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The Qualitas Real Estate Income Fund (“QRI” or “Trust”) is a listed investment trust (LIT)
managed by the Qualitas Group which provides exposure to the domestic commercial
real estate (CRE) debt market. Qualitas has a strong track record of CRE transactions
across the capital structure and a disciplined record in CRE and loan origination, with
zero capital losses since inception in 2008.
QRI is a closed-ended trust with a target return of RBA Cash Rate plus 5.0 - 6.5% per
annum (net of fees and expenses), which we believe to be commensurate to the risk
associated with the provision of debt funding for typically illiquid and bespoke CRE
assets. The Trust effectively allocates funds through the Sub-Trust to Qualitas’
wholesale funds, Arch notes and direct loans, providing exposure to the senior and
mezzanine loans originated and managed by the Qualitas Group. The fee structure
includes a 1.50% p.a. of portfolio NAV management fee, and a 20% performance fee for
outperformance above the 8.00% p.a. (net) hurdle rate.
Key Characteristics
Market
Capitalisation^

$321 million

BondAdviser
Risk Score

High

Price^

$1.425

Product
Assessment

Approved

Net Asset Value^

$361 million

Outlook / Asset
Classification

Stable / Level 3

Fixed / Floating

Floating

Structure

Listed Investment
Trust

Frequency

Monthly

Sub-Asset Class

CRE Debt

Target Net Return

RBA Cash
Rate+
5.00 - 6.50%

Responsible
Entity

Trust Company (RE
Services) Limited

Hurdle Rate

8.00%

Administrator /
Registrar

QRI Fund Services
Pty Ltd / Automic

Inception Total
Net Return p.a.^

5.30%

Auditor

KPMG

Mgmt Fee / Perf.
Fee*

1.50% / 20%

ASX Code

QRI

^ As at 30 June 2020.
* Only payable on outperformance above the 8.00%p.a. (net) hurdle rate.
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Product Assessment
Approved
QRI is recommended for yield-seeking investors comfortable with exposure to the CRE
private debt market. The progressive withdrawal of authorised deposit-taking institutions
(ADIs) from the Australian CRE market in recent years has allowed smaller, non-bank
financiers such as Qualitas to capture market share and achieve significant returns on
investment. QRI has risk management protocols in place and a strong track record,
however, there are unique risks associated with investing in such a highly-specialised
area of the private debt markets.

QRI announced a change to
the target return, which
was amended from net
8.0% p.a. to net RBA Cash
Rate plus 5.0-6.5% p.a

Given the illiquid nature of the market, the LIT provides a listed vehicle through which to
invest in this asset class whilst offering a relatively high running yield.
On 22 July 2020, QRI announced a change to the target return, which was amended
from net 8.0% p.a. to net RBA Cash Rate plus 5.0-6.5% p.a. Importantly the Trust's
investment strategy, target portfolio composition criteria and the performance fee hurdle
of 8.0% p.a has remained unchanged.".
We recognise that QRI has underperformed its initial target return, however, we are
encouraged by Qualitas having refrained from moving up the risk-spectrum in search of
extra yield at the expense of credit quality at this point in the credit cycle.
The rationale in changing the target return was outlined by management which entails
two key points:
1.

Since IPO in November 2018, the cash rate has fallen 1.25%. The change to a
floating rate target return adjusts the implied risk margin, which upon IPO, was
an implied risk margin of 6.50% - now representing the upper end of the target
return.

Structural tailwinds have
embedded an illiquidity
premium due to a capital
vacuum in CRE lending.

2.

Intended allocation versus actual allocation. At IPO, 30% of the portfolio was
expected to be mezzanine loans which typically yield >10%. Subsequently, due
to an increased number of lenders in what is technically termed stretch-senior,
or unitranche type lending facilities. As a result, the market was subject to
margin compression in mezzanine loans which in the eyes of the manager have
rarely held up on a risk-reward basis and comprise <1% of the portfolio.

The portfolio maintains a reasonable equity buffer on all underlying loans with 62% LVR
on a weighted portfolio basis. Although, there is exposure to retail and commercial
assets, the underlying tenants are diversified including the government and a
supermarket tenant. Additionally, key risk mitigants include 98% of loans having a
personal or corporate guarantee and QRI only being invested in bi-lateral loans –
meaning there is no negotiation between lenders required in the event of nonperformance (with some exclusion for intercreditor agreements).
Although QRI have announced a buy-back program which allows a buy-back up to 10%
of units outstanding, we do not expect additional buy-back support at current levels,
given the robust pipeline of opportunities may prove more accretive in the eyes of the
Manager.
QRI is underpinned by a highly specialised real estate investment team. The illiquid and
specialised nature of CRE debt mean security, diversification and active controls are
required to optimise the risk-return profile. QRI offers these characteristics and in turn
forms the basis for our Approved product assessment.
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Performance and Strategy
QRI traded at a premium to NAV from ASX listing in November 2018 to March 2020 where the average premium was 3.4%. The subsequent uncertain and challenging
COVID-19 environment has seen QRI trade at a discount to NAV as large as 18% –
bringing the average premium/discount from inception down to -1.2%.
Figure 1. Price and NAV Time Series
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Source: BondAdviser, Qualitas, Bloomberg

