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Figure 1. Net Returns Distribution**

Overview

The Qualitas Real Estate Income Fund (“QRI” or “Trust”) is an ASX-listed investment
trust (LIT) managed by the Qualitas Group, which provides exposure to the domestic
commercial real estate (CRE) debt market, predominantly through direct loan
investments. The Group is a pioneer in the Australian CRE alternative asset
management space and has established a strong track record over the past 14 years,
with zero losses of investor capital.

QR is a closed-ended fund targeting a net return of the RBA Cash Rate plus 5.0 - 6.5%
p.a. after fees and expenses, with distributions payable monthly. This is appropriate in
our view, given the risks associated with the provision of debt funding for typically illiquid
and bespoke CRE assets. Fees comprise a 1.50% p.a. (ex GST) management fee based
on portfolio NAV, and a 20% performance fee payable on outperformance above an
8.00% p.a. (net) hurdle rate.

Figure 2. Monthly Net Returns* (%)
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** Annualised monthly returns based on daily weighted
NTA since inception.
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Source: BondAdviser, Qualitas. As at 31 October 2022.
* Return is monthly net total return based on daily weighted NTA plus dividends.

Figure 3. Relative Cumulative Performance (NTA)
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Source: BondAdviser, Qualitas, Bloomberg. As at 31 October 2022.
QRI performance is based on daily weighted NTA and assumes all distributions are reinvested.
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The LIT structure of QRI
allows retail investors to
easily invest in a portfolio
of CRE debt run by an
experienced and proven
manager.

Since notching up two-
years of performance
under the new target in
June 2022, QRI’s net total
return has consistently
exceeded the bottom end of
the target to 31 October
2022 on a rolling 24-month
basis.

Product Assessment
Recommended

QR is suitable for income investors comfortable with exposure to the CRE debt market.
The Australian CRE debt market is a growing space with attractive opportunities, as
banks have progressively retreated from this segment as a result of greater regulatory
capital requirements. Investing in such a highly specialised area of the private debt
market also brings unique risks, so specialist expertise is required to operate
successfully in this market. Consequently, manager selection is an important
consideration for investors. In this regard, Qualitas has built a strong track record
with no loss of investor capital spanning its 14-year history. Structured as a LIT,
retail investors are able to access a diversified portfolio of CRE debt run by an
experienced manager.

Exposure to mezzanine loans has increased from 8% a year ago to 16% as at 31 October
2022, as Qualitas sought to take advantage of attractive opportunities that emerged in
2022 as banks became less willing to fully fund deals. While this tilt adds to the returns
profile of the portfolio, the loss given default for mezzanine exposure is higher than a
senior secured position. Positively, there is greater diversification reflected by a
significant reduction of loans in Victoria from 73% in October 2021 to 48%, an increase
in the number of loan investments, and a material reduction in average individual
loan exposure by drawn amount. While mezzanine loans are riskier than senior
secured loans, they are still secured over property, but rank behind senior debt. We also
note that over 99% of the portfolio is covered by personal guarantees.

In July 2020, the Manager prudently moved from a fixed net target return of 8.0% p.a.
(set at inception of the Fund in November 2018) to a floating target return of RBA Cash
Rate plus 5.0-6.5% p.a. We viewed this as sensible as opposed to moving the portfolio
higher up the risk curve in search of extra yield, at the expense of credit quality. Since
then, QRI has met its target return. In FY21 the Fund posted a net return of 6.16% for
the 12 months to 30 June 2021 (NTA based). In FY22 the net return for the 12 months
to 30 June 2022 was 5.42%. This was despite some cash drag from the $172 million of
new monies raised via the entitlement offer in November 2021 that increased the Fund
capital by 40%.

Since notching up two-years of performance under the new target in June 2022, QRI’s
net total return has consistently exceeded the bottom end of the target to 31 October
2022 on a rolling 24-month basis. This combined with improvements in portfolio
construction, processes, and governance since the Fund was launched, warrants an
upgrade to a Recommended Product Assessment.

