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Momentum Turns Positive
The past few months have been notable for a significant 
pickup in sentiment. Key forward-looking measures of real 
estate demand—which include hiring intentions, business 
sentiment and consumer confidence—have improved 
dramatically, linked to successful vaccine rollouts across 
Europe and significant reductions in restrictions that have 
permitted widespread reopenings in service industries.

Based on our leading indicator, real estate space demand is 
set to follow suit (exhibit 1). We expect to see a pickup in net 
absorption through the remainder of the year as corporate 
demand gets boosted by a more optimistic outlook, 
expansion plans to capitalize on the growth environment 
and, for many tenants, the necessity of finally dealing with 
long-delayed location decisions. 

Exhibit 1: Space Demand and Leading Indicator 

Sources: Cushman & Wake�eld, Eurostat, PMA, PGIM Real Estate. As of September 2021.

Net Absorption - Commercial Property Leading Indicator (+2Q) 

Normalized European Commercial Property Absorption and Leading Indicator

Rebound in our leading indicator 
points to improved leasing activity and 
space absorption through the second
half of the year. 
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Yield Shift Driving Value Growth, But Risk Premium 
Being Eroded
As we would expect, investors are picking up on the same 
positive sentiment signals. COVID-19-related restrictions 
are easing, and investment volume is rising, now close 
to regaining its pre-pandemic levels. Capital raising has 
been patchy this year, but investors still have a lot of dry 
powder left over from several strong years leading up to the 
pandemic. With occupier performance improving, a lot of 
capital is ready to be deployed, and deal volume is set to 
increase further as the year goes on. 

Competition for deals is heating up, and the share of markets 
reporting yield compression—which represents an excess of 
investment demand for assets in a given sector or market over 
available supply at a given price—has picked up (exhibit 2). 
When pricing improvements are put alongside strengthening 
occupier markets, capital value growth is set to return to 
positive territory this year.

However, there is another side to the story. By definition, 
yield compression implies erosion of risk premium—other 
things being equal; and they are equal because there has 
been no major shift in either long-term growth potential 
or interest rates. In turn, this makes property relatively less 
attractive, and once it goes past its equilibrium level, it starts 
to look expensive, thereby raising the prospect of a future 
value correction.

Risk premium erosion is most notable in the logistics sector, 
in which more than 90% of major European markets 
have recorded inward yield shifts since the start of the 
year as investors look to increase historically low portfolio 
weightings to what is still the best-performing sector. 

In our view, logistics clearly has a strong near-term outlook 
and is still supported by structural trends that point to 
lower risk premiums than observed in the past. However, 
capital is flowing in at pace, yields look likely to compress 
further and the risk is that the sector starts to look 
expensive. And then we’re in line for a correction if, for 
example, supply starts to adjust.

Sources: Cushman & Wake�eld, MSCI, PGIM Real Estate. As of September 2021.

Exhibit 2: Yield Compression and Relative Pricing 
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�e rebound in yield compression 
suggests capital value growth will be 
positive again this year. 
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How Does Real Estate Fare Against Inflation?
A look beyond the near-term momentum story shows it 
is certainly worth revisiting the question of property as an 
inflation hedge, given that a substantial—though likely 
transient—increase in inflation is acting as a backdrop to the 
current global economic recovery.

Clearly, compared with nominal fixed-interest assets, real 
estate is relatively well positioned to capture inflation 
through several channels, including contractual lease uplifts, 
renewals and the reletting of empty space. 

In the UK, we can look at how property has fared over a long 
time period. Exhibit 3 makes clear that property values have 
broadly kept up with inflation over a sustained period—and 
importantly during times of much higher inflation, including 
in the 1970s and 1980s. 

Since 1980, UK real estate values have broadly kept pace 
with inflation, and although that suggests a strong inflation 
hedge, the relationship varies significantly over time based 
on such factors as supply; and we also must consider that 
property has gone through a long period of structural yield 
compression in the past few decades. We think property 
yields can’t move much lower on a sustainable basis, and 
therefore this boost is unlikely to be repeated; so we also 
must look at how the income side fares.

Sources: Cushman & Wake�eld, Eurostat, PMA, PGIM Real Estate. As of September 2021.

Exhibit 3: UK Long Run Performance
UK All Property Capital Growth and CPI Inflation – 10-Year Rolling Average (% p.a.)
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Evidence from the UK suggests capital values have 
broadly kept pace with in�ation over a very long time 
period, although this has been weaker in periods of 
oversupply such as in the early-1990s. 
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Exhibit 4 looks at all property rental growth in real terms 
across Europe. Similarly, over a long time period, that growth 
has been positive—by way of an average of 0.5% per annum 
since 1982—although it is also highly cyclical. As before, 
much of the cyclicity can be explained by supply: most 
notably, in the early 1990s, when vacancy was persistently 
high and rents declined for several years. 

