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Income versus income return 
 
 
Income stability is one of the key features attracting institutional investors to private 
commercial real estate. The total return produced by real estate is dominated by its 
income component, encouraging many to use income return as evidence of the 
sector's low volatility. We agree with the stable income conclusion but question the 
analysis. So, we want to substantiate our belief with absolute income figures. The 
straight-forward evidence provided by income returns certainly supports the stability 
claim but may be a bit too convenient and could exaggerate the point. This result is 
due to the denominator effect. Fortunately, when stepping back from the returns 
calculation and turning our attention to the income collected at the property level, 
the results are similarly compelling.  
 
 
 

To return or not return 
 
There is a subtle difference between income and income 

return. Property-level income is the absolute amount (in any 

currency) produced from property operations. Simply stated, it 
is the collected rent minus operating expenses. Real estate 

investors refer to this as Net Operating Income (NOI) and it is 

directly comparable to Corporate Earnings.  
 

Like Earnings, NOI represents an asset's performance from 

conducting business in a specific market. It is measured before 
the decision to reinvest in the asset and before the impact of 

financing. It represents the basic periodic performance of an 

asset, recognizing that some of the income will be either 
reinvested or retained, used for debt-service or made available 

for distribution. 

 
The Income Return figure most frequently used to 

demonstrate stability is calculated by dividing NOI by the 

asset's value. This ratio of income to value represents an 
asset's performance yield and describes the realized earnings 

on the amount invested for a given time period. In real estate, 

this yield is referred to as a Cap Rate.  

Comparing listed stocks to private real estate reveals that the 

terms differ but the yield concept is the same. The real estate 

valuation of NOI divided by Cap Rate equates to the stock 
dividend discount model (DDM) of Dividend divided by 

(Required Return – Growth Expectation), see Figure 1. Both 

methods connect period income to asset value through this 
ratio. 
 
 

Figure 1: Converting NOI into income return 
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The income to value ratio for both listed stocks and private 

real estate is employed to both measure historical 

performance (actual income divided by value invested) and 

estimate current value (expected income divided by required 

yield). In the case of listed stocks, analysts estimate an asset's 
value using expected income and a selected required yield. 

However, the historical yield calculation typically uses the 

stock price determined by the trades on an exchange. The 
private real estate industry estimates value in a similar way and 

that value estimate is used in the historical yield calculation. 

Thus, the income return in private real estate is the realized 
income divided by estimated value, which is the expected 

income divided by the required return. 

 
If you followed this winding path, you might notice a circular 

reference in the stable income return measurement. Property 

income is divided by value, which is a function of income and 
Cap Rate, which in turn is a function of income and value. If 

the Cap Rate captures the required return and expected 

growth (recall DDM), then it follows that the Cap Rate may 
adjust to market changes and leave income return to remain 

steady. This relationship leads to the well-recognized chart of 

income return to total return, as shown in Figure 2. 
 

This chart is extremely compelling. Comparing the income 

return to total return reveals that values may move according 
to market conditions but income returns remain very steady at 

around 5%. It appears that income never falls and negative 

income is an impossibility. This is not true, as the level of 
income rises and falls with rent changes and revenue minus 

expenses has the potential to be negative. 

 
There is nothing wrong with this return comparison or its 

conclusion. However, one could be challenged by the 

recognition that changing income (up or down) may be offset 
(and in-fact is by design) by a rise or fall in Cap Rate. Thus, it 

need not be necessary that income be stable for the income 

return to be stable. Adherence to this is a measure proof of 
real estate income's stability, leaving proclaimers open to 

criticism. 

Figure 2: Income return to total return 

 

 
 

Source: Global returns from MSCI, September 2018 

 
 

We hope to remove this offsetting effect and examine the 

more frequently changing property-level income and still 
convince ourselves that real estate income is reliable and 

stable, on a relative basis, without the smoothing 

denominator effect. 
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Income only 
 
Let's turn our attention to the income produced by property 

operations: NOI. Recall that property NOI is the equivalent of 

Corporate Earnings. It is the periodic production of Cash from 
Operations from which the owner may choose to pay debt-

service (if debt is involved), retain for asset enhancement or 

distribute in the form of a dividend. The income component of 
performance is considered the lower-risk component of the 

total return, compared to appreciation. Due to its periodic 

receipt and attachment to fundamentals, it is viewed as more 
consistent and reliable than the appreciation component, 

which may come or go over time and is only realized upon 

sale. 
 

These are the characteristics that drew our attention to the 

income component in the first place. Thus, showing that 
property income insulates our investments from some pricing 

dynamics will be an important feature of real estate assets. 

The higher proportion of total return that is delivered from 
income, the more reliable the investment performance and 

the shorter the duration. Furthermore, if it can be 

demonstrated that property income is less than perfectly 
correlated with market pricing, the volatility of performance is 

mitigated.  

 
Figure 3 compares an index of same-store NOI to a same-store 

value index. Several points of this chart are important to our 

understanding of stable real estate income and the impact of 
market pricing. First, notice that the columns, representing the 

NOI index, are not always rising but vary only slightly from 

year to year. There are many factors affecting this result and 

one of those factors is the contractual nature of commercial 

real estate. Property generally operates under a series of rent 

contracts for various spaces within the asset. These are 
typically multi-year contracts which vary depending on the 

property type. Thus, when market rents change, only the 

space transferring from one contract to another is affected by 
the market change. Over time, the entire property will turn 

but this typically occurs gradually over years. 

