
Real estate is often seen as a diversifier for a traditional equity 
and bond portfolio. Yet, while most investors are aware of the 
importance of portfolio diversification, many with property 
investments still exhibit varying degrees of ‘home bias’,  
a tendency to favour domestic markets over those in other 
countries. Investors in direct real estate (‘bricks and mortar’ as 
opposed to property securities tradeable in liquid markets) are, 
if anything, more susceptible to this home bias than others. 
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In this article, we analyse the prevalence of home bias in 
direct real estate and suggest why it may make sense to 
diversify into international property markets. We also show 
that the reasons to diversify may vary depending on the 
investor’s starting point in their home market and that 
there are specific factors to be taken into account when 
evaluating property investments.

The direct real estate market is large. Investment Property 
Databank (IPD), the data provider, puts the overall market 
at $6.2 trillion (as at 31 December 2015). Bricks and mortar 
represent approximately 10% of the total assets in global 
pension portfolios1 and also usually constitute the largest 
proportion of alternative assets in institutional investors’ 
portfolios. In fact, pension funds, insurance companies, 
sovereign wealth funds, wealth managers and banks 
allocate around 30-60% of their alternative assets to direct 
real estate. Endowments, foundations and fund of funds are 
the only institutional investors where direct real estate does 
not form the majority of their alternative asset allocation. 

1   Willis Towers Watson’s Global Alternatives 2016 Survey and Willis Towers Watson’s 
Global Pension Assets Study 2016.

However, real estate investments tend to be concentrated in 
the investor’s domestic market. As Figure 1 (overleaf) shows, 
the domestic weight can be close to 100%. This contrasts 
sharply with institutional equity portfolios, which once 
exhibited a similar home bias but have diversified significantly 
over the past 20 years and now have only a 43% domestic 
allocation on average (Willis Towers Watson, MSCI, 2014). 

Several reasons have been cited for this tendency to favour 
home markets: 

Behavioural biases 
 Ȃ Familiarity Ȃ investors are better informed about their 

own market than foreign ones and hence feel more 
comfortable with making investment decisions there.

 Ȃ Herding Ȃ investors are also likely to be more 
comfortable doing what others are doing. As most 
investors suffer from home bias, this ‘comfort in crowds’ 
is only likely to exacerbate the effect. 

Figure 1: Too close to home? 
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Returns look winning
It is not hard to see why investors have wanted to make an 
allocation to direct property. Several property markets have 
comfortably outperformed returns from developed market 
equities and bonds over a number of periods (Figure 2, 
overleaf)2. However, it is true that returns have tended to be 
lower in absolute terms over longer periods. This weakness 
can be largely explained by the property crash between 2007 
and 2009 and its aftermath. Despite these poorer years, 
longer-term returns have still been respectable.

While the level of returns clearly matters, their composition 
is also important. One of the key attractions of real estate 
for many investors is its high and relatively stable yield. 
This is particularly important for investors in Germany and 
Switzerland who typically regard property as an alternative 
to corporate bonds and are less focused on total returns 
than, for example, UK and US investors.
2  By way of comparison, the local currency returns for the MSCI World equities  

index were 13.7%, 10.2%, 5.5% and 6.8%,and for the Citigroup World Government 
Bond Index 3.3%, 4.0%, 3.7% and 4.7% respectively over the four periods shown  
in Figure 2.

Hedging domestic risks
 Ȃ The liabilities many investors are trying to meet often 

relate to domestic risks, such as inflation and interest 
rates. Domestic assets are the natural hedge for these 
liabilities, which is the main reason why fixed income 
portfolios tend to have a heavy home bias.

Transaction costs 
 Ȃ Transaction costs in many markets may be higher due  

to regulations, taxes, commission etc. 

