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EUROPEAN LOGISTICS REAL ESTATE MARKET

FROM A NICHE TO AN INSTITUTIONAL ASSET CLASS

Executive summary

The analysis of the European and particularly the Southern
European market for logistics properties is divided into three
parts:
m  Part 1: European Logistics Real Estate Market — from a niche
to an institutional asset class
W Part 2: Logistics Real Estate Market Southern Europe
— dynamic and catch-up effects
B Part 3: Trends in Logistics — Transformation / Potential /
Sustainability
Part 1 of the logistics series analyses the logistics real estate
market in Europe, which has shown dynamic development over
the last few years from a niche product to an institutional asset
class. Since 2017 it has become responsible for more than 10 %
of commercial property transaction volume in Europe.
Taking into account the historically unique economic and in
particular monetary policy environment, the market is analysed
with regard to its fundamental data.
It shows how the main drivers — globalisation, e-commerce and
urbanisation — influence the logistics sector and the resulting
demand for space, which is particularly relevant for real estate
investors.
There are structural changes within the industry, along with
the parallel influence through the interaction of the drivers
within the value and supply chains and their positive develop-
ment within Europe. This enables theoretical considerations to
be reconciled with the specific development of the logistics
real estate market.
It clearly highlights how the positive development of relevant
factors has had a lasting positive impact on the market.
The results also show that developments in the investment
market are based on a correspondingly positive rental market,
which underpins the price increases fundamentally.
The theoretical considerations further illustrate the specific
requirements of real estate, the fulfillment of which can satisfy
elementary principles of the industry, thus creating a decisive
advantage within competitive framework conditions.
Taking into account heterogeneous countries within Europe, a
detailed country-specific analysis of Southern Europe is carried
out in Part 2, building on the findings from Part 1.
Part 3 discusses the ongoing transformation of the logistics
industry in order to forecast long-term sustainable require-
ments for the real estate market and to take advantage of
potential opportunities.
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1. Economic framework

The logistics sector is of central importance to the processes of our
modern economies. As an elementary component for further devel-
opment, it is itself committed to technological, economic and social
change and must, therefore, react dynamically to changing require-
ments. With a view to the real estate market, dynamic development
processes must be reconciled with long-term investment horizons.
The focus here is on creating complementary rather than competing
framework conditions in order to create sustainable value in the long
term in a changing, but growth-driven environment. In order to
understand the economic requirements of the industry, it is essen-
tial not to view the real estate market in isolation but to consider a
wide range of contributing factors.

If we look back 15 years, investments in logistics real estate played
only a minor role. The market was dominated by the proven asset
classes of residential, office and retail properties, while investments
in logistics buildings were a niche product confined to a few spe-
cialised providers and investors, and were solely added to large
portfolios due to their long-term attributes and attractive current
income. Today, investments in logistics real estate account for 13-15 %
of the European commercial real estate transaction market.

Figure 1 illustrates very clearly the trend towards a sustainable insti-
tutionalisation of logistics real estate. Compared to the historically
high volumes from the pre-crisis year 2007, in which the “real estate
boom” reached its zenith (and had possibly already exceeded it), an
annual growth of 3.8 % was recorded until 2018. This continuity is
slightly distorted by the record sale (EUR 12.25 billion) of the Logicor
logistics portfolio, which Blackstone sold to the Chinese CIC! fund in
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2017. Based on the year 2012, which was marked by the lasting effects
of the global financial crisis, the sovereign debt crisis in Europe and a
resulting general loss of confidence in real estate investments, growth
in the period up to 2018 registered an impressive 23 % annually.

The aim of this work is to analyse developments and their funda-
mental drivers in order to be able to make an isolated assessment
of sustainability and economic sense. To achieve this we must take
into account the investment pressure resulting from a global low-in-
terest-rate environment paired with the most expansive monetary
policy with persistently high uncertainties as well as extremely attrac-
tive hedging conditions for foreign investors in Europe. Sensitised
by the past crisis and the enormous real estate bubble, at least an
initial suspicion is not unfounded in view of such dynamics. Massive
amounts of capital have sought and continue to seek alternative
investment opportunities, as the bond market itself no longer offers
a basic return. The proven asset classes of residential, office and
retail real estate initially benefited from the sustained increase in
property ratios. Since 2016, however, the growth rate of the logis-
tics sector has exceeded all other real estate investments in Europe
without exception. A comparison of the situation from 2007 to 2018
shows the strongest growth in the logistics segment (3.8 % p.a.)
followed by hotel investments (1.8 % p.a.). While the overall market
has almost reached the same level again, office properties have
declined slightly (-0.4 % p.a.) and retail investments have suffered
significant losses (2.3 % p.a.).3 Investments in the logistics and hotel
segments both have in common a long-term nature and stability,
with attractive current income, which makes them the closest to an
investment in the bond market.