To maintain our upgraded assessment, we would expect in line with best governance
practices that the Manager will take material action to narrow the unit price discount to
NAV over the next 12 months. This discount is now large (~9%) hence necessitating this
action. We would also view negatively from a governance perspective a scenario
whereby unit price converges to NAV and further capital is raised shortly thereafter — this
would be viewed opportunistically on our end, and we would prefer to see at least six
months of unit price equality or premium to NAV before further capital is raised. To be
clear, this is not our base case, and we expect both: (1) outperformance to target to
continue and (2) unit price convergence to NAV over the next year.

BondAdyviser | Fund Research

Qualitas Real Estate Income Fund (ASX: QRI) 3



Figure 4. Estimated Risk-Adjusted Return Comparison
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* All returns for indices, unless otherwise stated, are calculated using annualised monthly returns from 30 November 2018 to 31 October 2022. QRI return based on NTA.
** Calculated as at 31 October 2022. *** Calculated based on annualised monthly returns data from 30 November 2018 to 31 October 2022.

Construction and Investment Process

There have been no material changes to QRI's portfolio construction and investment
process.

QRI's Construction and Investment Process improved following changes to the
Allocation Policy in July 2021, as outlined in a prior report (see page 4 of the QORI Report
dated 15 September 2021).

The Manager has continued to increase the mix of direct loans over indirect loan
investment through Qualitas Wholesale Real Estate Income Fund from 87% of the
portfolio as at 31 July 2021 to 93% at 30 September 2022 (31 July 2020: 47%; 31 July
2019: 37%). The benefits of investing in direct loans are that it gives the Manager more
flexibility in portfolio construction as well as providing greater control over the loan
investment.

Portfolio Risk Management

QRI's portfolio risk management has been enhanced by: more frequent loan reviews
following the onset of COVID-19 in 2020; the move to weekly NAV reporting from June
2020; and the implementation of an in-house developed internal risk grading model /
methodology in June 2021, as outlined in a prior report (see page 5 of the QRI Report
dated 15 September 2021).

The Qualitas Risk Grading Model has now been applied to all portfolio investments. The
advantage of using such a model is that it provides a more consistent approach for
assessing loan investment opportunities and undertaking post settlement reviews. We
have reviewed this model and internal credit papers and view them to be in-excess
of market standard in terms of depth of diligence.
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Figure 5. Portfolio Composition — Property Sector
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Source: BondAdviser, Qualitas. As at 31 October 2022.

Figure 6. Portfolio Geography Mix
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Source: BondAdviser, Qualitas. As at 31 October 2022.
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Figure 7. Portfolio Loan Classification*
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Source: BondAdviser, Qualitas. As at 31 October 2022. *Excludes cash and trust loan receivables.

Figure 8. LVR Exposure Over Time*
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Source: BondAdviser, Qualitas. As at 31 October 2022. *Excludes cash and trust loan receivables.
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Figure 9. Loan Rate Type Exposure*
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Source: BondAdviser, Qualitas. As at 31 October 2022. *Excludes cash and trust loan receivables.

Figure 10. Individual Loan Exposure*
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Fund Governance

There have been no material changes to QRI’s fund governance.

Governance was strengthened in 2020 with Fund Performance Meetings replacing the
Portfolio Asset Management Committee, as outlined in a prior report (see page 6 of the
ORI Report dated 15 September 2021).

Figure 11. Net Asset Value Against Unit Price
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Source: BondAdviser, Bloomberg. As at 16 December 2022.

In early 2021 the unit price initially began trading at a premium to NAV, however this
reversed at the beginning of 2022 when global markets sold off as a result of inflationary
fears. The collapse of numerous domestic builders and developers during the year has
also contributed to negative sentiment for funds with real estate development exposure.
Rates have increased rapidly since the RBA (belatedly in hindsight) kicked off the
tightening cycle in May 2022. Clearly the credit cycle has turned, bringing increased
credit risk. Unsurprisingly, these factors have impacted QRI’s unit price, which has been
a common theme amongst listed credit funds. Looking through the uncertainty at the
peak of COVID uncertainty, QRI's NAV has remained relatively steady at or above $1.60
per unit since listing, which is to be expected given the portfolio is composed of unlisted
private credit instruments. Importantly, loans are reviewed monthly and as at 31 October
2022, no loan investments are in arrears or impaired.