So why is home bias particularly prevalent when it comes 
to direct real estate? It is certainly true that this is an 
asset that is significantly less liquid than others and 
requires extensive due diligence and expertise to invest in 
successfully. Investors may therefore feel they understand 
property investments close to home better, and indeed 
that may make investing in property overseas a more time 
consuming and expensive exercise. It could be equally well 
argued, however, that these same characteristics should 
make investors more keen to diversify abroad in a search 
for better Ȃ or at least more consistent Ȃ returns, while 
reducing risk.

Figure 2: International property has offered healthy returns over most horizons... 
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Figure 3: Seeking yields in a low rate environment 
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Although yields have fallen, property still provides a 
superior income return to bonds in most markets. The 
size of this gap is likely to vary over the property cycle, 
depending on prospects for rental growth. When the 
economy is strong and rentals are expected to rise, 
investors may only require a small premium of 1-2% to 
compensate for the additional risks of depreciation and 
illiquidity. Conversely, when the economy is weak and 
rental income static, or expected to fall, investors may 
require a premium of 3-5% over bonds. As it happens, the 
current premium is around this level, which we believe is 
attractive given the prospects for steady economic and 
rental growth in most markets.

Looking in more detail, property yields not only vary across 
countries, but also across different types of property and 
according to the quality of the asset. The chart below 
illustrates the variation in yields across different types of 
property in France, Germany and the UK, using consistent 
data for prime properties (i.e. the best in class). The 
variation reflects two main influences. First, investors are 
broadly rational and in common with other assets, they 
will pay a lower yield for properties which are expected 
to see faster rental growth and income growth in the 
future. Therefore, shops in the heart of big cities where 
there are strict planning controls which protect historical 
buildings and limit new development (e.g. Mayfair, London, 
or Champs Elysées, Paris) command a lower yield than 
distribution warehouses, which are typically on the edge of 
cities where there are plenty of sites for new buildings. 

Second, the range in yields across different types of 
property reflects variations in liquidity and the ease with 
which assets can be sold without disturbing the price.  
Thus, investors will pay a lower yield for a new office in 
a major city than a comparable office in a regional city, 
because large cities typically have a very diverse set of 
domestic and international investors and there are always 
potential buyers in the market. By contrast, smaller cities 
are often dominated by domestic investors and liquidity 
may dry up in a downturn. Likewise, shopping centre  
yields are higher than shop yields, because fewer investors 
can afford to pay £500 million, or more for a prime 
shopping centre.

Figure 4: European prime real estate yields – 2016 Q3 
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In addition, yields on individual properties vary  
significantly according to the quality of the building  
(i.e. specification, sustainability, location) and the  
certainty of the rental income (i.e. financial strength of 
the tenant, unexpired lease term). Unsurprisingly, older 
properties in fringe locations let to start up firms on short 
leases sell at a discount when compared to new buildings 
in central business districts let to multi-nationals on long 
leases. The size of the discount will vary over the cycle,  
but will typically range from 1-4%. The discount can  
create interesting opportunities for investors who are  
quick to identify locations which are becoming more 
attractive, or buildings which are capable of being 
refurbished, or converted to another use (e.g. cinema  
to shop, office to apartment).

Risk can be spread more widely 
Of course, returns are only half the story. Indeed, one of 
the major advantages of real estate should be its potential 
for risk reduction. As we have said, investors often consider 
their home market to be less risky than unfamiliar foreign 
markets. This may be true when the investor lacks the 
necessary expertise, putting them at a disadvantage to local 
investors. However, this is not an argument against investing 
overseas, simply that appropriate expertise is required.

In truth there may be lower risks away from home.  
Take volatility, which is one way to define risk. Volatility 
varies quite widely from one region to another, when 
measured using ‘unsmoothed’ returns (Figure 5), calculated 
using a mathematical approach that attempts to recreate 
the volatility intrinsic to financial markets3. There should 
therefore be potential for investors to reduce risk by 
switching assets into foreign markets.

