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Market Insights
We are pleased to present our 2020 House View
for Europe. This annual publication highlights our
outlook for the economy, the capital markets,
and commercial real estate (CRE) sector.

Executive Summary

1 The global growth outlook appears to
be softening, and while the European
economy is currently forecast to deliver
Gross Domestic Product (GDP) growth
of around 1.0% in 2020, there is risk
to the downside.

2 Monetary policy is expected to remain
supportive of real estate investment,
with encouragement building for further
fiscal stimulus.

3 Real estate continues to offer attractive
relative value in an environment where
government bonds and economic growth
are expected to remain low.

4 Capital available for deployment into real
estate is near all-time highs, and investors
continue to target the sector.

5 The growth potential of Europe’s
logistics sector makes it an attractive
long-term investment.

6 Geopolitical tensions remain a key
downside risk to the economic outlook.
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Economic growth slowed across Europe in 2019 but remains
positive. The economic situation continues to be distinguished by
weakness in the manufacturing sector and more resilient service
sector growth. GDP growth is expected to be at 1.4% (EU-28) for
2019, slightly ahead of the 10-year average.1 Headwinds resulting
from slowing international trade and Brexit-related uncertainty have
weighed on manufacturing output.

What Is the State of
the European Economy?

Consumer demand, by contrast, has been quite strong. The strength
of consumption owes much to the strong performance of the labor
market. The unemployment rate fell to 6.2% at the end of last year,
the lowest rate on record since the start of the monthly series began
in 2000.2 The U.K., Germany and large parts of Central Europe have
unemployment rates below 5.0%; while Spain and Greece continue
to see double-digit unemployment rates.
Despite tightness in the labor market, inflation has been meager,
although real disposable income has been growing. Inflation
pressures and growth dynamics have remained muted, with
Europe's economy characterized by steady, albeit low growth.

EXHIBIT 1: EU-28 UNEMPLOYMENT RATE FALLS TO LOWEST RATE SINCE 2000
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What’s in Store
for the European
Economy in 2020?

Despite a challenging environment, the European economy is
expected to continue on a path of steady growth in 2020. At the
time of writing, Oxford Economics was calling for GDP growth to
slow to 1.0% in 2020, in-line with the average annual growth rate
over the last decade. Our base case for 2020, is for steady,
albeit low growth. This assessment will largely depend on a few
key factors that we will continue to monitor in the coming year:

Coronavirus: The Centers for Disease Control (CDC) confirmed
nearly 96,000 cases of Coronavirus and 3,300 deaths across
31 countries, as of early March 2020. The possibility of a global
slowdown has increased in recent weeks given wide-spread
fears of contagions, which has the potential to weaken consumer
confidence, stifle global trade, and put a stranglehold on business
spending. The surge in cases in Italy makes it increasingly
likely that the already weak Italian economy will fall into
recession in H1 and poses risks for other parts of Europe.
While it is impossible to predict how this will play out in the coming
weeks, the European economy may experience a setback from
the economic consequences of the responses of business and
government to the risk of the Coronavirus, but the current consensus
suggests that Europe may avoid a recession – depending, of course,
on the duration and severity of the outbreak.

Resilient Labor Markets: Europe’s labor market continues to bring

“The outlook for the economy
has softened compared to the
last few years, but Europe is
expected to continue on
a path of steady growth.”
– KAREN MARTINUS
SENIOR RESEARCH ASSOCIATE

positive news to the economy. The unemployment rate is now
slightly below where it was in 2008, and the employment rate
is at a record peak. Wage growth, meanwhile, is at its highest
for a decade.
Admittedly, the unemployment rate seems close to bottoming out,
suggesting that the labor market may have reached a cyclical peak.
We expect employment growth to soften in line with the slowdown
in activity and subdued forward-looking employment intentions.
It is possible that more pessimistic consumers will begin to
raise their savings, so gains in disposable income from higher
real personal incomes may not translate fully into consumption.
Nevertheless, household spending growth, is expected to continue
the same steady path seen in 2019.