QRI's Entitlement Offer and Shortfall Offer closed on 28 October 2021, raising $171.6
million, representing ~29% of QRI’s FuM post raise. While all LITs suffered from market-
related selling pressures, we view this capital raise as having been a contributing factor
to the significant unit price and NAV bifurcation. The unit price to NAV discount was 8.7%
as at 16 December 2022. The Manager has strategies in place such as providing regular
investor communications and marketing to financial advisers, in order to improve liquidity
and demand. These are positive, but we would also like to see more definitive action
such as an on-market buy-back or garnering the support from a new institutional investor.

The Fund can be geared up to 10% of NAV, but as at 31 October 2022 there was no
leverage in QRI or any underlying Qualitas Funds.
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Quantitative Analysis

Figure 12. Risk Score
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The underlying portfolio performs well under our quantitative
modelling. When tested against our baseline scenario, the average
expected return has improved from 5.47% in 2021 to 7.30%. This can
be attributed to the combination of a switch to floating rate loans in a
rising rate environment and an increased weighting to higher yielding
mezzanine loans. This has seen the 99% VaR improve from -1.87%
VaR in 2021 to 1.34%.

Despite the doubling in exposure to mezzanine loans versus when
the portfolio was last modelled, increased counterparty
diversification has markedly reduced expected value at risk
under our stressed modelling. Less extreme simulated losses
relative to our 2021 modelling are illustrated by an improvement of
the 99% VaR from -5.02% to -2.37%. Our Risk Score remains “High”
or “BB” equivalent.

Scenario 1. Baseline Underlying Asset Assessment
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Source: BondAdviser Estimates. Data as at 31 October 2022. Excludes impact of management and origination fees. Gross capital returns excludes the value of
coupons/income and is only modelling impairment or loss given default, based on historical credit data from Moody’s. Impact of traded price is not simulated.

Scenario 2. Stressed Underlying Asset Assessment
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Reporting History

ORI Report — 15 September 2021

ORI Report — 27 August 2020

ORI Entitlement Offer Report — 10 September 2019

ORI Report — 8 October 2018

Alternative Investment Fund Research Methodology

Click here to view

Important Information

BondAdviser has acted on information provided to it and our research is subject to change based
on legal offering documents. This research is for informational purposes only. This information
discusses general market activity, industry or sector trends, or other broad-based economic, market
or political conditions and should not be construed as research or investment advice.

The content of this report is not intended to provide financial product advice and must not be relied
upon or construed as such. The statements and/or recommendations contained in this report are
our opinions only. We do not express any opinion on the future or expected value of any Security
and do not explicitly or implicitly recommend or suggest an investment strategy of any kind.

BondAdviser will receive a licensing fee from the Manager in relation to this research report.
BondAdviser Asset Management or associate investment vehicles which it controls may also choose to
hold units of the Fund as necessary.

This report has been prepared based on available data to which we have access. Neither the
accuracy of that data nor the research methodology used to produce the report can be guaranteed
or warranted. Some of the research used to create the content is based on past performance. Past
performance is not an indicator of future performance. We have taken all reasonable steps to ensure
that any opinion or recommendation contained in the report is based on reasonable grounds. The
data generated by the research is based on methodology that has limitations; and some of the
information in the reports is based on information from third parties.

We do not therefore guarantee the currency of the report. If you would like to assess the currency,
you should compare the report with more recent characteristics and performance of the assets
mentioned within it. You acknowledge that investment can give rise to substantial risk and a product
mentioned in the reports may not be suitable to you.

You should obtain independent advice specific to your particular circumstances, make your own
enquiries and satisfy yourself before you make any investment decisions or use the report for any
purpose. This rep ort provides general information only. There has been no regard whatsoever to
your own personal or business needs, your individual circumstances, your own financial position or
investment objectives in preparing the information.

We do not accept responsibility for any loss or damage, howsoever caused (including through
negligence), which you may directly or indirectly suffer in connection with your use of this report,
nor do we accept any responsibility for any such loss arising out of your use of, or reliance on,
information contained in or accessed through this report.

© 2021 Bond Adviser Pty Limited. All rights reserved.

Report created on 20 December 2022.
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