Figure 1: Annual logistics transaction volume in Europe and share of overall commercial transaction volume?
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7. Fundamental drivers

While the investment market and the relevant players are clearly Table 1: Megatrends of logistics
positive as described above, it remains to be clarified if the sector is
developing in a similarly dynamic and positive manner. In this context

Demand for space Transformation

an answer should be given to whether the sharp rise in prices due Globalisation t+ t+
to investor demand offers sustained potential for growth. The fun- E-Commerce +++ +++
dar.nelntal factor for |OgIStIC.S real estate is thel demand for space b.y Urbanisation T+t T+t
logistics companies. For this reason, we consider how the sector is — W

Supply-chain +++ +++

developing and which causal relationships can be derived from eco-

nomic, technological and social developments. The literature4 shows Ecology - +++

the megatrends preselected in Table 1, which have a direct or indi- Industry 4.0 [ 4

rect influence on the demand for space in the logistics sector, from

which updated space requirements due to the constantly changing

logistics services can be derived. At first, the demand for space in connection with the rental market
is of the highest relevance. In this context, the main drivers of the
demand for space — globalisation, e-commerce and urbanisation —
as well as their interaction within the value-added and supply chains
are examined in Part 1. Ecology and industry 4.0 are more impacting
the transformation and are considered in detail in Part 3.
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4 Zanker, Claus: Branchenanalyse Logistik (2018) / cf. meta-analysis Kersten, et. al. (2014)
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2.1 Globalisation

Due to the core task of logistics — the transport of goods, raw mate-
rials and preliminary products to customers and industries — a high
correlation between the demand for logistics services and economic
development is undisputed. Globalisation is the most important factor
for growth and efficiency within economic development and has a
disproportionate impact on the importance of logistics due to the
global division of labour as well as international trade interdependen-
cies and their requirements and demand for efficient material flow
and goods transport. Foreign trade generates direct demand for logis-
tics services through the cross-border flow of goods. The European
Union, the largest free trade zone and economy in the world,5 has
particularly strong international production and trade links. However,
while these developments have been having an effect for decades, it
is worth taking a look at the dynamics and development over time.

The development illustrates the dynamization of foreign trade (here
related to goods, as these directly require logistical service provision).
An increase in growth in the period from 2016 onwards is particu-
larly evident. Globalisation is no longer limited to cost-efficient
outsourcing of production or to the use of comparative advantages
according to Ricardo; the decisive factor is increasing intra-industrial
trade (exchange of similar goods, e.g. cars, between similar, highly
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developed economies) due to social prosperity. A current prime
example is the largest bilateral free trade area in the world, which
exists between the EU and Japan since January 2019.6 The driving
force behind this development is social prosperity and the resulting
preferences for a wide range of variants and increasing degrees of
individualisation. The consequence is an increasing decentralisation
of the operational organisation through increased inter-company
and transnational networking of the value chains. Their common
and elementarily important point of reference is the logistics sector.
As a result, the demand for logistics services arising from globalisa-
tion processes is rising significantly and the increasing complexity is
affecting the requirements.

64 % of the European Union's trade takes place between member
states, underlining the importance of the single market and
specialised production processes. Between 2001 and 2018, the
so-called intra-EU trade grew by 90 %, which corresponds to
an annual growth of 3.8 %. Trade with non-member states (e.g.
Japan) even increased by 112 % during this period (4.5 % p.a.).