Domestic Demand: Domestic growth drivers are set to remain the
backbone of economic growth in Europe. Continued employment
creation, robust wage growth and a supportive policy mix should
help the European economy maintain a path of steady growth.
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EXHIBIT 2: EU-28 GDP GROWTH FORECAST
YY%
6
4
2
0
-2
-4
-6
2005 2006 2007 2008 2009

2010

2011

2012

2013

2014

2015

2016

2017

2018

2019

2020 2021

10-year average
Source: Oxford Economics

Private consumption and investment, particularly in the
construction sector, will continue to support the economy.
The outlook for investment remains challenging, reflecting
a deterioration in business sentiment as well as the weak
global outlook. On the positive side, credit conditions
remain supportive for investment, with loans to corporates
expanding at a healthy pace.

Manufacturing Recovery: There are tentative signs of
stabilization in Europe’s manufacturing sector. The latest
Eurozone Manufacturing PMI (Purchasing Managers
Index) reached a one-year high in February 2020, marking
a second successive monthly rise in the index. Industrial

activity in the major European economies appears to be
bottoming out; however, the overall industrial sector in
Europe remains subdued. There is growing concern, that
the recent halt in Chinese industrial activity could disrupt
supply chains and impact the already fragile recovery that
is underway in European manufacturing.
A related risk continues to be contagion from the weakness
seen in the manufacturing sector to the more resilient
services sector. Despite the struggles in Europe’s
manufacturing sector, service sector output has
continued to demonstrate resilience. This is likely to
continue into 2020, however geopolitical tensions remain a
downside risk.
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Historically low returns in bond markets
and uncertainty in equity markets
contrast with the stability of real assets.
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How Much
Ammunition Do
Central Bankers Have?

Since 2011, the European Central Bank (ECB) has taken bolder
action to support the economy and boost inflation. Despite years
of negative interest rates and quantitative easing, economic
growth remains modest, and inflation is well below its target of
2%. Following a 50 basis point cut to interest rates by the U.S.
Federal Reserve in March, we expect to see preemptive easing and
stimulus from other central banks. However, doubts are growing
about whether the ECB can loosen monetary policy further, or if it
is running out of ammunition after cutting deposit rates to a record
low of -0.5% and relaunching its asset purchases. The appointment
of the new ECB president, Christine Lagarde, has been welcomed,
given her commitment to a continuation of loose monetary policy
and support for more significant fiscal stimulus at a national level.
Central bank policy may not yet have been a big boost for the
underlying economy, but the monetary environment in Europe has
reinforced real estate’s relative attraction. Historically low returns
in bond markets and uncertainty in equity markets contrast with the
stability of real assets. Ten-year government bond yields in several
countries, including Germany, France, the Netherlands, and Denmark
have all turned negative in recent months. We expect Eurozone
interest rates will remain low for at least another three
years, which seems realistic given the weak outlook for
inflation. In this context, real assets will continue to look favorable
relative to other asset classes.

EXHIBIT 3: ECB MEASURES DO LITTLE TO BOOST INFLATION
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Escalation of U.S.-EU trade tensions, resulting in further falls
in demand for European exports, represents a critical risk. Given the
openness of the European economy, exports have been a significant driver
of growth in recent years. Europe’s manufacturing sector is still vulnerable
to any further escalation of trade protectionism which would be damaging
for growth prospects.

What Are the
Critical Geopolitical
Risks For Europe?

Brexit uncertainty continues to influence business confidence and
investment. With the Conservative Party decisively winning the U.K.
general election in December 2019, this should lift some ambiguity around
the withdrawal process. Although the longer-term direction of travel is
still unclear, the new government has a robust mandate. The U.K. is likely
to remain fundamentally attractive to businesses and investors; however,
delivering Brexit remains a key challenge. 2020 is expected to be another
significant year in U.K. politics, with further ups and downs expected.
Syrian tensions threaten to spill over into Europe. According to several
reports, Turkey has warned it will no longer stop Syrian refugees crossing
into Europe, effectively putting an end to the 2016 agreement reached
with the EU to control the flow of migrants crossing into the region.
EU leaders have pledged financial support worth €700 million, to manage
the flow of migrants at the Greek border and stem the threat of a new
humanitarian crisis.
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EXHIBIT 4: GLOBAL ECONOMIC POLICY UNCERTAINTY INDEX
Index Value
350
300
250
200
150
100
50
0

1998

2000

2002

2004

2006

2008

2010

2012

2014

2016

2018

2020

Source: Economic Policy Uncertainty Index

USAA REAL ESTATE

9

How Is Real
Estate Investment
Holding Up?

