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INVESTING IN EUROPEAN REAL ESTATE:
CONSIDERATIONS FOR UK INVESTORS
In this paper we look at the optimal allocation to European real estate for a UK institutional investor. The paper
shows that UK investors could significantly improve their risk-adjusted returns by taking some exposure to
continental Europe.
Our case rests on structural factors that are independent from the current geo-political and healthcare context.
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BENEFIT FROM DIVERSIFICATION
Exhibit 1 shows total returns for both the UK and Europe
(ex-UK)1 over the 2001-2019 period2. Over this timeframe,
the UK has delivered higher total returns than the rest
of Europe (7.9% vs. 6.8%) but at the cost of a three-time
higher volatility. Returns in the two regions are not

EXHIBIT 1:
TOTAL RETURNS
BY REGION –
LOCAL CURRENCY
(%)

highly correlated, the correlation coefficient being just
slightly more than 0.4 over the whole period. As a result,
there exists significant potential for diversification when
investing in both regions.
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Europe mostly coincides with Continental Europe along with Ireland.
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This specific MSCI index includes all property sectors.
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Exhibit 2 shows different combinations of risk/return
positions based on varying allocation to both UK and
European (ex-UK) real estate. Given the features of these
two series, as we move from a 100%-UK allocation (top

Source: MSCI, BNP Paribas REIM
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EXHIBIT 2:
TRADE-OFF BETWEEN
ALLOCATIONS TO
THE UK AND EUROPE
EX-UK – LOCAL
CURRENCY3
(%)

right-hand corner) to portfolios increasingly invested into
Europe, risk is reduced more rapidly than return, which,
all other things being equal, would benefit a UK investor
aiming at decreasing his exposure to risk.
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VOLATILITY

So far, this analysis has been conducted by using returns denominated in local currency, so that in effect we have
assumed that exchange rates do not move, or that investors can wholly hedge currency risk at no additional cost. A
more realistic analysis needs for this assumption to be relaxed. As a result, we now assume that exchange rates change
over time.
Historical returns for European real estate are now
fully incorporating the effects of the changing GB£/€
exchange rate over time. Exhibit 3 shows that an
unhedged UK investor totally allocated to Europe, would
have benefited from higher returns when compared to
a 100% UK allocation4 over the last 20 years. However,
his risk, as measured by volatility, would have also been
much higher when compared to a European investment
denominated in €.
Typically, exchange rate changes are quite dramatic,
and, in practice, may support returns or reduce them,
according to currency movements. Correspondingly,
there exist some important implications for cross-border
investment. In practice, a UK investor who does not
hedge currency exposure has to consider currency as an
additional asset.

3

The European series is denominated in €, while the UK series is denominated in GB£.

4

Compare the UK and the GB£-denominated Europe (ex-UK) data in Exhibit 3.

5

The Sharpe ratio uses the 3-month Libor average for the 2001-2019 period.

EXHIBIT 3:
TOTAL RETURNS IN DIFFERENT
CURRENCIES – ALL PROPERTY 2001-2019
(% P.A.)
UK

Europe
(ex-UK)

Europe
(ex-UK)

GB£

€

GB£

Total return

7.9

6.8

8.9

St dev

9.5

3.2

9.1

Sharpe ratio5

0.6

1.4

0.7

Source: MSCI, Macrobond
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Exhibit 4 repeats the previous allocation trade-off exercise
(shown in Exhibit 2) but total returns are now denominated
in GB£. The evidence shows that portfolios skewed to UK
real estate are less efficient than portfolios dominated by

Source: MSCI, BNP Paribas REIM
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EXHIBIT 4:
TRADE-OFF BETWEEN
ALLOCATIONS TO THE
UK AND EUROPE EXUK –GB£ (%)

European allocations, i.e. those positioned on the upper
part of the curve, according to standard finance theory.
The least risky portfolio is the one where the portfolio is
roughly equally allocated to the UK and Europe.
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VOLATILITY

As a result, historical evidence shows that, for a UK-based
investor, risk-adjusted returns increase if part of the
portfolio is invested in European real estate. In practice, by
allocating capital beyond the domestic borders, an investor
can play with different market cycles and, as a result,
reduce the general level of risk to which the portfolio is
exposed. Vital ingredients for successful diversification are
negative or positive-but-low return correlations across
investible markets, as well as the scope for comparatively
higher returns.
To practice, we understand that there might exist different
types of constraints to the ability of effectively pursuing
geographical diversification. Restrictions on cross-border
investment take many forms, ranging from regulatory to
tax efficiency or asset-liability considerations. However,
attaining some diversification benefits does not need

investors to allocate a too significant part of their portfolio
to cross-border investment. Indeed, it would be sufficient
for a UK-based investor to allocate a mere 10% of the
portfolio in Europe to increase its risk-adjusted returns.
There are a couple of caveats in this study that we need
to highlight, though. First, our analysis is totally based on
historical data. The use of this data is fairly valuable with
respect to volatility and correlations but it is obviously
less accurate for returns, as future returns are likely to be
different and probably lower than past ones. Another caveat
is about exchange rates. We assume either no movement in
exchange rates (or, alternatively, full hedging at zero cost)
or a totally unhedged position, all these assumptions being
unrealistic. These points are clearly important and will be
addressed in another paper. However, we maintain that the
general conclusions drawn in this section are still valid.