Figure 2: Index of development in merchandise trade and GDP of EU 28 (§2000-2005=100)8
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2.2 E-Commerce

In addition to industry, the retail sector is another very important
consumer of logistics services. While retail sales are recording posi-
tive annual growth rates in line with the positive economic development
and in particular due to the strengthening of the labour markets,
stationary retail is nevertheless coming under increasing pressure.
The decisive factor is the success of online retailing, whose sales are
growing much more dynamically than those of the overall market.

Figure 3: Online sales and annual growth rate in Europe?
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As can be seen above, online retail sales are growing at a rate of
significantly more than 10 % per year. Within five years annual turn-
over has almost doubled and is forecast to rise to over 120 % by the
end of 2019 compared to 2013. In line with this development, online
retailing is increasingly gaining market share and this structural change
is putting stationary retailing under severe pressure. The success of
online retailing is increasing the demand for logistics services, but
also the direct demand for corresponding properties. According to
current calculations,’® an online retailer needs three times as much
logistics space as a stationary retailer in terms of identical turnover.
The cannibalisation effects (logistics space no longer needed by sta-
tionary retailers will be vacant) are negligible, as social and structural
change requires the adaptation of all retailers. Virtually no retailer
can do without multichannel distribution (stationary and online as
well as various mixed forms) and accordingly develops a higher
demand for logistics space.

The Spanish fashion retailer ZARA is expanding its online range
to an additional 106 countries, many of them in Africa. The
parent company Inditex added that, despite a 41 % growth in
online sales in 2017, online sales account for only 10 % of total
sales and that's well behind their competitors.

9 E-Commerce Foundation (2019)
10 BNP/DTZ (2019)

11 Reuters.com (2018)

12 Statista (2019)

13 Savills (2019)
14 Savills (2019)
15 BNP (2019)
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In addition to the expansion of multichannel sales, the example also
illustrates the enormous potential that lies in the development of
new sales markets, which in turn leads to cross-border flows of
goods. Given the growth rates, online retailing is currently the most
dynamic driver, changing not only retailer demand for logistics ser-
vices but also the logistics itself, especially the supply chain requirements.
The logisticians no longer focus exclusively on professional shops
but interact directly with the end customer. The substitution of tra-
ditional trading space by logistics space has increased the political,
social and, not least, investor’s acceptance of the asset class.

2.3 Urbanisation

In 2018, urbanisation in the European Union was around 75 %, i.e.
3 out of 4 EU citizens live in cities.’2 Defined as one of the megatrends
of our time, urbanisation is expected to continue. This development
has far-reaching implications for the logistics sector, especially with
regard to location decisions and the complexity of logistics services.
On the one hand, competitive advantages through prompt fulfill-
ment are crucial and on the other hand, transport is the main cost
driver. All in all, this requires certain proximity to the customer, ini-
tially independent of the delivery to the customer themselves,
stationary retailers or the industry. In addition, factors that are not
specific to real estate are also becoming increasingly important.
These include requirements for the availability of labour, sufficient
access to energy and land availability. To illustrate the dimensions,
it should be noted that a logistics hall with an area of 100,000 m?2
requires an approximate average of 4,000 workers and, with a high
degree of automation, has an energy consumption of around 10,000
private households.'3

As many cities in Europe have very low unemployment rates,
logistics companies apply sophisticated demographic analysis
approaches to their location decisions. As a result, Amazon in
the UK, for example, has decided to relocate 500,000 m?2 of
logistics space to the north-east of the country, which has the
highest unemployment rate.

Since the above points are in some ways contradictory, the complex-
ity of the decision-making processes facing the industry becomes
apparent. If one also considers the decentralisation resulting from
the direct supply to the end customer, in particular through the influ-
ence of online trade, the increasing complexity of logistical services
becomes clear. The industry is responding with appropriate strate-
gies. While three-quarters of all European logistics leases are made
in the vicinity of conurbations with more than 1 million inhabitants,>
Figure 4 illustrates the differentiated approach.
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Figure 4: Take-up by average size (in sqm) and distance to the
center of Madrid'e
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Figure 4 illustrates that logistics service providers react accordingly to
increased complexity and use a complex network of different prop-
erties in order to meet the requirements. It is of great importance,
especially for project developers, to understand these interrelation-
ships to achieve a competitive advantage for potential tenants and
thus for their own position with appropriate products.