Despite these outside forces, real estate markets have remained remarkably
stable with continued fundamental strength and investment allocations
continuing to increase. To some extent, this also reflects historically low
returns in bond markets and uncertainty in equity markets, which contrasts
with the stability of real assets.
Europe’s real estate markets remain liquid. In the twelve months to Q4 2019,
real estate investment in Europe amounted to €307.7 billion – a 2% decline
compared to the same period in 2018. Europe’s commercial real estate
markets overcame a slow start to the year and enjoyed an incredibly strong
finish to 2019. The fourth quarter was the second most active quarter on
record. The fact that so many markets and sectors held up so well, in the
face of economic uncertainty, is proof of the strong demand for real estate.
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Europe’s low-interestrate environment
continues to offset
weakness caused by
external headwinds and
is attracting significant
amounts of capital into
the real estate market.

Across Europe’s larger markets, Germany saw the biggest
deterioration in the macro outlook, and yet, the market recorded
its best year ever for transaction volume. Not surprisingly, the
U.K. saw activity slow with the political situation and slowdown
in the retail sector, acting as a drag on activity. Deal activity
in the U.K. in December showed signs of strengthening,
which suggests Boris Johnson’s decisive election victory
could signal a stronger year ahead in 2020. An impressive
performance by the French market countered weaker activity in
the U.K. France is less exposed to the slowdown in global trade,
and this is providing some comfort. However, the re-emergence
of social tension in France, notably, the government’s plans for
pension reform, have led to significant protests. If they last,
the demonstrations could weigh on economic activity and
influence confidence.
Europe’s low-interest-rate environment continues to offset weakness
caused by external headwinds and is attracting significant amounts
of capital into the real estate market. Office, logistics and alternative
sectors saw resilient demand throughout 2019, although retail
investment remained subdued. The anxiety in the retail industry
that started in the U.S. and the U.K. has spread through several
continental European markets. Consequently, volumes in Europe’s
retail sector for 2019 were down by 21% year-over-year.

EXHIBIT 5: EUROPEAN REAL ESTATE INVESTMENT VOLUMES 2007 –2019
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Investment in Europe’s logistics real estate market has gained momentum
in recent years, with the sector undergoing a significant transformation
due to supply chain modernization and evolving consumer trends.
There is an increasing supply of capital for secular trend strategies,
and logistics is at the top of many investors list.

Why Is European
Logistics Compelling?

Admittedly, core prices look very high in a historical context in terms of initial
yield and total basis, but occupier markets are fundamentally healthy, and
the sector looks attractive on a relative basis. The yield spread relative to
offices has been partially eroded but is still around 100 basis points in core
markets. Spreads between logistics yields and government bonds are also
elevated compared to long-term averages.
Logistics continues to see healthy flows of capital targeting core assets;
however, fierce competition is shifting the focus towards development
to secure stock and drive returns. Pursuing a development strategy,
in parallel with an acquisition strategy, is an attractive way to
acquire assets compared to only competing against core investors
for limited opportunities. New development provides an enhanced yield
opportunity when compared against core acquisition strategies.
E-commerce and the reconfiguration of European supply chains mean there
is significant development potential for modern, efficient logistics facilities
across the region. Supply and demand imbalances in both capital and
occupier markets including reasonable levels of speculative development
and construction financing further support this need.

E-commerce and
the reconfiguration
of European supply
chains mean there
is significant
development potential
for modern, efficient
logistics facilities
across the region.
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Notwithstanding risks identified herein, attractive opportunities remain
across Europe’s real estate market. Interest rates are expected to remain
lower in response to weaker economic growth. This dynamic has already
prompted a significant compression of government bonds which came
down by around 70 basis points across Germany, France and the U.K.
over the course of 2019.

What’s in Store
for CRE Investors
in 2020?

Accommodative monetary policy is expected to keep bond yields
low, which is likely to extend the real estate cycle and hold real
estate yields low. The comfortable spread between real estate yields and
bonds should help to sustain elevated levels of real estate investment. This
should also help to maintain real estate values, provided that the economic
weakness that has affected Europe’s manufacturing and trade sectors does
not spread to the broader economy and impact rental growth.
Real estate yields appear to be reaching their floors, although there is still
scope for further compression for the very best assets and favored sectors
such as logistics. Yields are likely to remain flat in the near term and possibly
trend lower in a sustained low-interest-rate environment, assuming there is
no deterioration in market fundamentals or a slowdown in capital flows.
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What About
Longer-Term
Trends?

