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The nature of
income

The true and reliable nature of commercial real estate income
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Private real estate
income is steady and
reliable. We should not
oversell the return point
but rather take comfort
in its absolute

l persistence.
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Cash is king

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, providing the sector with a reputation for low volatility. Stable
income can help investors weather turbulent economic conditions and avoid having
to realize losses that may recover in the longer term.

Understanding income

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.
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Income only

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 1 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.
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Figure 1: NOI index
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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 2. 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.

Source: MSCI Global Intel, September 2018

A second point to note 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 remained 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 realizing losses —
all the while collecting similar periodic income.

Figure 2: Compound income growth
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Source: MSCI Global Intel, September 2018
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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.

© UBS 2019 The key symbol and UBS are among the registered and
unregistered trademarks of UBS. Other marks may be trademarks of
their respective owners. All rights reserved.


https://www.linkedin.com/showcase/ubs-asset-management/?originalSubdomain=ch&campID=UC:E:601175:601186:43318776:0:120860663:120860666:en:47285003:::
https://www.ubs.com/global/en/asset-management/insights/asset-class-research/real-assets.html
https://www.linkedin.com/showcase/ubs-asset-management/?originalSubdomain=ch&campID=UC:E:601175:601186:43318776:0:120860663:120860666:en:47285003:::

