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German residential assets offer an attractive combination of risk and reward. Absolute return performance has
been strong. Perhaps more importantly, the distribution of results is characterised by a “positive asymmetry”,
whereby the upside end of the distribution of expected returns is substantially “thicker” than the downside tail.
This owes to a number of intrinsic features of the market that make tenants and their rents relatively “sticky”
on the downside. These include cultural aspects of rental housing and the regulatory framework. Downside is
further limited by a lack of new supply and entry pricing that is at or below replacement cost. At the same time,
growth is likely. At a minimum, rent escalation features built into the regulatory framework tend to track CPI,
providing a measure of at least inflationary growth. Strong residential demand as well as opportunities for
operational enhancement provide upside potential. The combination of all of these factors supports our view
that the German residential sector represents an especially attractive risk-adjusted return proposition.

Performance Characteristics & Value-Creation Drivers of German Residential
Investment returns data from IPD show that residential returns in Germany and other European countries have
been strong. As the table below indicates, residential was the strongest performing sector in both the UK and
Germany over the past 15 years. Results in other countries have also been solid.
RENTED RESIDENTIAL HAS STRONG PERFORMANCE RECORD:
Annual Average Returns by Sector & Country (2000-14)
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What about risk? This is where residential really shines. In order to focus exclusively on the occupier
fundamentals of the sector, stripping out capital market effects, we calculate the downside volatility of each
sector’s IPD rental value growth series. We calculate downside volatility, rather than general standard
deviation, so as to not penalise assets that tend to deliver upside surprises. Downside volatility is defined as
the standard deviation of all results that fail to meet some baseline hurdle return. For the hurdle rental value
growth rate we used the actual rate of inflation in that period. In other words, we measure the risk that each
sector will deliver substantially worse than 0% real growth.
CLEAR TRACK RECORD OF POSITIVE RETURN ASSYMETRY:
Downside Volatility¹ of Rents (2000-14)
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1.
Downside volatility is defined as the standard deviation of negative real rental growth results (rental grows minus
inflation). Downside volatility is a component of the Sortino Ratio concept, which is concerned with downside
volatility, ignoring upside surprises.
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As the chart above shows, downside volatility in the residential sector is less than for the commercial sectors
in every country except for France, where it is similar to retail. German residential has the second lowest
downside volatility of any country/sector combination. This highlights the attractive risk profile of German
residential as an investment. Below we present a schematic comparison of this risk profile against that of a
more conventional investment sector.
Schematic of Expected Real Estate Return Distributions
European Residential vs. Other Real Estate Sectors
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As the diagram indicates, several factors limit the likelihood of downside outcomes in the sector:


Tenant stickiness – Tenant turnover in German residential is relatively low, with the average duration of
tenancies ranging from 5-10 years, depending on location. This owes to a number of factors. First, it is
expected that tenants will invest in their apartment, providing their own kitchen cabinets and
appliances, and in some cases, flooring (on average they make an only partially recoverable
investment of at least €2,000). Tenants prefer to amortise the cost of these improvements over a
greater number of years in occupancy. Second, rental regulation stipulates that the rents for in-place
tenants increase at the average index rent for similar quality apartments in the same submarket (the
follow the Meitspiegel or “rental mirror”). Because this index normally lags the market, it is generally a
better “deal” for tenants to remain in their current flat than it is to move.



Relative housing affordability – As will be detailed in a later section, Germany scores extremely well on
metrics comparing income levels to rents and home prices. As such, there is little risk that rents or
prices are overvalued and therefore subject to declines.



Supply constraints – Many German cities, like all of Europe, have planning and land availability
constraints that make it challenging to add additional supply to the market. A study by the OECD, for
example, indicates that the price elasticity of housing supply (a measure of the responsiveness of
development to price changes) in Germany is less than 25% that of the United States and 45% that of
Japan.



