Research Blast
UK Debt Real Estate Market, February 2016 Update

Interest Rate Volatility, Fair Value and Underlying
Portfolio Performance
Since the global financial crisis UK banks have been steadily deleveraging
their exposure to commercial real estate loans in response to ongoing
regulatory changes, higher capital charges and the problems still faced
by maturing loans issued during the pre-crisis period. The level of
outstanding debt secured by commercial property to UK banks and
building societies has fallen from GBP 168.3 billion at end-2008 to GBP
82 billion at end-2014, whilst the share of new loan originations in 2014
fell to 39% from a peak of 72% in 2008. This process of deleveraging
from the traditional lenders has created a gap in the market, which is
being partly filled by non-bank lenders including new UK debt funds
The valuation requirements for these funds differ from traditional bank
lending to commercial property, which is typically done on an asset basis
at the point of origination. As debt funds are required to manage a
range of properties to produce a target return to their investors, the
loans need to be valued as a portfolio on a quarterly basis for
performance monitoring and reporting as is the case with direct property
funds. Whilst the individual property loans within the portfolio can be
valued on a similar basis to direct investment, in some instances debt
funds use "fair value" which needs to include input from financial
markets to quantify the cost of debt capital and the assumed risk free
rate. However, to feed financial market metrics directly into the
valuation process poses an inherent challenge due to the higher level of
volatility in financial markets compared to the relative stability of the
income flows generated by the properties the loans are secured against.

There is an inherent issue in using
completely liquid and volatile
government bonds to value
comparatively stable and illiquid
real estate asset cash flows

Currently, some methodologies of fair value in debt funds use the 1-5 Year Gilt Index as the financial metric in one component of
the process. This is generally taken from the end-day of the quarter in which the fund is being valued. But by taking the gilt yield
from an individual day, it is exposed to potentially significant movements in bond yields markets, which could be completely
uncorrelated to the underlying property fundamentals, yet will have a substantial impact on the debt fund valuation. Taking 2015
as an example, the credentials to lend to UK commercial real estate asset have generally strengthened - the economic recovery
has filtered through into improved occupier demand, which has decreased void rates and placed upward pressure on rental values
which in turn improves the landlords' cash flow and their capacity to repay debt secured on their properties. But to demonstrate
the disconnect between the markets, during the same year the Merrill Lynch 1-5 Year UK Gilt (ML 1-5Y Gilt) Index redemption
yield moved up and down by up to 10 basis points on a daily basis, which has potentially negative consequences for the valuation
of the debt fund despite the underlying fundamentals on which the loans are based actually strengthening during the same
period. Consideration should also be paid to the variation in yields which compile the ML 1-5Y Index. Since 2004 the spread in
yields between the 0-1, 1-3 and 3-5 year components of the ML 1-5 year Gilt index averages slightly over 60 basis points, and this
spread has become more accentuated in recent years. And with the maturity of loans within a debt fund potentially coming in at
any given point during that five year period, by applying one average to the overall fund is not directly correlating the risk free
interest rate length with the maturity of the loans.
But perhaps the most significant challenge is the issue of using a completely liquid and volatile asset in the form of a government
bond yield to value a comparatively illiquid and stable asset class in the form of property income derived from cash flow to the
landlord repaying the loan. The chart below demonstrates the inherent mismatch in volatility, comparing the quarterly change in
gross income growth (effectively the property cash flow) from the UK MSCI Investment Property Databank with the quarterly
change in the ML 1-5Y Gilt used in the valuation process.
__________________
Source: De Montfort University, Merrill Lynch, IPD, UBS Asset Management, Global Real Estate
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Whilst the recent exceptional volatility in government gilt
yields can be largely explained by the very low interest rate
environment which exaggerates the impact of basis point
movements, even if we compare the volatility in interest rates
during the more "normal" pre-recession period it is still
incomparable to the stability of the cash flow which services
the financing on the loan. The fundamental issue with running
quarterly valuations in this manner is that the information
which is fed back to the investors on the fund's relative
performance and value may not be reflective of the underlying
property and loan portfolio performance. Further shifts in the
volatile interest rate market may not be at all correlated to the
past, or likely future performance of the property loans and
their borrowers capacity to repay the debt.
Valuing debt assets on a fair value basis clearly does involve
some measure of financial market volatility or more specifically
some reference to the cost of debt and the risk free rate. But
as demonstrated, the volatility of the chosen procedure is
grossly out of kilter with the underlying cash flows servicing
these property loans, and for the benefit of accurate reporting
to investors these two should be brought closer in line.

Ultimately, any change to the valuation process will prove
more complex but we suggest a few avenues which could be
considered to lower the volatility of the financial metric and
closer align them to the underlying real estate.
Firstly, we would suggest that rather than assessing the whole
of the debt fund with a 1-5 year gilt yield index that the
individual loans within the portfolio were matched with the
most comparable gilt yield length (or alternative interest rate
series) to their maturity, which is particularly prevalent in the
current market where the spread between different lengths of
short term gilt is larger than has been typical in the past. This
will more accurately reflect the risk free rate and cost of credit
relevant to the length of the specific loans and provide a fairer
overall valuation. A further avenue which could be explored to
closer correlate the financial markets with the property market
is to consider using a fixed-rate interest rate time series which
is more reflective of a commercial property mortgage, for
example those produced by the Bank of England. Both of
these approaches would still encounter the issue of the
financial metric being taken on a set-date in time, which
potentially allows very short term movements to impact the
property valuation.
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UK ML 1-5 Year Gilt Yield quarterly % change: Annual average versus end of quarter spot rate
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To counter this, we would suggest taking an average of the
interest rate from a set time period leading up to the valuation
date. As the graph above illustrates, taking an annual average
of the gilt yield to the end of the quarter, rather than the spot
rate from the date of the valuation, still provides an element
of the financial market volatility which is required to measure
fair value, but without the severe movements which can be
recorded when using the gilt yield taken from a set day. This

enables the valuation to be more reflective of the financial
market over the full period of the valuation, rather than just
one point in time which can vary significantly and cause
unnecessary fluctuations in the debt fund valuation which do
not correlate to the underlying performance.
___________________
Source: De Montfort University UK Commercial Property Lending Report 2014, IPD UK
Monthly Property Index November 2015, Merrill Lynch UK Gilt Index, UBS Asset
Management, Global Real Estate Research & Strategy
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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
(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
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performance of any UBS Asset Management account, portfolio or fund.
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