Given heightened uncertainty, prevailing economic risks, and the maturity of the cycle,
investing in this environment warrants sharp focus and discipline. Against this backdrop,
there is strong appetite for assets that are set to benefit from longer-term trends
and structural shifts. Megatrends including the growth of e-commerce and demographics
are already influencing investment choices. Other trends, including technological disruption
and sustainability, will also continue to exert considerable influence on investment decisions
in the coming years.

E-commerce
E-commerce has been one of the standout trends in the last decade. Global
online sales are predicted to reach $4.2 trillion in 2020, accounting for some
16.1% of the world’s total retail sales.3 E-commerce is transforming not only the world of
retailers but also that of logistics operators, revolutionizing supply chains along the way.
This is driving meaningful change in retail logistics and physical distribution networks.
E-commerce is pulling supply chains closer to consumers and driving capital investment in
logistics infrastructure. The shift in customer preferences is forcing retailers to integrate
physical and online stores as well as distribution networks. Physical retail will remain
an essential part of retail supply chains, but logistics space is increasingly
crucial to the performance of the retailer.
Real estate market activity on European logistics assets has been dynamic with demand
from users boosted by the needs of e-commerce. Requirements for XL warehouses have
grown in parallel with e-commerce. Users are also increasingly looking at urban logistics
given consumer expectations around ever-faster delivery.

3.
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Demographics
Due to their long-term nature, demographics
are often not a focus of day-to-day business.
However, demographics can impact on such diverse issues
as output growth, returns on assets, and monetary policy.
Two of the most important trends that are set to shape the
coming decades include population growth and aging.
The global population continues to grow, but the rate
of increase is expected to slow. Some areas of Europe
are already experiencing a decline in population, raising
concern that a smaller workforce might undermine
prospects for economic growth. Additionally, by 2050,
one in four persons living in Europe will be age 65 or over.
The combination of declining birth rates and an
aging population means the potential support ratio,
which compares numbers of persons at working
ages to those over age 65, is falling. This highlights
the potential impact of population aging on labor markets
and economic performance, as well as the pressures many
countries will face as they seek to maintain systems of
health care, pensions and social support.
At the same time, an aging population increases the
likelihood of a further increase in the age of retirement.
This potentially means a more significant build-up of
savings, in turn leading to an increased amount of
capital searching for long-term stable returns, which

EXHIBIT 6: GLOBAL POPULATION CONTINUES TO GROW
BUT THE RATE OF INCREASE SLOWS

Average annual rate
population growth
2.5%
2.0%
1.5%

1965-1970

2019

1.0%
0.5%

2100

0.0%
Source: United Nations

could pave the way for increasing allocations to real
assets. The impact of demographics is so significant that
it is already influencing real estate decisions. As babyboomers retire, the shortage of workers is highlighting
the scarcity of labor, most recently within the industrial/
logistics sector. At an asset level, the impact of
demographics is already bringing about notable shifts in
sector preferences. The steady march of alternative
real estate sectors with demographic support
remains a standout trend in Europe.

