant office stock.  

EUROPEAN OFFICE: LETTINGS VS. RENTAL GROWTH 

Source: Cushman & Wakefield. As of Q1 2022. 

WORKING FROM HOME (2019–21) 

Source: Eurostat & Office of National Statistics (U.K.). As of July 
2022. 
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Occupier & Investment Markets 

RETAIL SECTOR 

European (EU) retail sales growth slowed to 0.8% in May 
over the same month a year ago. This compares to a 5% 
pa increase for April.  

The theme of high inflation leading to reduced consumer 
purchasing power is currently evolving. This ‘cost of living 
crisis’ has seen a plunge in consumer confidence that 
especially bodes ill for large ticket consumer durable 
purchases (i.e. furniture and household goods). With more 
subdued housing transaction numbers also likely, this 
suggests the recent ‘purple patch’ for trading from out of 
town retail parks locations may be drawing to a close. 

Levels of retail floor space per capita and cultural 
differences in a shopping context are important, as they 
will determine future floor space redundancy. With most 
countries now increasingly comfortable with transacting 
online, the speed of logistics supply chains and their ability 
to meet online customer delivery expectations will likely 
dictate the pace of adoption. 

Grocery retail remains resilient, but not immune, to online 
growth. This is because low margins on food and high 
delivery costs are still a profitability challenge for grocery 
operators. Neighborhood retail remains investable due to 
its convenience nature, as do some retail warehousing 
schemes that are optimally sited for final mile logistics 
repurposing, mixed used or residential conversion. 

With investors frustrated in their efforts to find assets in 
the strongest sectors, capital has trickled back into the 
retail sector. While still very much convenience and 
grocery focused, the recovery in rents from pandemic lows 
has also attracted those with short-term investment 
perspectives. With e-commerce growth having ratcheted 
upward during the pandemic, stronger structural 
headwinds for physical shops exist today than pre-
pandemic. 

EUROPEAN CONSUMER CONFIDENCE 

Source: Eurostat, GfK. As of July 2022. 

EUROPEAN RETAIL: INVESTMENT TRANSACTIONS 

Source: RCA. As of Q1 2022. 
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Occupier & Investment Markets 

INDUSTRIAL SECTOR 

Logistics demand remains robust. JLL reported a record 
first quarter European take-up at over 7.6 million sq m in 
Q1 2022. This strong performance was across the board, 
with nearly all markets recording double-digit year-on-year 
rises, led by the Netherlands (63%) and France (44%). 

Supply remains incredibility tight, with most local markets 
estimated to have less than one-year’s supply, at average 
levels of demand. The Netherlands, Germany and Czech 
Republic are the lowest supplied at 0.3 years of space.  

There was a record 22 million sq m of logistics space 
under construction across Europe through March 2022, of 
which roughly one-third was speculative. More than half of 
the speculative space is in Poland and the U.K. Polish 
construction is to meet outsourcing from Germany, while 
the U.K. pipeline is responding to surging rents. However, 
rising build costs will likely now temper new starts where 
rents are not moving ahead of build cost inflation.   

Upward pressure on prime rental levels remain, with prime 
European logistics rent rising by almost 10% pa through 
March 2022. Standout markets included London (36% pa), 
Prague (33% pa), and Manchester (14% pa).  

While rising interest rates are a legitimate concern for 
property investors, and yields may edge upward in the 
near term, it was an Amazon profit warning and rumors 
that the company had over-ordered new U.S. warehouse 
facilities that sparked a heavy sell off among European 
industrial REIT specialists (e.g. Segro). Further concerns 
also centered on rising development costs and falling 
developer profits. Lower development implies higher rental 
values over the mid term.   

The need for corporates to bolster and future proof their 
supply chains remains—and when combined with the 
expected growth in European e-commerce in the coming 
decade, suggests that the structural tailwinds remain 
considerable for the logistics sector. 

EUROPEAN LOGISTICS: SPECUALTIVE DEVELOPMENT 

Source: JLL. As of May 2022. 

EUROPEAN REIT PRICES IN 2022 

Source: Bloomberg. As of June 30, 2022.
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Occupier & Investment Markets 

ACCOMMODATION SECTOR 

European house prices have increased by around 10% pa 
through Q1 2022. The Netherlands heads the European 
national pack at nearly 20% pa, with Italy seeing a more 
modest pace of appreciation at  3%–4% pa.   

Market momentum is now expected to ebb away in the 
coming quarters, due to the combination of higher interest 
rates and poor consumer confidence levels. Risks to the 
downside are increasing, but providing labor market 
shortages remain supportive and job security anxieties 
low, a possible price correction could be modest. Prices 
will remain out of reach for most first-time-buyers, with 
positive implications for sustaining rental demand.  

Due to more stringent bank regulation in the post-Global 
Financial Crisis era, there has been no bubble in mortgage 
debt. As a result, still low rates (by historical standards) 
mean mortgage payments as a proportion of household 
income remain low. Rising interest rates will negatively 
impact affordability, but the shift away from variable to 
fixed rate mortgages means the impact will only gradually 
drip feed into housing markets.  

Investment interest in European residential property has 
surged, with transaction volumes trebling to nearly 30% of 
total deal flow over the past decade. With home ownership 
out of reach for the majority, even if prices were to drop 
sharply, the case for sustained and rising rental demand 
underpins a compelling investment case for residential 
assets in the right locations. 

More stringent regulations are an increasing political risk 
to the sector. While rent controls would limit future growth 
potential, on the upside, increased security of tenure 
reduces tenant turnover and increases certainty and 
duration of rental income. Rising pressure to modernize 
existing housing stock via a stricter ESG regulatory 
environment will likely present additional investment 
opportunities. 

EUROPEAN HOUSE PRICES 

Source: Oxford Economics. As of July 2022. 

EUROPEAN RESIDENTIAL: VARIABLE MORTGAGE RATES 

Source: OECD, Knight Frank, The Economist. As of May 2022. 
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About the Team 

Barings Real Estate’s research team is structured by sector and geographic expertise, with efforts led 
by Dags Chen in the U.S. and Paul Stewart in Europe. The team has a diverse background covering 
various industries, asset classes and countries, which is complemented by an analytics function 
enhancing the team’s ability to collect, augment and analyze data to inform better decision making.  

Paul Stewart 
Head of Real Estate Research & Strategy—Europe 

Ben Thatcher 
Associate Director 

Jo Warren 
Director 
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Investment Management Business with the Financial Services Agency in Japan under the Financial 
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