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Opinion
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November 2020

This year, we expect direct property returns to be markedly lower for the best performing parts of the
European property market, and negative for the remainder. At the same time, the return on offer from
private debt has grown since the start of the year. However, current market conditions have also
increased the risk attached to real estate lending, as well as leading to a widening differential between
sectors. While we believe that every opportunity should be assessed on its own merits, an
understanding of the size of the investable universe and the risks associated with each market and
sector also forms an important part of the portfolio allocation process. With careful selection, we feel
that private real estate debt could offer an attractive risk-adjusted return profile looking ahead.

Current market conditions with something closer to 200 basis points in the United
Kingdom. The maximum LTV most lenders offered was

Following the Global Financial Crisis (GFC), margins on  typically in the region of 60%. Junior loans were available at
senior debt rose sharply, remaining elevated for several  00-g00 basis points at LTVs of up to 80%.3

years thereafter. Then as transaction volumes picked up! and
alternative lenders became more active,? the middle part of
the decade saw lending terms begin to move back in favour
of the borrower. But for the last five years, the market has
remained remarkably steady.

In a wider fixed income context, private real estate debt
continued to look attractive. At the beginning of this year,
euro-denominated BBB corporate bonds were yielding less
than 1.0% for maturities of up to 10 years.* At the same time,
based on a proprietary database of deals, DWS estimates

TRANSACTION VOL. (€ BN) & LENDING MARGIN (BPS) that senior private CRE debt was offering an illiquidity
s CRE Transaction Volume (Europe) premium in the region of 80-100 basis points over similarly

e All Property Prime Lending Margin (UK) rated non-financial corporate bonds.5
zzz Since the onset of the Covid-19 pandemic in March 2020,
- there has been a change in conditions. Increased caution
200 among lenders has seen some pull back from new lending

150 and others offering more conservative terms or requiring
1 higher returns. With fewer real estate transactions and
I greater uncertainty over valuations, assessing current loan

pricing is more challenging.
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A look at fixed income yields provides some insight.
Corporate yields saw an initial spike across the spectrum,
with average vyields for both A and BBB rated bonds jumping

Early in 2020, a typical Continental European prime office  py more than 150 basis points between early and late March.
could expect to achieve a margin of 100-150 basis points,

Sources: Cass, RCA, DWS, October 2020.
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2 Cass, May 2020

3 CBRE, March 2020

4 |HS Markit, iBoxx € Non-Financials BBB, March 2020
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This was significantly less than during the GFC though, and
yields have since fallen back close to their February levels.®
Swap spreads for euro-denominated real estate bonds have
also followed a similar path, and remain around 40 basis
points above pre-Covid levels, as of mid-October.”

EUR REAL ESTATE SWAP SPREADS (BPS, END OF MONTH)
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Source: Markit iBoxx, September 2020

While pinpointing marketwide private loan terms at any point
in time is difficult, our own experience suggests that for senior
loans secured against prime property during the third quarter,
a rise in the region of 25-50 basis points since the beginning
of the year would be broadly reflective of overall market
movements.®

However, some sectors have moved more than others.
Those considered more resilient to current market stress,
such as residential and logistics, are proving more in demand
among lenders, which may limit the extent of changes to
typical loan terms. And with greater numbers of lenders
potentially willing to step up lending again to these sectors, it
is possible margins will come back down again towards the
end of the year or in 2021.

On the other hand, those lenders who are still prepared to
finance retail and hotel assets, where the occupier market
has been more severely affected this year, are attaching a
greater risk to such deals. For retail in particular, a widening
margin spread over other sectors was already underway
before this year. In the United Kingdom, for example, the
spread over offices had opened up to around 50 basis points
5 Macrobond, October 2020

7 iBoxx, October 2020

8 DWS, October 2020
9 Cass, May 2020

in 2019, having been priced similarly just a few years earlier.®
However, the current situation means that an additional layer
of risk is now likely to be reflected in the loan terms offered,
with an increased chance of seeing loan write-offs.