USAA REAL ESTATE

15

European
Investment Strategies
As we advance into our seventh year of investment in
Europe, USAA Real Estate has successfully executed
and exited multiple investments across the region.
Although economic momentum has slowed somewhat,
the economy continues to grow at a steady pace, and
this should continue into 2020. Political risks are never
far away, and we continue to monitor factors likely
to impact investments, not least the course of Brexit,
and any further escalation in trade tensions. However,
the European economy has proven to be resilient in
times of uncertainty. Monetary policy remains loose,
with interest rates expected to stay low, which should
support elevated levels of real estate investment.
We plan to continue and, in some cases,
accelerate our European investment activities,
focusing on markets and product types with
strong economic drivers, favorable demographics,
and healthy real estate fundamentals.
Since 2014, USAA Real Estate has invested in European
logistics in our Mountpark Venture, mainly through
development. In most markets, logistics has performed
at levels superior to the broader market. Mountpark
has an enviable and proven track record in delivering
successful and complex logistics development
projects throughout the U.K. and Europe. We have
become a market-leading, pan-European, logistics
development and investment platform specializing in
the development of large footprint modern logistics
assets. Our extensive, strategically located
network of logistics projects currently spans six
countries, providing access across Europe’s major
supply-chain corridors. The Venture is strategically
positioned to take advantage of the maturation of the
logistics real estate market in Europe, and we see the
opportunity to grow our investment activities in this
area further. In 2019, USAA Real Estate acquired a
majority interest in Mountpark with the intention of
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further aligning the venture partnership in advance of
considerable growth of our European logistics platform
with third-party co-investment partners.
Our European development activity has largely
capitalized on surging demand for new big-box
industrial/logistics warehouses, but we have also
realized opportunity in the growing demand for
consumer-centric, mid-sized regional warehouses
proximate to large population centers. In response
to demographic trends of urbanization and growing
e-commerce and consumer demand, we have seen
the greatest opportunity in the development of
industrial/logistics parks near large population
clusters that can accommodate occupier demand in
a range of sizes and allow for active asset
management and lease expiration and tenant
diversification. The need for warehouses close
to population centers is especially prevalent in
Europe, where three-quarters of the population
live in cities. Despite this, Europe has only one-third
as much warehouse space per capita as the U.S.
On the other hand, the scarcity of locations with
planning approval and growing demand for distribution
and logistics space have resulted in substantial
yield compression for stabilized assets, as well as
appreciation in development land values. Accordingly,
we will remain defensive in this area while still
recognizing the strategic advantage that a welllocated and attractively priced land bank provides.
In locations with sustainable growth prospects and
barriers to entry, we will look to hold modern logistics
assets and benefit from the modernization and sector
change in the logistics market.
We also see a maturing opportunity to develop
institutional-quality multifamily residences in select
European markets based on compelling demographics
and supply/demand factors. Institutional ownership
of purpose-built for-rent residential has become
more mainstream in Europe, but the high-quality
modern product is scarce in the marketplace.
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The residential sector in Europe is highly fragmented and
facing increasing regulatory pressures with government
rent control measures, creating an inefficient market
and an opportunity for USAA Real Estate to leverage
its multifamily acquisition/development expertise in
Europe to create value. However, to date, the market
opportunity has not matured sufficiently enough for
USAA Real Estate to enter this market substantially.
Similar to our track record of uncovering value
investing themes in the U.S., we will look to
capitalize on opportunities driven by demographic
shifts, the inadequacy of capital at specific points
along the risk spectrum, and individual property
types or markets that appear to be mispriced
compared to the actual underlying risk profile.
By way of example, Brexit uncertainty is leading to solid
fundamentals being overlooked and the perceived risk
overstated at times. Possible over-reaction to Brexit,
other dislocating events, or lack of investment capital
may generate opportunities for nimbler investors
looking to acquire assets. We will continue to monitor
the fallout from Brexit, which may create opportunities
for attractive acquisitions, especially if uncertainty
continues to rise regarding the eventual outcome.
As in the U.S., we will take both a strategic and tactical
approach to value-driven investments. We expect
Europe’s economy to continue to be supportive of real
estate markets. Consequently, we believe there will
be opportunities to acquire existing assets, provide
development capital, and even consider structured debt
or equity investments across some markets and sectors.

Over the long term, we will continue to grow our investment
platform in Europe, and adjust to market opportunities, while
maintaining a cautiously optimistic outlook.
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Conclusion
Market conditions are evolving at a rapid pace,
and the maturing economic cycle is influencing
investment decisions. At USAA Real Estate,
we recognize the inherent risk in today’s
market and are continuing to focus on
value-based opportunities that can
withstand a downturn. While some investors
may be tempted to chase yields, our valueinvesting approach to real estate is consistent
across market cycles. This methodology
requires being quick to respond to emerging
opportunities, while also:

1 Adhering to our guiding principles
2 Maintaining a disciplined
underwriting approach

3 Remaining prudent in the face
of widespread uncertainty
Thus, given the current economic backdrop,
USAA Real Estate will continue its defensive
stance in 2020 with an emphasis on capital
preservation while aggressively seizing
opportunities as they arise.
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USAA Real Estate does not guarantee the accuracy or completeness of these materials or accept liability for loss
from their use. USAA Real Estate and its affiliates may make investment decisions that are inconsistent with the
recommendations or views expressed herein.
The opinions and recommendations herein do not take into account the individual circumstances or objectives of any
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