2.4 Supply chain

In saturated mass product markets, in which product differentiation
and individualisation continue to gain importance, the once clearly
defined boundaries between company-internal and external fields
are increasingly blurring. Rising networks of horizontal (external) and
vertical (internal) value chains are the consequence. Flexible produc-
tion systems, for the production of smaller batch sizes with high
variance, are dependent on highly effective logistical solutions, which
give logistics an even more central importance than before. While
on the level of globalisation the horizontal differentiation of value
chains is significantly influenced by multinational manufacturing pro-
cesses, the enormous growth of online trade also results in shifts in
supply chains. Just-in-time deliveries, which are an essential part of
the vertical production process, are now also made directly to the
customer (same-day-delivery). For logistics, this means an increasing
expansion of the supply chain beyond B2B (business-to-business /

16 Savills (2019)
17.UBS (2018)
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e.g. from a warehouse to retail shops) to B2C (business-to-consumer
/ e.g. parcel delivery). This creates complex requirements, especially
in growing urban regions, to generate time and competitive advan-
tages. In addition, these developments are generating forces that in
some sectors lead to a reshoring (relocation of outsourced processes)
of certain business segments and production processes, since the
focus on just-in-time deliveries requires proximity to the production
location and/or customers.

While in the textile sector outsourcing of production, particu-
larly to Asia, is regarded as a given due to lower wage costs,
the following example shows how time advantages (speed-to-
market) in some areas turn higher production costs into a
worthwhile investment. When Kate Middleton first appeared
after the royal wedding, her Zara dress was sold out within 24
hours. However, as the Spanish fashion retailer does 60 % of
its value creation in Spain or nearby countries, it was possible
to bring the product back to market within 4-6 weeks. This
approach is becoming increasingly important, in particular
among online retailers, with Boohoo.com producing 50 % of
its products in the UK.

An efficient logistics system is essential for the functioning of these
processes and the mastering of these challenges. New business fields
are emerging for this system, which in turn requires the development
of additional capacities in the logistics industry. The defined funda-
mental drivers, which independently develop positively in the sense
of the logistics industry, converge here, reinforce each other and
make clear that the expansion of logistics services is necessary and
central to structural change. This development is also of particular
importance within the government of the European Union. The
decentralisation of operational organisation in conjunction with
dynamic inter-company and transnational networking is an impor-
tant pillar to support economic integration within Europe. To achieve
this goal, billions are invested in improved transnational infrastruc-
tures. The investments flow into defined network corridors, which
are discussed in more detail in Part 2.
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3. Real estate market

In view of the high demand in the investment market and the really
favorable development of fundamental data, we need to analyse
the European rental market in order to provide a holistic view.

Figure 5 illustrates the rental activity in the European market for logis-
tics properties on the basis of take-up (take-up shows the lettings
made in each year by square metre). In 2018, a historic letting record
of over 9 million square metres was set. In the period from 2010 to
2018, annual space take-up rose by over 76 %, corresponding to an
annual growth rate of 7.4 %. The long-term average (2010-2017) was
thus exceeded by more than 42 %. Over the same period, the vacancy
rate halved from just under 8 % to slightly over 4 %.18 From this, it
can be deduced that not only take-up but also net absorption has
increased significantly. While take-up is an indicator of activity in the

Figure 5: Take-up of major European logistics locations2?
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rental market, net absorption is a measure of actual expansion, i.e.
the additional rentals made in one market.'® Accordingly, it is clear
that the drivers considered above have actually led and continue to
lead to an expansion of logistics capacities in Europe.

A significant rise in demand combined with historically low vacancy
rates makes it increasingly difficult for logistics companies to find
enough space to expand their business. After record levels in 2007/2008,
new construction activity has collapsed dramatically. Furthermore,
there is only a very small share of speculative construction activity in
the market, which in turn means that logistics companies have to con-
clude pre-leases and then wait for the construction phase to move
into larger premises. These developments naturally result in consider-
able competition for available space, which is reflected in rental growth.

2015 2016 2017 2018 Q2 2019

Figure 6: Index of rental development by asset class in European core markets (2015=100)%"
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19 Example: Assuming a market has 200,000 m? of logistics space available and there is only one company that uses 100,000 m? as a tenant. The other space is vacant (that means vacancy
rate=50 %). If this company moves into the other space and rents 100,000 m?, this corresponds to a take-up of 100,000 m? with the same vacancy rate. If, on the other hand, the company
expands and concludes a new lease agreement for 150,000 m?, this results in a take-up of 150,000 m2 and a net absorption of 50,000 m2, while the vacancy rate drops to 25 %.