At the junior end of the capital stack, we estimate that margins
have risen more sharply as lenders become more cautious
on the potential for asset value declines.

So far this year, the private debt fundraising space has
continued to see activity, despite the slower market for
transactions. As of the beginning of September, Europe-
focused real estate debt funds had raised a total of €4.7
billion. Excluding separate account mandates, this was
broadly in line with fundraising over the same period in both
2018 and 2019.%°

EUROPEAN CRE PRIVATE DEBT FUNDRAISING (€ BN)
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Sources: Preqin, Oxford Economics September 2020. Excludes separate account
mandates. Data for 2020 is for January-August inclusive.

The European CMBS market, on the other hand, remains
slow. CMBS financing can often be used for non-prime
assets, weaker collateral or special situations, meaning the
market may not be seen as directly comparable to senior
private debt. Additionally, daily pricing often gives the
impression of liquidity, although this is not necessarily the
case. Nevertheless, pricing can still offer some additional
insight into wider market trends.

After a promising start to the year, just one CMBS transaction
completed in Europe during the second and third quarters,
since the Covid-19 pandemic took hold in early March.

1% pregin, September 2020
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Reported spreads have largely mirrored other fixed income
products, down some way from their early-April peak, but
remaining around 70 basis points higher than at the
beginning of the year.

Market Size & Risk Factors

Assessing the size of the European commercial real estate
private debt market presents challenges. While market
transparency is gradually improving, there are still relatively
few estimates of the size of the total opportunity by country or
sector.

The size of the broader real estate market forms a basis for
analysis. Market size estimates produced by MSCI are useful
in this respect. Additionally, historical transaction volumes
can be used as a tool to measure relative size between
markets and sectors, under the assumption that trading
frequency doesn't vary significantly by location or asset type.

From here, estimating the size of the debt portion of the
market would require reliable estimates of LTV ratios and
average terms for outstanding loans within each market.
While our own experience provides valuable insight, this type
of data is generally not readily available at the market level.
However, looking at typical LTVs on new originations earlier
in the year, there was in fact relatively little difference
between markets.!?

LARGEST CRE MARKETS (% OF EUROPEAN TOTAL)
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At the beginning of this year, maximum senior LTVs for the
majority of large markets and sectors sat close to 60%.13
Where available, historical data also suggests relatively little
change in ratios for new lending over recent years. For
example, LTVs in Germany have sat slightly above 60% for
the last four years, with the United Kingdom remaining just
below 60% over the same period.**

At the sector level, it's possible we may see some divergence.
Differences in the expected path for capital values across
sectors mean that LTV ratios on existing debt could move
apart. Meanwhile, a widening gap in risk profiles between
sectors is also likely to be reflected in differing maximum
LTVs on new loan originations. However, there appears to be
relatively little difference between sectors historically.

When looking to build a pan-European debt portfolio,
estimates of market size are clearly important when
considering portfolio weightings. However, it is also important
to look at the different risk factors affecting each market.

In our opinion, volatility of capital values would be among the
most important of these, with big swings potentially impacting
the ability to recover an investment in full in the event of
default. While historical value movements are not necessarily
an accurate indicator of future performance, amplified
volatility can be related to the underlying structure of the
occupier or investment market. Hence, markets which have
seen large swings in pricing in the past could also be more
prone to greater value movements in the future, assuming the
same structural drivers remain in place.

Additionally, risks affecting the general security of the
economic and political environment, the ability to conduct
business, and the transparency of the real estate market
could affect the general functioning of the debt market, and
hence should have some influence on how much capital a
fund or investor may wish to deploy to each market.

Market Outlook

This year, with a significant fall in transaction volumes during
the second and third quarters, new lending activity is also
likely to have fallen. That said, there should still be a large

3 CBRE, March 2020
14 Cass, IREBS, August 2020
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number of refinancing requirements, and we do expect
transaction activity to pick up, although the Covid-19 situation
in the coming months could affect how this plays out.