3  Amongst other things, this takes account of the inevitable lag and infrequency of 
real estate valuations, as well as valuers’ caution and their tendency to understate 
both peaks and troughs in market prices. 
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However, volatility is only one aspect and there are several 
other risks, many stemming from the simple fact that real 
estate is a physical asset, rather than a financial one:

Illiquidity. The extended due diligence required to buy 
bricks and mortar and relatively high transaction costs 
mean that investors need to take a long-term view 
and understand that they cannot sell quickly without 
compromising on price. Investor sentiment and liquidity 
also fluctuate significantly over the property market cycle.

Lease terms. Lease terms vary from one country to 
the next and indeed in the USA, from city to city. In 
some countries (e.g. Australia, UK) the tenant is usually 
responsible for all repairs and insurance, whereas in other 
countries the landlord typically carries some of these costs. 
Standard lease terms in France, Belgium, the Nordics and 
Japan are short, with either an expiry or break option every 
two to three years, whereas leases in Germany, the UK and 
US are typically between five and 10 years. However, there 
is a certain amount of inertia among commercial occupiers: 
tenants in France, for example, are more likely to renew 
their lease than in the UK. Furthermore, many continental 
European leases include an element of inflation indexation, 
whereas UK leases have no indexation, but include an 
upward-only rent review clause which prevents a cut in rent 
during the lease period.

Covenant strength. As with equities and corporate bonds, 
investors in real estate are exposed to the risk of default. 
However, one of property’s redeeming features is that, in 
the event of a tenant insolvency, the landlord should be 
able to re-let the vacant space, whereas a shareholder or 
bondholder in an insolvent company could lose everything.

Structural change and obsolescence. The long holding 
period means investors need to be aware of how structural 
shifts may change occupier demand, e.g. on-line retail, 
robotic process automation and driverless cars and 
trucks. They also need to anticipate how infrastructure 
and regeneration projects will change the attractiveness 
of locations. The other side of the coin is that real estate 
investors can add value in a number of ways, including 
changing and upgrading properties and extending leases.

Specific risk. The performance of individual properties is 
often quite idiosyncratic and in particular, lease events (e.g. 
new lettings, tenant failure) can have a major impact on 
returns. It is therefore important that investors take time to 
build a portfolio of properties in their target market which 
will give them a diversified exposure and that they do not 
spend all of their allocation on one trophy office building, 
or large shopping centre.

Implementation. Investors will need to decide on how to 
gain international real estate exposure and while it is not 
exactly a risk, it is an important consideration. One such 
route would be to invest in global cities. An attraction of 
large cities like London, New York, or Tokyo is that they 
tend to see faster economic growth and population growth 
than smaller cities in the same country. In part this is 
because they have scale Ȃ they have more people, more 
world-class universities, more good schools and hence 
more ideas Ȃ and in part because they have a wider range 
of amenities (e.g. museums, theatres). Big cities also have 
the advantage of relatively deep and liquid investment 
markets. However, on the downside, property yields in big 
cities are lower (see page 4) and they are also more likely to 
see speculative projects, whereby developers start schemes 
before a tenant has committed to the space. If a number 
of developers start building speculatively at the same time, 
then that can create a glut of space which undermines 
rents and big cities tend to have more pronounced rental 
cycles than smaller regional cities.

We would argue that investors should focus on a limited 
number of winning cities with certain key characteristics. 
These include a diverse economy, a skilled labour force, 
good infrastructure, proactive local government and 
good retail and leisure facilities. We particularly favour 
Amsterdam, Berlin, Boston, Brussels, Hamburg, London, 
Los Angeles, Munich, New York, Paris, Shenzhen, 
Stockholm, Sydney and Tokyo. We also favour certain 
smaller cities which share many of these characteristics 
including Bordeaux, Cambridge, Leipzig, Lyon, Malmö and 
Mannheim.

