
Many Swiss investors have been tempted 
to overlook European markets in favour 
of the US. Our analysis shows  
this to be an error of judgement. In 
recent times, euro assets have been 
offering a higher yield than dollar assets 
on a currency-hedged basis. In this 
paper, we compare currency hedged 
yields as well as look at the size and 
diversification potential of corporate 
bonds, infrastructure debt and direct real 
estate markets in Europe and the US.
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Given the low yields on Swiss fixed income securities and 
the limited investment universe, Swiss investors are pushed 
to invest internationally. However, the inclusion of foreign 
assets in a portfolio adds complexity — currency-hedging 
considerations must be taken into account — which can 
dramatically alter the attraction of a given investment. A 
simple comparison of local currency yields can therefore 
mislead and result in sub-optimal portfolio allocations. 

In the first part of this paper, we investigate the impact 
of currency hedging on the yields available on euro (EUR) 
and US dollar (USD) corporate bonds, infrastructure debt 
and direct real estate from the perspective of a hedged 
Swiss investor. This allows investors to make a meaningful 
comparison between euro and dollar-denominated assets. 
In the second part, we compare the respective investment 
universe and its diversification potential. 

Comparison of expected hedged yields
Figure 1 compares the local currency and CHF-hedged 
yields of corporate bonds, infrastructure debt and direct 
real estate. Hedged yields are calculated by adjusting local 
currency yields with the expected hedging costs implied 
by foreign exchange (FX) forwards. We show hedged yields 
using three-month, two-year and five-year FX forwards. 
Even though the two- and five-year forwards are rarely 
used in practice, they are informative on the market’s 
expectation on the evolution of the short-term hedging 
costs. The two-year timeframe is the most meaningful as a 
three-month window is too short to take account of likely 
near-term changes in the cost. The five-year figure, on the 
other hand, is subject to significant uncertainty. Given that 
actual hedging costs from a standard strategy of rolling 
over short-dated forwards are unknown in advance, we 
refer to these yields as expected hedged yields. 

Although USD yields are higher than EUR yields in local 
currency terms, the much greater cost of hedging USD 
exposure than EUR exposure negates this advantage.  
It can result in EUR yields being higher in hedged-CHF 
terms, in some cases significantly so. We have written a 

Local yield 3m FX hedged 2y FX hedged 5y FX hedged

Corporate bonds
IG EUR 1.2% 0.8% 0.7% 0.6%
IG USD 4.0% 0.5% 0.4% 0.5%
Infrastructure debt
EUR 2.8% 2.5% 2.4% 2.3%
USD 5.2% 1.7% 1.6% 1.7%
Direct real estate
EUR 3.5% 3.1% 3.1% 3.0%
USD 4.5% 0.9% 0.8% 1.0%

Figure 1: Local currency vs expected CHF-hedged yields

Source: Schroders, Thomson Reuters Datastream, ICE Data Indices, Information Group. Infrastructure debt yields are EUR and USD yields of a recent multi currency investment grade 
private placement by Terminal Investments Limited (TIL) priced in March 2018, which is considered representative of broader market levels. EUR direct real estate yield is INREV Pan-
European Funds Index Distributed Income Return of Q2 2018 and NCREIF Property Index income return of Q3. Other data as at January 31 2019
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separate paper, explaining what is driving the USD hedging 
cost higher and why the cost is likely to remain high in the 
coming years. Please see: Why dollar assets are suddenly 
less attractive for Swiss investors.1 

Over the two-year hedging timeframe, the yield 
advantage for EUR investments over USD investments has 
been 0.3% for investment grade corporate bonds, 0.8% 
for infrastructure debt and 2.3% for real estate. In today’s 
low yield environment, these are sizeable pickups. Within 
corporate bonds, this yield pickup can be achieved by 
taking on less interest rate risk than in the USD  
market (EUR corporate bonds have a duration of five years 
vs seven years for the USD market), without the need to 
take on additional credit risk (average credit rating for 
both EUR and USD corporate bond markets is A3). 