The current market still offers the opportunity to secure higher
returns on even the most secure properties, compared to the
beginning of the year. And while there is still an expectation
that fixed income yields may remain low in the short term, we
could also see a gradual upward trend in yields start to push
real estate debt returns higher as we look beyond 2021
towards the middle of the decade. But in the current market,
pricing risk appropriately could become even more important.

Private debt returns — typically consisting of a reference
interest rate (often hedged by the borrower using an interest
rate swap or rate cap) plus a margin and arrangement fee —
are clearly a key component in deciding where to deploy
capital. A lender looking to increase returns could do so in a
number of ways. Rising up the capital stack would perhaps
be the most obvious. Moving from senior to whole loan or
junior, could take returns from sub 2% per annum to as much
as 10% or more at the moment.

Equally, shifting between markets and sectors could allow
differing return targets to be met. For example, a senior office
loan in Central Europe would currently be likely to secure a
notable margin premium over a major Core European market.
Similarly, lending against U.K. retail assets is likely to offer
markedly higher returns compared to U.K. logistics right now.

However, the other key component is risk. At a given point in
time, higher margins are usually accompanied by a higher
level of assessed risk. With regard to positioning within the
capital stack, the risk comes from declining credit quality as
the LTV increases. And for markets and sectors some of this
risk is structural — i.e. related to the functioning of the
economy, the real estate market and the debt market in
general — as discussed above. But lenders should also
assess forward looking risks.

Taking into account our outlook for capital values by sector,
from a pure risk perspective we would favour logistics and
residential, where we are forecasting less of a market
correction this year and we expect positive long-term trends.
As such, risk-adjusted returns for both senior and junior
lending in these sectors could remain attractive.

Sectors such as student housing and certain parts of the hotel
market could also be attractive, although it will be particularly
important to consider operator risk here. Both of these
sectors undoubtedly face short-term challenges related to
Covid-19, but we still expect longer-terms trends to be
broadly favourable. For this reason, we see good
opportunities for senior lending at the prime end of the
spectrum. A degree of additional caution may be required at
the junior end of the capital stack, but with sufficient
allowance for short-term volatility, lending to subsectors such
as budget hotels could still prove attractive.

For retail, we would be generally be very cautious, as values
are expected to come under significant downward pressure.
Yet, with many lenders pulling back from retail lending
altogether, we would expect a sizeable rise in margins over
the remainder of this year and into next year.

EUROPEAN PRIME CAPITAL GROWTH OUTLOOK (% P.A.)
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incorrect. Past performance is not indicative of future returns.

Taking the example of a German shopping centre, our real
estate market forecasts would suggest that prime capital
values could fall by 30% over the two years from mid-2020.
That would mean that a loan with a current LTV of 60% would
increase to around 85% under this scenario, and would most
likely be in breach of covenant.

It would be easy to write off lending into a market where you
expect values to fall by 30% (or more for secondary retail).
However, we believe there may still be room to include the
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sector in a diversified debt portfolio, particularly as lending at
lower LTVs, together with careful asset selection, could
enable lenders to take advantage of more favourable pricing
while still reducing risk.

At the market level, higher returns can generally be found in
the United Kingdom at the moment, although uncertainty
around the Brexit trade negotiations and additional hedging
costs mean that on a hedged and risk-adjusted basis, the
premium over Core Europe is eroded somewhat. And while
our base case forecast assumes a favourable outcome from
the Brexit trade negotiations, we would still expect to see an
increased level of due diligence at the junior end of the
spectrum given the elevated level of risk.

For European junior lending in general, we believe a stronger
focus on sectors showing a higher level of resilience, such as
logistics and residential, and on markets seeing less short-
term volatility, such as Germany and other parts of Core
Europe, could lead to better risk-adjusted returns.