20 BNP (2019) / covered markets: Birmingham, Greater Paris, Madrid, London&SouthEast, Barcelona, Manchester, Lille, Lyon, Frankfurt, Hamburg, Rotterdam, Berlin, Marseille, Amsterdam,
Ddsseldorf, Cologne, Munich, Bristol

21 Colliers/Bloomberg (2019) / covered markets: Amsterdam, Berlin, Frankfurt, Hamburg, Munich, Paris, Stockholm
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As the above illustrates over almost the entire period of time, the
rent for logistics properties is characterised by extremely low vola-
tility compared with other types of use. In comparison to the rent
for office real estate, it is relatively crisis-resistant if one looks at the
course during the global financial crisis. The stability is explained by
the special characteristics of the logistics segment. These include
long-term rental contracts, a low ability to duplicate the locations
and, in some cases, extremely extensive and often tailor-made inte-
riors, such as high-bay-storage and a sustained increase in automation.
The increase in the degree of process-automation and the location
advantages already described under e-commerce are likely to rein-
force these effects in the long term. From 2015, however, a significant
dynamic increase in rental growth can be seen, which is in line with
letting activity (cf. Figure 5). The described competition for expan-
sion space, driven by the dynamic reduction in vacancy rates and
take-up that significantly exceeds the long-term average, is very
clearly reflected in the growth rates of rents.

The potential for rent increases in logistics real estate is often
underestimated, as the low margins within the industry define
certain cost limits. However, the marginal, but overall essential
importance of the property within the cost structure must be
taken into account. In terms of the production process, supply
chains account for around 10 % of costs, with rental costs
accounting for only 0.75 % (main cost drivers are labour and
transport). This means that, conversely, a rent increase of 20 %
increases the costs of the supply chain by just 0.15 %.
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The dynamics of logistics rents roughly correspond to those of the
office segment. By contrast, it is also evident that the steady growth
in rents of shopping centers is coming to an end during this period
and even shows a negative development since 2017. While the logis-
tics market is affected by several mutually reinforcing drivers, the
stationary retail sector is suffering significantly from the loss of market
share to online retailers.

The investment market shows a similar trend to that of rents in a
comparison of types of use.

Particularly in comparison to shopping centers, the substitution of
retail space by logistics space is repeatedly evident, although there
is still a time lag in comparison to the development of rents. This
suggests the assumption that the acceptance of the asset class by
traditional investors took some time, but that the presence of e-com-
merce brought a change in perception. In comparison to office
properties, the current historically low yield spread indicates a char-
acteristic that follows the fundamental data as well as the rental
market. The reduction of the risk premium is a logical consequence
in line with the positive development, in particular the rental growth.
Over time, it can be seen that the yield spread, initially influenced
by the extremely dynamic compression of yields in the office market,
has fallen to historically low levels. Similar to the currently discerni-
ble lower momentum in the office market, the question arises as to
whether the development of the logistics market will also lose
momentum with prime yields below the 4 % threshold and whether
an increased sideways movement can be expected in the future.

Figure 7: Development of prime yields in European core markets (in %)23
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It should nevertheless be noted that Europe is developing at dif-
ferent speeds and that country-specific heterogeneous trends and
current values must therefore be taken into account. In this context,
Figure 8 illustrates the overall development of major European
logistics locations in terms of capital values. Based on the respec-
tive peak values that were reached before the crisis, the course
within the crisis and the subsequent recovery up to the first half of
2019 are presented, subdivided according to the influence of rental
prices and yields.