Compared to corporate bonds, the advantage of  
euro-denominated assets is even more pronounced in 
infrastructure debt. In our example, both EUR and USD 
yields refer to representative 12-year maturity investment 
grade infrastructure debt. In direct real estate, we are 
comparing the latest quarterly income yields of two 
benchmark real estate indices. Since real estate yields  
are less sensitive to interest rates, the difference between 
the euro and the dollar local yields is only 1%, meaning 
that the euro-hedged yield is significantly above the 
dollar-hedged yield. 

1  Schroders, March 2019

Hedged yield  
(2y FX hedged)

Spread 
(percentile) 

Modified 
Duration Issues Issuers Market 

Value
Correlation with CHF 
government bonds

Correlation with CHF 
corporate bonds

EUR IG 0.8% 144 (69%) 7.0 2934 675 $2.5tn 0.4 0.7
USD IG 0.5% 138 (44%) 5.1 7856 1151 $6.5tn 0.5 0.7

Figure 3: Characteristics of EUR and USD corporate bond indices

Source: Schroders, ICE Data Indices, Thomson Reuters Datastream. Correlation coefficients are based on data from January 2011 to January 2019. Data as at 31 January 2019.

Figure 2: Investment grade corporate bond yields 

Source: Schroders, ICE Data Indices, Thomson Reuters Datastream. Data as at January 31 2019. Hedging costs are derived from the prices of the 3 month FX forwards

European markets are large and well diversified
Despite the higher expected hedged yields,  
investors might worry that the euro assets do not offer  
a sufficiently large opportunity set and enough potential 
for diversification. This concern is not supported by 
empirical evidence, as set out below.

Investment grade corporate credit
In recent years, there has been an unusual divergence 
between the yields in the US and those in other developed 
markets. For example, in the fourth quarter of 2018, the 
differential between the yields of dollar-denominated 
investment grade corporate bonds and their euro 
equivalents widened to the biggest gap since at least 1999 
(Figure 2, left chart). However, if we look at the yields from 
the perspective of a currency-hedged Swiss investor, it is a 
different story. The gap between hedged yields has been 
narrowing (Figure 2, right chart). In fact, in October 2018 
the hedged dollar yield fell below the hedged euro yield 
for the first time since 2012, in the depths of the eurozone 
crisis.

Figure 3 summarises the key characteristics of the  
euro and the dollar-denominated corporate bond 
markets.  Despite being smaller than the dollar market, 
the euro corporate bond market is still huge, valued at 
more than €2.5 trillion. Note that some large multinational 
US corporations, such as Coca-Cola or Apple, have  
issued euros bonds so are members of both indices.  
As mentioned, the euro index has lower duration of  
5.1 years and thus carries a lower interest rate risk than 
the dollar index with its 7.0-year duration. 
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Looking at valuations, while the option-adjusted spreads 
of the two indices are relatively close (144bps and 
138bps as of end of January), euro corporate bonds 
offer noticeably better value if we compare where those 
spreads lie relative to their historical distributions. While 
the spread on the dollar market is in the 44th percentile 
of historic experience (meaning that it has been cheaper 
approximately 56% of the time), the euro market is slightly 
cheap, being in the 69th percentile.

Of course, external factors will also have a bearing on 
returns. For example, the European Central Bank (ECB) has 
ended purchases of corporate bonds under its quantitative 
easing programme, although it has pledged to continue to 
reinvest the proceeds of maturing bonds. In addition, the 
ECB’s actions have been well telegraphed and are therefore 
already likely to be reflected in prices today. 

Looking at historical returns, contrary to the expectations 
of some, hedged euro corporate bonds are also no more 
correlated with Swiss government or corporate bonds 
than hedged dollar bonds are. This means that there is 
no difference in diversification benefits between the two 
markets (if anything, euro corporate bonds would have 
been a better diversifier of Swiss government bond risk 
than dollar corporate bonds). 