There is currently relatively little to choose between Core
European markets in terms of senior lending returns, with the
total cost of debt generally in the region of 150-200 basis
points.*® But considering our outlook for capital values, we
would likely assign a lower risk of significant capital value
decline in Germany compared to France or the Benelux
countries, for example. Therefore, despite lower absolute
returns, this could still lead to German outperformance on a
risk-adjusted basis.

More generally, we would also expect a widening in spreads
between core and core plus assets. As some lenders focus
more on the lowest-risk opportunities, we could start to see
lending returns pushed up for well-located assets that have
an additional risk factor, such as a refurbishment element.
And in an environment of reduced risk appetite, it's possible
that some of these risks will be mispriced.

5 DWS, October 2020
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Important Information

The brand DWS represents DWS Group GmbH & Co. KGaA and any of its subsidiaries, such as DWS Distributors,
Inc., which offers investment products, or DWS Investment Management Americas, Inc. and RREEF America L.L.C.,
which offer advisory services.

This material was prepared without regard to the specific objectives, financial situation or needs of any particular person who
may receive it. It is intended for informational purposes only. It does not constitute investment advice, a recommendation, an
offer, solicitation, the basis for any contract to purchase or sell any security or other instrument, or for DWS or its affiliates to
enter into or arrange any type of transaction as a consequence of any information contained herein. Neither DWS nor any of
its affiliates gives any warranty as to the accuracy, reliability or completeness of information which is contained in this
document. Except insofar as liability under any statute cannot be excluded, no member of the DWS, the Issuer or any office,
employee or associate of them accepts any liability (whether arising in contract, in tort or negligence or otherwise) for any error
or omission in this document or for any resulting loss or damage whether direct, indirect, consequential or otherwise suffered
by the recipient of this document or any other person.

The views expressed in this document constitute DWS Group’s judgment at the time of issue and are subject to change. This
document is only for professional investors. This document was prepared without regard to the specific objectives, financial
situation or needs of any particular person who may receive it. No further distribution is allowed without prior written consent
of the Issuer.

Investments are subject to risk, including market fluctuations, regulatory change, possible delays in repayment and loss of
income and principal invested. The value of investments can fall as well as rise and you might not get back the amount
originally invested at any point in time.

Investment in real estate may be or become nonperforming after acquisition for a wide variety of reasons. Non-performing real
estate investment may require substantial workout negotiations and/ or restructuring. Environmental liabilities may pose a risk
such that the owner or operator of real property may become liable for the costs of removal or remediation of certain hazardous
substances released on, about, under, or in its property. Additionally, to the extent real estate investments are made in foreign
countries, such countries may prove to be politically or economically unstable. Finally, exposure to fluctuations in currency
exchange rates may affect the value of a real estate investment.

Investments in Real Estate are subject to various risks, including but not limited to the following:

- Adverse changes in economic conditions including changes in the financial conditions of tenants, buyer and sellers,
changes in the availability of debt financing, changes in interest rates, real estate tax rates and other operating expenses;

- Adverse changes in law and regulation including environmental laws and regulations, zoning laws and other governmental
rules and fiscal policies;

- Environmental claims arising in respect of real estate acquired with undisclosed or unknown environmental problems or
as to which inadequate reserves have been established;

- Changes in the relative popularity of property types and locations;

- Risks and operating problems arising out of the presence of certain construction materials; and

- Currency / exchange rate risks where the investments are denominated in a currency other than the investor’s home
currency.

An investment in real estate involves a high degree of risk, including possible loss of principal amount invested, and is suitable
only for sophisticated investors who can bear such losses. The value of shares/ units and their derived income may fall or rise.

Any forecasts provided herein are based upon DWS'’s opinion of the market at this date and are subject to change dependent
on the market. Past performance or any prediction, projection or forecast on the economy or markets is not indicative of future
performance.