 

Figure 3: NOI index 

 
 

Source: MSCI Global Intel, September 2018 
 
 

A second point to note in Figure 3 is the relationship between 

NOI and value. Recall the severity of the Global Financial Crisis 
during the years of 2008 and 2009. Values fell dramatically, in 

response to the extreme uncertainty entering the financial 

market. All asset values were affected and commercial real 
estate was not spared. However, note how the values fell but 

income remains virtually unchanged. Since the crisis was one 

of spiking uncertainty and rising risk premiums, values of all 
assets were affected. During this time, tenants continued to 

operate, allowing them to occupy contracted space and pay 

current rent. This resulted in very stable income, during a time 
of value volatility. Those who held property through this event 

witnessed a dramatic recovery and avoided realized losses – all 

the while collecting similar periodic income. 
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Every property is unique and individual properties may 

experience a wide range of income levels and value changes. 

In aggregate, the nominal income performance of a "typical" 

property looks similar to the pattern of the calculated index. 

Using sampled actual income data in aggregate and dividing 
by the number of properties measured, the annual per-

property income is shown to be very stable over time as 

shown in Figure 4.  
 

Unlike the income returns data, Figure 4 reveals that there are 

times when the level of income declines (due to increased 
vacancy or declining marginal rent). This should not diminish 

the claim that real estate has a stable income. Even during 

short time periods when income is reduced, the vast majority 
of the income continues to flow to the property owner. This 

income stability is without the smoothing effect of producing 

a ratio, such as the income return. 

 
 
Stable but not the same 
 
The fact that real estate income is stable, at the property level, 
does not imply that all assets and all markets produce the 

same income. There are diversification benefits to combining 

multiple assets of different property types across various 
locations, as shown in Figure 5. This chart shows the 

compound income growth pattern across different countries 

in local currency. Each line represents a country index 
following the average nominal NOI growth for all measured 

property. Investors can select property-type, country, currency, 

and various other features to fit specific goals. Building a 
portfolio of different assets following these characteristics will 

diversify specific risks, while achieving desired objectives. 

 
 

Figure 4: NOI per property 

 
 

Source: MSCI Global Intel, September 2018 

 

 

Figure 5: Compound income growth 

 
 

Source: MSCI Global Intel, September 2018 

 

 

  

 -

 200'000

 400'000

 600'000

 800'000

 1'000'000

 1'200'000

 1'400'000

2
0
0
2

2
0
0
3

2
0
0
4

2
0
0
5

2
0
0
6

2
0
0
7

2
0
0
8

2
0
0
9

2
0
1
0

2
0
1
1

2
0
1
2

2
0
1
3

2
0
1
4

2
0
1
5

2
0
1
6

2
0
1
7

0

20

40

60

80

100

120

140

160

180

2
0
0
3

2
0
0
4

2
0
0
5

2
0
0
6

2
0
0
7

2
0
0
8

2
0
0
9

2
0
1
0

2
0
1
1

2
0
1
2

2
0
1
3

2
0
1
4

2
0
1
5

2
0
1
6

2
0
1
7

Australia Germany Japan UK USA



 

Page 7 of 8 
 

 



 

 

 

Page 8 of 8 
 

 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Real Estate Research & Strategy  
 

 
 
 

For more information please contact 

 
UBS Asset Management 

Real Estate & Private Markets (REPM) 

Research & Strategy 
 

 

William Hughes 
william.hughes@ubs.com 
 

10 State House Square  
Hartford, CT 06103 

Tel: +1-860-616 9000 
 
 

 

 
 

Follow us on LinkedIn  

 
 

 

www.ubs.com/repm-research

 

 
 
 
 
 
 
 
 
 
 
 
 
This publication is not to be construed as a solicitation of an 

offer to buy or sell any securities or other financial instruments 

relating to UBS AG or its affiliates in Switzerland, the United 

States or any other jurisdiction. UBS specifically prohibits the 

redistribution or reproduction of this material in whole or in part 

without the prior written permission of UBS and UBS accepts no 

liability whatsoever for the actions of third parties in this respect. The 

information and opinions contained in this document have been 

compiled or arrived at based upon information obtained from sources 

believed to be reliable and in good faith but no responsibility is 

accepted for any errors or omissions. All such information and 

opinions are subject to change without notice. Please note that past 

performance is not a guide to the future. With investment in real 

estate/infrastructure/private equity (via direct investment, closed- or 

open-end funds) the underlying assets are illiquid, and valuation is a 

matter of judgment by a valuer. The value of investments and the 

income from them may go down as well as up and investors may not 

get back the original amount invested. Any market or investment 

views expressed are not intended to be investment research. The 

document has not been prepared in line with the requirements 

of any jurisdiction designed to promote the independence of 

investment research and is not subject to any prohibition on 

dealing ahead of the dissemination of investment research. The 

information contained in this document does not constitute a 

distribution, nor should it be considered a recommendation to 

purchase or sell any particular security or fund. A number of the 

comments in this document are considered forward-looking 

statements. Actual future results, however, may vary materially. The 

opinions expressed are a reflection of UBS Asset Management’s best 

judgment at the time this document is compiled and any obligation to 

update or alter forward-looking statements as a result of new 

information, future events, or otherwise is disclaimed. Furthermore, 

these views are not intended to predict or guarantee the future 

performance of any individual security, asset class, markets generally, 

nor are they intended to predict the future performance of any UBS 

Asset Management account, portfolio or fund. Source for all 

data/charts, if not stated otherwise: UBS Asset Management, Real 

Estate & Private Markets. The views expressed are as of January 2019 

and are a general guide to the views of UBS Asset Management, Real 

Estate & Private Markets. All information as at January 2019 unless 

stated otherwise. Published January 2019. Approved for global use.  
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