CONCLUSION:
To summarise, UK-based institutional investors
can benefit from higher risk-adjusted returns
by allocating part of their capital to crossborder investment. Even a moderate allocation
to non-UK real estate produces positive effects
on portfolio performance.
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LARGE STOCK AVAILABILITY
AND HIGH LIQUIDITY
There are other reasons to invest overseas, aside
diversification benefits. One of them is market depth and
liquidity. European markets, both individually and all
together, represent a considerable share of the real estate
investible universe. It follows that, UK-based investors,
seeking to access institutionally-investible product, should
take a closer look at Europe.
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EXHIBIT 5:
EUROPEAN
INSTITUTIONALGRADE STOCK BY
COUNTRY - 2019
(£ BN)

The European property markets is large and diverse, as
shown in Exhibit 5. The total size of European institutionalgrade real estate is estimated at around £2.3 trillion (€2.6
trillion). The UK is the largest market at £550 billion (€600
billion), equivalent to 24% of the total. However, this means
that 76% of the European investible market is outside
the UK. Germany and France are the largest continental
markets.
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Moreover, although the UK is by definition a very liquid
market, transactions levels are also very high in Europe.
European turnover in commercial real estate (including
the UK) has reached £235 billion in 2019 (€ 281 billion)6.
Around 80% of the total has been invested outside the

UK (Exhibit 6). An increasing share of investment comes
from outside the region, stressing the importance of global
players, who are attracted by Europe and are comfortable
about investing in Europe.

EXHIBIT 6:
INVESTMENT TRANSACTIONS
IN EUROPE 2019 (TOTAL £235 BN)

21%

Source: BNP Paribas Real Estate

Europe ex-UK

79%

UK

Transparency, whether defined in terms of data availability,
rule of law or investor-friendly regulation, is an important
aspect for any investor determined to invest in a foreign
country. The UK is considered a highly transparent market
in this sense. Generally, Europe scores highly in this

respect, with all of important markets ranked as 'highly
transparent' – these markets include Germany, France, the
Netherlands and Sweden - or 'transparent' – these include
Italy, Belgium and Spain7.

CONCLUSION:
While the UK market is certainly very deep,
it represents only a quarter of the European
institutional property market. UK-based
investors may find appealing the opportunity
to invest in a large number of geographies and
sectors where cycles are unsynchronised.

6

This is commercial real estate only, therefore it excludes residential investment, which is quite important in markets such as Germany and the Netherlands.

7

Source: JLL Global Real Estate Transparency Index 2020.
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ATTRACTIVE VALUE IN EUROPE
European markets also look attractive when compared to premiums versus government bonds. A healthy spread
both bonds yields and finance costs. Indeed, the totality protects property from significant upwards pressure on
of European markets is currently offering attractive yield yields (Exhibit 7).

EXHIBIT 7:
OFFICE YIELD
PREMIUM VS.
GOVERNMENT
BONDS – Q2 2020
(%)
Source: BNP Paribas Real Estate,
Trading Economics
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Moreover, borrowing conditions for European real estate have never been so favourable. Office lending for core property,
the largest segment in the market, has witnessed falling costs for long time (Exhibit 8).

EXHIBIT 8:
FINANCING COSTS FOR
A 5Y MATURITY
(%)

4,5

Source: PMA. Rolling annual; REIT’s and
listed property companies; Bank finance
Core Office Germany/France
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Based on our in-house forecasts, subject to a gradual return
to economic normality, we forecast that Europe (ex-UK)
unleveraged prime total property returns will be around
5.8% and 6.4% p.a. for offices and logistics respectively (in
local currencies), over the 2021-2026 period. Retail will
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perform worse at around 3.5% on average and depending
on the format. Healthcare property is also expected to
show some interesting performance. Although most of
the performance will come from the yield component, we
expect some markets to show decent rental growth.

CONCLUSION:
European property offers attractive yields,
especially when they are compared to
government bond rates. Moreover, financing
conditions are very appealing as the cost of
debt remains at historically low levels. As a
result, we expect solid medium-term returns
as the economy recovers from next year.
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HOW TO BUILD A EUROPEAN PORTFOLIO
Europe is a mix of different markets, each of them
characterised by their own local dynamics. As a result, we
believe it is important to rank cities and sectors according
to their potential returns and risks. We have therefore
developed a formal, in-house, methodology based on factor
investing in order to compare all European markets and
sectors with the aim of facilitating portfolio allocation on a
pan-European scale. Factor investing is designed to enhance
diversification, generate above-market returns and manage
risk. For example, geographical portfolio diversification
has long been popular with managers. However, the gains
of diversification are lost if the chosen markets move in
lockstep with a broader trend. Factor investing can offset
these potential risks by targeting recognised and persistent

drivers of returns. While classical strategies allocate in
terms of countries (or cities) and sectors, we prefer to
allocate on the basis of investment factors. Then, these
factors and their combination provide us with an indication
of where and in what we should invest. Our analysis
(based on both historic data and forecasts) has highlighted
six investments factors that are relevant for real estate
investment: growth, yield, low volatility, liquidity, quality
and value (Exhibit 9). Each of these factors is characterised
by a specific investment rationale. While we believe that a
full discussion on factor investing is beyond the scope of
this paper, the reader is welcome to contact the author to
know more about this subject.

ability to capture
high cash-ﬂows
YIELD The

EXHIBIT 9:
THE SIX FACTORS

The ability to capture
cyclical performance

GROWTH

INVESTOR

Source: BNP Paribas REIM

The ability to capture
mispricing and rental upside

VALUE

EXPECTATIONS

QUALITY

ability to sell
LIQUIDITY The
in a orderly fashion

LOW The ability to reduce volatility risk
VOLATILITY
The ability to capture
long-term growth
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