But we can also see that real rental growth has typically 
been stronger during periods of lower inflation, when only 
modest nominal rent adjustments are required to generate 
positive growth numbers. In contrast, during periods in 
which inflation has been above 4%, rents have struggled 
to keep up. That’s partly because landlords struggled to 
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Sources: Cushman & Wake�eld, PMA, Oxford Economics, PGIM Real Estate. As of September 2021.

Exhibit 4: European Real Rental Growth
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Real rental growth has 
typically been stronger in low 
in�ation environments. 

�e most recent 
cycle featured 
consistently low 
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capture the full extent of the higher inflation in lease 
negotiations at those times, but history also shows that the 
likelihood of a supply response that dampens rental growth 
rises when inflation is high.

So, although there are a lot of factors to consider, we can say 
confidently that real estate is a better hedge against inflation 
than nominal assets are, and it offers good protection 
over long-enough time horizons. Real estate’s ability to 
protect against inflation will be boosted by a low-supply 
environment that is currently a feature of the market, and 
ultimately, inflation should remain below that worrisome 4% 
mark—even if it is higher than usual for a while.
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PGIM is the primary asset management business of Prudential Financial, Inc (PFI). PGIM Real Estate is PGIM’s real estate 
investment advisory business and operates through PGIM, Inc., a registered investment advisor. Registration as a registered investment 
adviser does not imply a certain level or skill or training. PGIM, their respective logos as well as the Rock symbol are service marks 
of PFI and its related entities, registered in many jurisdictions worldwide. PFI of the United States is not affiliated in any manner 
with Prudential plc, incorporated in the United Kingdom or with Prudential Assurance Company, a subsidiary of M&G plc, 
incorporated in the United Kingdom. In the United Kingdom, information is issued by PGIM Limited with registered office: 
Grand Buildings, 1-3 Strand, Trafalgar Square, London, WC2N 5HR. PGIM Limited is authorised and regulated by the Financial 
Conduct Authority (“FCA”) of the United Kingdom (Firm Reference Number 193418).  In the European Economic Area (“EEA”), 
information is issued by PGIM Real Estate Luxembourg S.A. with registered office: 2, boulevard de la Foire, L-1528 Luxembourg. 
PGIM Real Estate Luxembourg S.A. is authorised and regulated by the Commission de Surveillance du Secteur Financier (the 
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countries, information is, where permitted, presented by PGIM Limited in reliance of provisions, exemptions or licenses available 
to PGIM Limited under temporary permission arrangements following the exit of the United Kingdom from the European Union. 
These materials are issued by PGIM Limited and/or PGIM Real Estate Luxembourg S.A. to persons who are professional clients as 
defined under the rules of the FCA and/or to persons who are professional clients as defined in the relevant local implementation of 
Directive 2014/65/EU (MiFID II). PGIM Real Estate Germany AG is a German Capital Management Company with a respective 
license pursuant to sec. 20, 22 of the German Capital Investment Act (Kapitalanlagegesetzbuch–KAGB). In case PGIM Real Estate 
Germany AG markets or distributes units or shares in external investment funds, i.e. investment funds for which PGIM Real Estate 
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the KAGB, such marketing or distribution is performed in accordance with sec. 20 para. 3 no.6 KAGB. PGIM Real Estate Germany 
AG is not responsible for the collective portfolio management (including portfolio and risk management) within the meaning of 
Directive 2011/61/EU or, respectively, the KAGB, with regard to the respective investment funds in this case. It is also not responsible 
for the content of any marketing material (including prospectus, Offering Memoranda etc.) provided by the fund manager or other 
third parties. PGIM Real Estate Germany AG will not examine or assess the individual situation of any prospective investor and 
does not provide any personal recommendations, including recommendations related to tax issues, to prospective investors relating to 
transactions in the respective investment funds. Where relevant, prospective investors should seek advice from qualified third parties 
before they take an investment decision. In Japan, information is provided by PGIM Real Estate (Japan) Ltd, a Japanese asset manager 
that is registered with the Kanto Local Finance Bureau of Japan. The information provided in the document is presented by PGIM 
(Singapore) Pte. Ltd.), a Singapore investment manager that is registered with, and licensed by the Monetary Authority of Singapore. 
In Hong Kong, information is provided by PGIM (Hong Kong) Limited, a regulated entity with the Securities & Futures Commission 
in Hong Kong to professional investors as defined in Section 1 of Part 1 of Schedule 1 (paragraph (a) to (i) of the Securities and 
Futures Ordinance (Cap.571). In Australia, information is issued by PGIM (Australia) Pty Ltd (“PGIM Australia”) for the general 
information of its “wholesale” customers (as defined in the Corporations Act 2001). PGIM Australia is a representative of PGIM 
Limited, which is exempt from the requirement to hold an Australian Financial Services License under the Australian Corporations 
Act 2001 in respect of financial services. PGIM Limited is exempt by virtue of its regulation by the Financial Conduct Authority 
under the laws of the United Kingdom and the application of ASIC Class Order 03/1099. The laws of the United Kingdom differ from 
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trading personnel, may provide oral or written market commentary or ideas for PGIM Real Estate’s clients or prospects or proprietary 
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