Figure 5: Using volatility as a measure of real estate risk 
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Deceptive diversification. Investing in property inevitably 
involves picking cities and locations within those markets. 
Some countries are highly concentrated and dominated 
by a single city which serves as the economic, political 
and cultural capital (e.g. London, Paris, Stockholm, Tokyo). 
By contrast, other countries like Australia, Germany, 
the Netherlands and the USA are polycentric and the 
aforementioned functions are spread across a number  
of cities.

Investors also need to be careful they don’t squander the 
benefits of geographical diversification by picking cities 
with the same economic driver. For example, demand for 
offices in Frankfurt, Hong Kong, the City of London and 
New York is linked to financial services. Similarly, energy 
and commodities drive demand in Calgary, Houston,  
Oslo and Perth. As a result, a portfolio which includes  
cities whose economies are largely domestically orientated 
(e.g. Atlanta, Chicago, Cologne and Melbourne), or are 
seats of government (e.g. Brussels, Berlin and Washington), 
probably carries less risk than one dominated by cities tied 
to the global economy.

Discovering diversification
Taking these factors together, we can see from annual 
returns (Figure 6) that global real estate markets are 
seldom in synch. Thus, while the UK market was one of 
the first to be hit by the credit crunch in 2007, it was also 
the first to recover in 2009. The US was just behind and 

Figure 6: The best annual returns vary from year to year… 

 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Europe ex-UK 12.0% 12.9% 0.1% -4.7% 4.8% 6.0% 4.6% 5.2% 9.6% 13.4%

Australia 19.7% 18.4% -0.1% -2.3% 9.4% 10.3% 9.4% 9.3% 10.8% 14.0%

Japan 13.5% 11.3% -1.1% -6.3% 0.2% 2.9% 3.7% 6.2% 7.8% 8.9%

UK 18.1% -3.4% -22.1% 3.5% 15.1% 7.8% 3.4% 10.7% 17.8% 13.1%

US 16.6% 15.8% -6.5% -16.9% 13.1% 14.3% 10.5% 11.0% 11.8% 13.3%

All returns are in local currency. Source: IPD and NCREIF, as at 31 March 2016.

Figure 7: …while correlations between regions confirm the diversification potential

 Pan Europe Australia Japan UK US

Pan Europe 1.00  0.87  0.83 0.72 0.90 

Australia 0.87  1.00  0.92 0.54 0.87 

Japan 0.83  0.92  1.00 0.42 0.81 

UK 0.72  0.54  0.42 1.00 0.55 

US 0.90  0.87  0.81 0.55 1.00 

Unsmoothing methodology devised by Schroders Research and Analytics team. Source: IPD and NCREIF. Base date 31 December 2005, data as at 31 March 2016.

then experienced a much stronger recovery than virtually 
any other region. This lack of alignment between property 
cycles around the world suggests that an international 
portfolio should not only diversify returns, but also  
reduce risk.

We can further demonstrate direct real estate’s 
diversification potential with cross correlation figures for 
the five markets. The relatively low correlations displayed 
in the table (Figure 7) demonstrate the existence of past 
diversification opportunities. While there are limitations 
to using historical correlations to determine such 
opportunities, they are a good starting point. Take the US, 
for instance. It is relatively uncorrelated with the other 
markets, suggesting that its returns may be driven by 
distinctly different factors from other markets.

Confirmation of these figures comes from the performance 
of real estate investment trusts, which are essentially 
market-traded collections of property. Long-term 
correlations for trusts operating in our five major markets 
are similar to those of the unsmoothed returns from direct 
real estate.
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Conclusion
We hope we have shown that diversifying into foreign direct real estate markets can be beneficial, both from 
a return enhancement and a risk reduction perspective. How much to invest internationally and where will 
ultimately depend on the investor’s starting point. Some investors are principally looking for superior returns, 
while others are more concerned about achieving a certain level of income return. Either way, international real 
estate should offer more security for investors than concentrating assets in their own property market.