Direct real estate
Measured at $3 trillion, the European real estate  
market accounts for about 35% of total professionally 
managed global real estate investment market (Figure 4). 
The rest is split between Asia (26%) and North America 
(39%). Looking at the individual countries in Figure 5, 
European countries make up 11 of the 20 largest global 
real estate markets, further illustrating the importance of 
the region. In recent years, Europe has been the biggest 
beneficiary of cross border investment flows, receiving 
$174 billion of inflows in 2017. This was 27% more than in 
the previous year, leaving other regions in the dust. Asia-
Pacific and Americas attracted only $118 billion and $56 
billion respectively.2 
2  Source: Global Investment Atlas 2018, Cushman & Wakefield

Figure 4: Europe is one-third of professionally managed global 
real estate market 

Figure 6: Euro Area real GDP growth since 2007

Figure 5: Global real estate markets by size
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Source: MSCI. The figure shows estimated size of the professionally managed real 
estate stock owned for investment. Data as at June 2018

Size and flows are not the only things that characterise 
the European market. The region offers high levels of 
diversification, highlighted by the different positions in 
the economic and real estate market cycle of various parts 
of the market. Since the global financial crisis, economic 
performance has been uneven across Europe (Figure 6). 
Core countries, such as Germany and France, have grown 
well above the pre-crisis levels, whereas the recovery in 
the peripheral countries, such as Italy and Spain, has 
been more tepid. 

The same dynamic can be seen in the real estate market. 
Figure 7, overleaf, displays a European office property 
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clock, compiled by JLL Global Research. It tracks the 
changes in the office rental values in major European cities. 
The rental values are growing in almost all the cities, but 
the markets are in a different phase of growth. London 
City is most advanced in the cycle, as growth has stalled 
there, affected by Brexit uncertainty. The situation is better 
in Continental Europe. For example, rental value growth is 
accelerating in Amsterdam, Oslo and Milan.

In addition, there are also differences in rental yields 
between cities and countries. Figure 8 compares the 
average income yields of prime office properties in major 
European cites. We already showed in Figure 2 that,  
while the aggregate EUR yield is slightly lower than the 
yield available in the USD market, it is far above the USD 
yield after adjusting for the FX hedging costs. Notice how 
there is some variety in the regional European yields. 
While the yields are generally around 3.5%, they range 
from 2.9% in Berlin to 4.3% in Brussels. This variety, along 
with the differing stages of the economic and real estate 
cycle across cities and countries, can be used to construct 
well-diversified European real estate portfolios. At the same 
time, investors need to realise that even a well-diversified 
portfolio might not protect them from broad-based market 
weakness, as European asset markets all have a common 
underlying exposure to the euro area.

The generally favourable European investment 
environment is evident in office vacancy rates. While 
Europe has historically had a lower vacancy rate than the 
other two major regions (Figure 9), the vacancy rate has 
declined further in the last few years. It has fallen from 
around 10% to just 6.7%. The opposite is true in Americas 

where the vacancy rate has been rising since 2016, 
currently standing at 14.8%. 

There is no doubt that the risks associated with Brexit  
will also affect some European markets. However, it could 
also benefit others and lead to attractive opportunities.  
For example, Frankfurt and Paris could benefit from any 
moves by London-based organisations to establish  
growing presences in the euro area. 

Infrastructure debt
In infrastructure debt, Europe is the largest and most 
established market in the world. It represents 38% of  
the market by value across all types of infrastructure 
projects, whereas the North American market is only 23% 
(Figure 10, left chart). Perhaps more importantly, Europe 
dominates global brownfield financing, making up 45% of 
the total brownfield market (Figure 10, right chart), as it 
was the first region to start privatising infrastructure assets 
in the 1980s. Brownfield projects are generally lower risk 
as the asset is already constructed, operational and has an 
operating history which can be analysed. 

Figure 8: European prime office yields
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Figure 7: European office property clock

Source: JLL Global Research. Data as at Q3 2018
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Figure 9: Global office vacancy rates
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defaulting over the period versus 6.6% in North America 
(Figure 12). The recovery rates in both regions are similar, 
but slightly higher in North America (75.2% recovery rate 
in North America versus 73.5% in Western Europe). This 
means that when we look at the experienced loss over  
this period, Western Europe fares much better. 

Finally, private debt markets in Europe, including 
infrastructure debt, benefit from a particular tailwind  
that does not exist in the US. Europe has historically been 
a largely bank financed economy – pre-financial crisis the 
banks provided 100% of infrastructure debt financing and 
this has only shifted to around 80% currently, with just 
20% coming from other investors. In the US, only 20% of 
financing comes from banks, meaning there is far less 
room to grow.