The previously described correlation between the economy and the
demand for logistics services is clearly reflected in the capital values
in Figure 8. Following the consistently positive development of the
relevant fundamental drivers, all the logistics markets under consid-
eration show positive growth (as shown by the right bar). Without
exception, Figure 8 shows relatively balanced rents and yield-driven
increases in capital values. Nevertheless, the markets show striking
differences with regard to the economic consequences of the global
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financial crisis. These are clearly reflected in particular in the decline
of capital values. While in Sweden and Germany the consequences
were less pronounced and the economic recovery resumed relatively
promptly, Southern Europe was much more involved. A slump in
foreign trade and private consumption, resulting from high unem-
ployment combined with high private debt, contrasts with the defined
fundamental drivers of the industry. Correspondingly, the relevance
and correlation are also reflected in the negative development through
significantly stronger market corrections, among others in Spain and
Portugal. In order to assess the potential of these countries, a coun-
try-specific analysis is required, taking into account the fundamental
values as discussed in detail here.

This analysis is applied to Southern Europe in Part 2 and, in conjunc-
tion with the theoretical foundations from Part 1, it offers quite
interesting insights, especially with regard to opportunities providing
attractive potential.

Figure 8: Decrease of capital values after pre-crisis peaks in 2007/2008 (=100) and recovery until Q2 2019(top of the right bars)
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25 The peak of capital value in Stockholm from the pre-crisis period (2007-2008) is 100. Based on this value, the period 2007-Q2/2019 is depicted. The left bar describes the development
to the minimum, i.e. the capital value fell by 23.7 points due to yield increases. After reaching the minimum, the right bar describes the development until Q2/2019, i.e. after the crisis
the Stockholm market recovered and rose by 80 points due to the rent increase and 65.1 points due to the yield compression. Overall, Q2/2019 saw an increase of 121.4 % (-23.7+80+65.1)
compared to the pre-crisis level.
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4. Conclusion

In line with the risks arising from the current monetary policy situa-
tion, it is particularly important to act extremely selectively and with
a return to fundamental analysis in the market environment. Anal-
ysis of the European logistics real estate market shows that the
increased investor interest and the resulting significant increase in
capital allocation are not attributable to evasive movements by inves-
tors suffering from investment pressure. It was shown that structural
changes have a positive and mutually reinforcing effect on the fun-
damental drivers of demand for logistics services. The corresponding,
necessary expansion can be clearly seen in the development of the
letting market, which is in line with the investment market. Rising
prices in the investment market, based on high demand, are justified
by rising rents, which in turn result from the positive development
of the industry. The heterogeneity within Europe, in which both risks
and opportunities will open up, remains to be noted.
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FROM A NICHE TO AN INSTITUTIONAL ASSET CLASS

© 2020 AQUILA CAPITAL - FOR PROFESSIONAL INVESTORS ONLY

1



For more information please contact:

Aquila Group

Valentinskamp 70

20355 Hamburg

Germany

Tel..  +49(0)40 875050-199
E-mail: info@aquila-capital.com
Web: www.aquila-capital.com

Follow us on (in) (¥) (()

Hamburg - Frankfurt - London - Luxembourg - Madrid - Lisbon - Oslo - Zurich - Invercargill - Singapore - Tokyo

Important Notice: This document serves informational purposes only. It constitutes neither an investment advice, an investment service nor
the invitation to make offers or any declaration of intent; the contents of this document also do not constitute a recommendation for any
other actions. The validity of the provided information is limited to the date of preparation of this document and may change at any time for
various reasons, especially the market development. The sources of information are considered reliable and accurate, however we do not
guarantee the validity and the actuality of the provided information and disclaim all liability for any damages that may arise from the use of
the information. Historical information cannot be understood as a guarantee for future earnings. Predictions concerning future developments
only represent forecasts. Statements to future economic growth depend on historical data and objective methods of calculation and must
be interpreted as forecasts. No assurances or warranties are given, that any indicative performance or return will be achieved in the future.
The terms Aquila and Aquila Capital comprise companies for alternative and real asset investments as well as sales, fund-management and
service companies of Aquila Group (“Aquila Group” meaning Aquila Capital Holding GmbH and its affiliates in the sense of sec. 15 et seq. of
the German Stock Corporation Act (AktG)) . The respective responsible legal entities of Aquila Group that offer products or services to (poten-
tial) investors/customers, are named in the corresponding agreements, sales documents or other product information.

A publication of Aquila Capital Investmentgesellschaft mbH. As of February 2020. Author: Peter Schnellhammer


https://www.xing.com/companies/aquilacapital/updates
https://twitter.com/aquilacapital
https://www.linkedin.com/company/aquila-capital