War, terrorism, economic uncertainty, trade disputes, public health crises (including the recent pandemic spread of the novel
coronavirus) and related geopolitical events could lead to increased market volatility, disruption to US and world economies
and markets and may have significant adverse effects on the fund and its investments.
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DWS is the brand name of DWS Group GmbH & Co. KGaA and its subsidiaries under which they operate their business
activities. The respective legal entities offering products or services under the DWS brand are specified in the respective
contracts, sales materials and other product information documents. DWS, through DWS Group GmbH & Co. KGaA, its
affiliated companies and its officers and employees (collectively “DWS”) are communicating this document in good faith and
on the following basis.

This document has been prepared without consideration of the investment needs, objectives or financial circumstances of any
investor. Before making an investment decision, investors need to consider, with or without the assistance of an investment
adviser, whether the investments and strategies described or provided by DWS Group, are appropriate, in light of their
particular investment needs, objectives and financial circumstances. Furthermore, this document is for information/discussion
purposes only and does not constitute an offer, recommendation or solicitation to conclude a transaction and should not be
treated as giving investment advice.

The document was not produced, reviewed or edited by any research department within DWS and is not investment research.
Therefore, laws and regulations relating to investment research do not apply to it. Any opinions expressed herein may differ
from the opinions expressed by other legal entities of DWS or their departments including research departments.

The information contained in this document does not constitute a financial analysis but qualifies as marketing communication.
This marketing communication is neither subject to all legal provisions ensuring the impartiality of financial analysis nor to any
prohibition on trading prior to the publication of financial analyses.

This document contains forward looking statements. Forward looking statements include, but are not limited to assumptions,
estimates, projections, opinions, models and hypothetical performance analysis. The forward looking statements expressed
constitute the author's judgment as of the date of this document. Forward looking statements involve significant elements of
subjective judgments and analyses and changes thereto and/ or consideration of different or additional factors could have a
material impact on the results indicated. Therefore, actual results may vary, perhaps materially, from the results contained
herein. No representation or warranty is made by DWS as to the reasonableness or completeness of such forward looking
statements or to any other financial information contained in this document. Past performance is not guarantee of future results.

We have gathered the information contained in this document from sources we believe to be reliable; but we do not guarantee
the accuracy, completeness or fairness of such information. All third party data are copyrighted by and proprietary to the
provider. DWS has no obligation to update, modify or amend this document or to otherwise notify the recipient in the event
that any matter stated herein, or any opinion, projection, forecast or estimate set forth herein, changes or subsequently
becomes inaccurate.

Investments are subject to various risks, including market fluctuations, regulatory change, possible delays in repayment and
loss of income and principal invested. The value of investments can fall as well as rise and you might not get back the amount
originally invested at any point in time. Furthermore, substantial fluctuations of the value of any investment are possible even
over short periods of time. The terms of any investment will be exclusively subject to the detailed provisions, including risk
considerations, contained in the offering documents. When making an investment decision, you should rely on the final
documentation relating to any transaction.

No liability for any error or omission is accepted by DWS. Opinions and estimates may be changed without notice and involve
a number of assumptions which may not prove valid. DWS or persons associated with it may (i) maintain a long or short
position in securities referred to herein, or in related futures or options, and (ii) purchase or sell, make a market in, or engage
in any other transaction involving such securities, and earn brokerage or other compensation.

DWS does not give taxation or legal advice. Prospective investors should seek advice from their own taxation agents and
lawyers regarding the tax consequences on the purchase, ownership, disposal, redemption or transfer of the investments and
strategies suggested by DWS. The relevant tax laws or regulations of the tax authorities may change at any time. DWS is not
responsible for and has no obligation with respect to any tax implications on the investment suggested.

This document may not be reproduced or circulated without DWS written authority. The manner of circulation and distribution
of this document may be restricted by law or regulation in certain countries, including the United States.

This document is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or
located in any locality, state, country or other jurisdiction, including the United States, where such distribution, publication,
availability or use would be contrary to law or regulation or which would subject DWS to any registration or licensing
requirement within such jurisdiction not currently met within such jurisdiction. Persons into whose possession this document
may come are required to inform themselves of, and to observe, such restrictions.

© 2020 DWS International GmbH
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