In addition, the European infrastructure debt market offers 
much better sector diversification than North America, 
where the power sector constituted 50% of the total 
infrastructure debt volume in the three years between 2016 
and 2018 (Figure 11). The risk of such concentration was 
laid bare in 2001 when the bankruptcy of Enron affected 
adversely the whole North American market. In Europe, 
a similar event would not have had such pronounced 
consequences. This means that a USD-denominated North 
American investment portfolio provides far less sector 
diversification than a standalone European portfolio. 

In terms of performance, looking at 34 years of unrated 
project finance bank loan default and recovery data, 
compiled by Moody’s, Europe has had a far lower default 
experience, with 3.6% of projects in Western Europe 

Figure 10: Infrastructure volumes by region (2015-2018)

Figure 11: North American sector distribution versus Europe, 2016 -2018

Source: Infranews, December 2018.

Source: Infranews, December 2018. The figure shows cumulative infrastructure debt volume in the three years between 2016 and 2018 
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 Region Moody’s simple default rate Moody’s ultimate recovery rate Moody’s recorded historic loss

North America 6.6% 75.2% 1.64%
Western Europe 3.6% 73.5% 0.95%

Figure 12: Historical project finance default and recovery rates

Source: Moody’s “Default and Recovery Rates for Project Finance Bank Loans, 1983-2016”. Loss equals default rate times 1 – recovery rate. 
The default numbers include unrated project finance bank loans. Simple default rate shows in percentage terms, how many projects out of 
the total number of projects defaulted over the period, using Moody’s definition of default. 

Conclusion
European asset markets are large, deep and offer substantial potential to build diversified portfolios.  
In addition, once hedging costs are taking into account, euro assets can offer notably higher yields than dollar 
markets. The appearance of higher yields on dollar assets in local currency terms is nothing more than an illusion 
for hedged Swiss investors. For currency-hedged Swiss investors, the case for European assets in the midst of 
continuing economic recovery in Europe is compelling. 
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Important information: The views and opinions contained 
herein are those of the authors as at the date of publication 
and are subject to change due to market and other 
conditions. Such views and opinions may not necessarily 
represent those expressed or reflected in other Schroders 
communications, strategies or funds.

This document is intended to be for information 
purposes only. The material is not intended as an offer 
or solicitation for the purchase or sale of any financial 
instrument or security or to adopt any investment strategy. 
The information provided is not intended to constitute 
investment advice, an investment recommendation or 
investment research and does not take into account 
specific circumstances of any recipient. The material is 
not intended to provide, and should not be relied on for, 
accounting, legal or tax advice. Any references to securities, 
sectors, regions and/or countries are for illustrative 
purposes only.

Information herein is believed to be reliable but  
Schroders does not represent or warrant its completeness 
or accuracy. No responsibility or liability is accepted by 
Schroders, its officers, employees or agents for errors of 
fact or opinion or for any loss arising from use of all or 
any part of the information in this document. No reliance 
should be placed on the views and information in the 
document when taking individual investment and/or 
strategic decisions. Schroders has no obligation to notify 
any recipient should any information contained herein 
changes or subsequently becomes inaccurate. Unless 
otherwise authorised by Schroders, any reproduction of all 
or part of the information in this document is prohibited.

Any data contained in this document have been obtained 
from sources we consider to be reliable. Schroders has 
not independently verified or validated such data and they 
should be independently verified before further publication 
or use. Schroders does not represent or warrant the 
accuracy or completeness of any such data.

All investing involves risk including the possible loss  
of principal.

Third party data are owned or licensed by the data provider 
and may not be reproduced or extracted and used for any 
other purpose without the data provider’s consent. Third 
party data are provided without any warranties of any kind. 
The data provider and issuer of the document shall have 
no liability in connection with the third party data. www.
schroders.com contains additional disclaimers which  
apply to the third party data. 

Past performance is not a guide to future performance 
and may not be repeated. The value of investments and 
the income from them may go down as well as up and 
investors may not get back the amounts originally invested. 
Exchange rate changes may cause the value of any 
overseas investments to rise or fall. This document may 
contain “forward-looking” information, such as forecasts 
or projections. Please note that any such information is 
not a guarantee of any future performance and there is no 
assurance that any forecast or projection will be realised. 
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Head of Institutional Sales Switzerland  
T  +41 44 250 121 
andrea.barmettler@schroders.com
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