Favourable entry point relative to replacement cost – According to our analysis, many residential
assets in Germany are still available at per square meter prices at or below replacement cost.
Moreover, they are low relative to such metrics in other countries. This provides an element of inherent
protection.
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Meanwhile, there are numerous source of opportunity to potentially drive growth and generate an upside result:


Operational improvement – Many portfolios of German residential assets have been relatively
undermanaged. The German residential sector has not yet fully adopted systems and processes as
multifamily owners have done in other markets, particularly the US. In most German residential
portfolios there remain significant opportunities to improve operating efficiency, reduce rental
delinquencies, enhance expense recovery, and boost collection rates. There is also scope to
implement IT systems that monitor and assist with asset management and tenant accounting.
Although the nature of the German housing market makes on-site marketing suites unnecessary, there
is scope to improve marketing to new tenants through strategic branding, advertising, and the internet.



Rental mark-to-market gain – Upon receiving vacant possession of a unit, there is often the potential to
realise a mark-to-market gain on the rent. This is because, as noted above, the index to which rents for
in-place tenants is linked usually lags the market. Subject to some limitations in some markets, rents
for new leases reflect open market pricing. (In other countries, such as the Netherlands, there is
further mark-to-market gain to be realised by de-regulating a unit, although this is presently not
possible in Germany.)



Unit renovation works & area additions – Often it is possible to renovate a unit upon vacant
possession and achieve a higher rent upon re-leasing. If the renovations are substantial enough, the
rent for the unit will not be subject to any limitations on rent even in markets where the “rental brake”
is in place (see discussion below). There may also be opportunities to increase the leasable area of
apartments, for example by expanding them into attic areas or adding balconies. Moreover, it is also
possible to increase rents even for existing tenants if certain modernisation is undertaken, especially if
they relate to energy efficiency. More detail on this is provided in a later section, but leveraged IRRs on
incremental capital invested in modernisation can reach 15-26%, according to Morgan Stanley.



Gains on portfolio rationalisation – The history of many German residential portfolios is such that they
typically include assets in disparate submarkets and of widely varying quality. This owes to the fact
that many portfolios originated as part of municipal housing corporations or housing companies
affiliated with a large employer, such as Deutsche Bahn, rather than through deliberate portfolio
construction. As such, there are often opportunities to “rationalise” portfolios by selling non-core
assets, normally those with weaker growth potential because they are toward the top or bottom of the
quality spectrum. Exit options include privatisations (condo conversion) and partial sales to other
investors.
In terms of privatisation, investors should not blindly assume that an arbitrary percentage of units in a
portfolio can be sold to tenants, but examine portfolios on a building-by-building and even unit-by-unit
basis to identify specific apartments that are ripe for privatisation. Investors should also consider
which assets it may make sense to dispose of in “block sales” to smaller investors, such the wealthy
doctors and dentists who support liquidity in Germany for transactions with smaller lot sizes and in
smaller cities.



Increased investor demand for German residential – Finally, investor demand for German residential
has grown substantially in recent years, and we see scope for more improvement. As such there is
room for some additional yield compression/multiple expansion.

In summary, the German residential sector has intrinsic characteristics that limit downside risk, and a number
of features that facilitate additional value creation and growth. And as a baseline, income growth is supported
by rent escalation terms that tend to be correlated with inflation.
It is worth noting that not only does German residential represent an attractive risk-adjusted return on a freeand-clear basis, the characteristics described above are also conducive to the application of moderate
amounts of leverage, given the limited downside. Indeed, German residential is easily financeable from a
variety of sources, including banks, covered bonds, and even CMBS. It is telling that risk spreads for German
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residential are around half those for the commercial sectors. This suggests that debt markets are aware of the
attractive prospective return distribution.

German Residential: Supply & Demand
The German residential market can be characterised by strong demographic-driven demand, particularly in
certain regions and cities, combined with very modest levels of new housing supply.
Demographic-Driven Demand
It is well established that German demographic growth has been hindered by an ageing population and a lower
growth rate. Recently, however, a rebound in net migration has picked up the slack, pushing population growth
into positive territory. As the chart below shows, net migration into Germany turned sharply positive starting in
2010, driving a rebound in the overall population. The rebound in German growth is driven by Germany’s robust
economy and the relative employment prospects there versus other European countries.
NET MIGRATION HAS DRIVEN REBOUND IN GERMAN POPULATION:
German Population & Net Migration (2000-14)
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Drilling into the demographic data further, it is evident that for two reasons, demographic-driven demand for
housing is even stronger than suggested by the rental growth identified above. Both are highlighted in the chart
and map below.
VARIABLE DEMOGRAPHIC OUTLOOK –
KEY REGIONS, HOUSEHOLD NUMBERS OUTPERFORMING:
German Population and Household Count by City Type (2000-2020f)
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First, the pace of growth in households is substantially stronger than growth in the population as a whole. This
is driven by a trend toward smaller households due to ageing and latter marriage. Because single-person
households normally require more than one-half the floor space as does a two-person household, this should
result in a net increase in housing demand.
Second, the internal migration within Germany is driving much stronger growth in certain regions than is evident
at the national level. As the chart above indicates, the top 15 cities in Germany are seeing strong population
gains, whereas the rest of the country is actually experiencing population declines. As the “heat map” above
indicates, the strongest population gains are expected in the south of the country, with the greatest gains
occurring around Munich and Berlin, and in Baden-Württemberg. There is also strong growth around major
cities such as Frankfurt, Hamburg, Cologne, Dusseldorf, and Bremen. Meanwhile, declines are apparent in
some of the ex-industrial areas in the West, and in large swathes of the former East Germany.
Subdued Supply
At the same time that demand is strong, the levels of new construction remain only slightly above their lowest
levels in the post-war years. Although supply has rebounded somewhat since the nadir in 2010, a closer
analysis of this recovery shows that the revival in new supply (and indeed almost all of the aggregate
apartment completions) consists of high-end for-sale apartments in select top cities such as Munich. There
continues to be minimal new supply of apartments targeting the rental and non-luxury segments of the market.
SUPPLY REMAINS JUST ABOVE ALL-TIME LOWS:
Apartment Completions Germany 1950-2013
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Value & Rent Growth: History & Outlook
The result of this demographic-driven demand and minimal new supply has been a strong revival in growth of
rents and home prices. Rents have been growing at 3-4.5% for the past few years, while prices have been
growing by 3-5%. Note that the recovery in prices and rents really gathered momentum around 2010, just as
net migration into Germany began to pick up again.
SOLID, SUSTAINABLE RENTAL & PRICE GROWTH:
Change in Residential Rents and Prices Germany 1997-2014
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Naturally, it is important to ask: Is this robust, consistent growth sustainable? Indeed, some commentators,
albeit only domestic German ones, have publicly signalled the risk of a bubble. Our view, based on an
examination of housing affordability as well as the catch-up potential in home prices and homeownership
levels, suggests that current conditions look nothing at all like a bubble. In the global context, the recent
growth in the German housing market is modest and steady. Affordability metrics suggest housing is still cheap
compared to income levels, not overpriced as it is in some markets.
We provide additional detail on the analyses that lead us to this conclusion in the sections that follow.
Fundamentals Check: Affordability
Housing in German cities is extremely affordably priced relative to other European markets. The chart below
ranks European cities according to an affordability index that combines key indices of housing rent and price
affordability: the price-to-income ratio, the price-to-rent ratio, and mortgage costs as a percentage of income.
Note that the scale depicted by the chart is intended for comparison of magnitude only; it does not have a
direct numerical interpretation. Shorter bars indicate more expensive housing relative to local income levels.
DESPITE RENT/PRICE GROWTH, GERMAN RESI STILL AFFORDABLE:
Affordability Index¹ Various European Cities 2015
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As the chart indicates, German cities are clustered toward the more affordable end of the spectrum. Scores
such as these are inconsistent with any diagnosis of a housing bubble. Only Munich, which is highly supply
constrained and ranked as one of the world’s most liveable cities, features anywhere close to the less
affordable end of the spectrum. This analysis is consistent with a comparison by Morgan Stanely, below, which
shows that over the long term, house price growth in Germany has been substantially outstripped by
disposable income, even considering the recent price rebound. The trend suggests that since around 1980,
housing in Germany has become progressively more affordable.
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CATCH-UP POTENTIAL VS. INCOME GROWTH: House Prices vs.
Disposable Income (75=100) Germany 1975-2014

Disposable
Income

House Prices

Source: Morgan Stanley; Heitman Research

Fundamentals Check: Catch-Up Potential
It is also notable just how much house prices in Germany have lagged those in other countries. As the chart
below shows, German prices were essentially flat in real terms for many years as the market adjusted to the
effects of re-integration of East and West Germany. As net migration rebounded in 2010, German home prices
started to drift upward. But the movement has not been extreme relative to those of other countries. None of
these observations point to the likelihood of unsustainable price growth.
CATCH-UP POTENTIAL VS. OTHER COUNTRIES:
Nominal Home Price Index (92=100) Selected Countries 92-14
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Fundamentals Check: Owner-Occupier Market
As it currently stands, Germany has the lowest homeownership rate among major countries, as the chart below
shows. This is a dual significance for investment in the German residential sector. First, it means that Germany
has a strong culture of renting flats. There is no social stigma about being a renter, meaning that the credit
quality of the renter pool does not suffer any major negative bias versus the rest of the population.
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GERMANY LAGS OTHER COUNTIRES IN HOMEOWNERSHIP:
Homeownership Rates Selected Countries 2013
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But it also means that there is potential for “catch up” as more households elect to move into
homeownership. We are already seeing signs of an upward shift, albeit a modest one, of the homeownership
rate in Germany. Near record-low mortgage rates (see above chart) are at least partly responsible for this
change. But it also reflects expectations among households of continued priced growth. More demand from
owner-occupiers will help to support investment strategies that include some element of privatisation (condo
conversion). It also points to the likelihood of continued upward price pressure, especially given the highly
affordable starting point.

Capital Markets Environment
The German rented residential market has matured and is now one of the most institutional, liquid, and
financeable segments of the European property market. Since the Global Financial Crisis (GFC), investment
volumes in the sector have rebounded to strong but sustained levels, with around €11-13 billion transacted in
each of 2012, 2013 and 2014. As of June 2015, the pace of investment in 2015 appears to be consistent
with this level or somewhat stronger, as the chart below shows.
CONSISTENTLY STRONG TRANSACTION VOLUMES:
Residential Portfolio Transaction Volumes
Germany: 1997-2015 YTD
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1. Full year estimate. Actuals (in blue) through 19 Jun.
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Residential portfolio transactions now make up around one-third of all property investment volume in Germany,
up from around 15-20% in the pre-GFC years. Listed residential companies dominate the country’s publicly
traded real estate markets, and the sector has attracted new CMBS issuance and IPO activity, both still
relatively rare in post-GFC Europe.
Not surprisingly, the profile of the typical transaction and investor in the market has changed considerably
since before the GFC. The range of normal transaction sizes is broader and return expectations are lower.
Meanwhile, the profile of the typical buyer has changed. The investment market for German residential
portfolios was catalysed in the early- and mid-2000s by chunky bets made by big players such as Terra Firma,
Fortress, Blackstone, Cerberus, Morgan Stanley, and Goldman Sachs. By contrast, listed companies and direct
purchases by pension funds dominate today.
The retreat of big private equity funds signals a stabilised phase in the evolution of the market and more
realistic expectations on the part of investors. Pre-GFC strategies targeting high-octane returns driven by massscale privatisation (condo conversion) and financial engineering did not achieve the desired results. Today the
investment opportunity set is drawing in longer term, strategic capital with return expectations that are
appropriate given the market’s high level of transparency, awareness, and liquidity. Like any sector that has
emerged, the cost of capital has fallen with increased maturity. The new environment is healthy for the German
residential market; it implies increased stability because investment is being financed by longer-term sources
of capital.
Listed Sector
The most important driver of the capital markets for German residential has become the listed sector. As the
chart below shows, residential firms in Germany currently account for around €23 billion of market
capitalization or more than €45 billion of implied gross asset value (GAV) at today’s loan-to-value (LTV) ratios.
This represents the lion’s share of the listed real estate market in Germany.

RESI COMPANIES HAVE COME TO DOMINATE GERMAN REIT MARKET:
German Listed Market Cap and Number of Resi Names: 01-15(Jun)
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One key trend in the recent evolution of the listed German residential market has been M&A activity, bringing
the listed sector into a consolidation phase. As the chart above shows, the number of listed firms tracked in
the EPRA index has declined from a peak of six to four today. After Deutsche Annington’s IPO in July 2013, it
has been especially acquisitive, buying large private portfolios as well as acquiring listed rival Gagfah in
December 2014. This deal eclipsed the previous record holder for German residential M&A, the acquisition of
GSW by Deutsche Wohnen at the end of 2013.
As the table below shows, German residential companies are richly valued by the listed market. They trade at
premium to NAV of, on average, around 17% and at an implied portfolio yield of 4.9%. We view this as
confirmation from the marketplace as to the strength of the sector.
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GERMAN RESI REITS TRADING AT LARGE PREMIA, LOW YIELDS:
Listed German Residential Companies Valuation Metrics: 15 Jun 15
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Additional Detail on Regulatory Framework
As noted earlier, rented housing in Germany is subject to regulation. German housing regulation reduces
vacancy risk by encouraging tenant stickiness, but it also slows the pace at which landlords get access to
vacant units. Subject to compliance with the terms of their lease, existing tenants have security of tenure.
Their rents can only be increased in line with a government-published market index, the Mietspiegel (“rental
mirror”), and no more than 20% every three years (15% in Berlin and parts of Bavaria).
A Mietspiegel is a database of local rents agreed on new leases during the four years preceding its reference
date. It is updated at least every two years and is recompiled every fourth year. To adjust for the type of
apartment being benchmarked, the outputs of the Mietspiegel are normally segregated by apartment size,
quality, and location. As a result of the Mietspiegel, in-place rents in a rising market will lag market levels.
While this system limits the immediate upside of rising rents for owners of rented housing, it also has the
effect of dampening volatility and increasing the stickiness of existing tenants, who are incentivised to stay if
rents rise, and we expect they will continue to do so.
As noted above, there are exceptions to this rule when renovations are made. According to German law,
landlords can re-charge 11% of qualifying modernisation expenses to a sitting tenant in the form of higher rents
if these expenses relate to improving energy efficiency or accessibility for the elderly. However, any
modernisation project is usually a mix of qualifying and non-qualifying expenditures. According to a report by
Morgan Stanley, around 65% of modernisation expenditures can be charged to tenants, resulting in a yield on
investment of around 7% (i.e., roughly 65% of 11%). In addition, qualifying capex can be financed at an
attractive rate through a government-owned development bank. As a result, leveraged IRRs on incremental
capital invested in modernisation can reach 15-26%, according to Morgan Stanley.
Generally speaking, regulation does not impede the free negotiation of rents for new leases. However, the
government recently implemented a “rent brake” that allows German Federal states to implement a limitation
such that rents in specified locations cannot be more than 10% above a “reasonable level”, usually defined as
the Mietspiegel level. Although the Mietspiegel is meant to reflect market rates—and therefore the rule appears
to say “market rents cannot be set above market”, a redundant concept—it does introduce a lag. It should
also be noted that the rent brake rule is meant to be temporary, with restrictions expiring after five years. Not
all states have enacted the rule and some may elect not to do so.
Overall, the impact of this change is expected to be limited from a top line growth perspective. This is because
it is incumbent on the new tenant to prove that they are paying too much rent after the lease is already agreed.
Few are expected to bother. Moreover, most rental contracts can be easily structured so that costs are
allocated differently between parking, the apartment, and other areas, avoiding the rental brake. This increases
the importance of diligent management and monitoring, but allows for the same growth in aggregate rental
income to be realised. Finally, the regulations do not apply in the case of substantial renovation. Many
investors already find it profitable to conduct value-added capex every time they achieve vacant possession for
an apartment; in these cases the apartment is considered “new” and the rent brake does not apply.
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Conclusion
In conclusion, despite recent improvement in the German residential occupier and capital market environment,
the sector still has room to run. Growth in rents and prices is strong, steady, and sustainable. The sector is
liquid, financeable, and offers a multiplicity of exit options. Absolute return expectations are lower than a few
years ago, but risk-adjusted returns are strong due to an attractive “positive asymmetry” of likely outcomes.
We recommend and aggregation strategy focused on smaller portfolios rather than attempting to compete in
the large portfolio space, which is dominated by the listed companies. Investments can take the form of a
core/core+ strategy that emphasises the return drivers detailed above, or a more privatisation-rich approach,
for the right portfolios, targeting value-add returns.
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