Whilst price weakness has detracted from total returns, cash distributions remain stable
at around 6% p.a., after initial softness due to the ramp-up period. This manifests in the
cash distribution return rate of 5.27% p.a. from inception to 30 June 2020.
Capital preservation continues to be the driving mandate and positively, the Trust’s NAV
has remained stable throughout 2020. According to ASX disclosures as at 30 June 2020
there are no loan impairments and no interest arrears in the portfolio.
The responsible entity relies on the Manager to provide valuations on assets and to
regularly test for impairment. Qualitas maintains comprehensive portfolio and loan
review processes involving the Investment team, Risk team and Executive members of
the Investment Committee. The review process has become more acute during COVID
and all funds, including QRI, are reviewed on a monthly cycle with higher risk loans
monitored more frequently and ongoing reporting to the Qualitas Advisory Board.
The Trust’s asset valuation and impairment process is in line with best practice
accounting standards and assesses on a forward-looking basis the expected credit
losses associated with its debt instruments carried at amortised cost, reflecting any
potential loan losses and interest arrears, at any time these are assessed, into the
reported NAV of the Fund.
The Trust aims to give investors exposure to the growing CRE debt market and provides
access to high-yielding, illiquid assets via an exchange-traded vehicle. The Trust invests
in a portfolio of senior and mezzanine loans across the real estate life cycle with a target
return of RBA cash rate plus 5.0 - 6.5% p.a. net of fees and expenses.
The secured loans provided by Qualitas have a typical tenor of 12-24 months with a
loan-to-value ratio (LVR) of about 50-65% for senior debt and about 65-75% for
mezzanine loans. Capital may be provided to borrowers for land banking, construction
loans or investment loans, providing some diversification benefits across the real estate
sector but we note the high correlation factor.
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Figure 2. Annualised Cash Returns Price and NAV Basis
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The Trust has indirect exposure to secured real estate loans via the Qualitas Senior Debt
Fund (QSDF), the Qualitas Mezzanine Debt Fund, the Qualitas Land Debt fund and
notes in the Arch Finance Warehouse Trust (AFWT). The mandate also allows for
investment into other Qualitas wholesale funds (new and existing) which meet the Trust's
investment strategy and objectives.
Qualitas aims to protect capital and ensure timely repayment of loans by leveraging its
in-house expertise within the project finance, construction and real estate sectors. The
Group works with borrowers to escalate potential issues early and provide support for
operations, project management and recovery of capital provided where necessary. The
success of this strategy is evidenced in the Group’s zero capital loss through over 12
years of operating in a highly-specialised area of the commercial real estate debt market.
All loans provided are secured against the underlying real property, in addition to
guarantees typically provided by Sponsors in their individual or corporate capacity. In an
Event of Default, the Group has a range of exit strategies to recover capital and realise
gains. Typically, the Group has a 30 - 40% average equity buffer on the asset to ensure
that there is significant headroom within each deal so that adverse circumstances such
as property devaluation do not place capital immediately at risk.
Figure 3. Risk and Return
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1 Calculated using annualised weekly total returns over a 10-year period, though for QRI since fund inception and for 2019.
2 Calculated using annualised monthly total returns over a 5-year period minus average RBA cash rate over a 5-year period.
Though for QRI, annualised returns since fund inception and for 2019 using respective RBA cash rate equivalent.
Source: BondAdviser, Bloomberg. *QRI credit ratings an estimate only.
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It is difficult to make historical risk return comparisons between QRI and other market
alternatives. There are several reasons for this, the primary one being QRI has not
traded for a full economic cycle. The impact of COVID-19 disproportionally impacts QRI
given its volatility and return figures do not benefit from a long preceding period of benign
market conditions. For this reason, we have also included the single year figure of 2019
for QRI in our risk/return charts.
Although QRI’s inception metrics are significantly impacted by the ~35% COVID-19
included max drawdown, the 2019 metrics are more representative of where we view
the long-term risk/return profile of QRI to sit. It is important to note price-based
movements are in practical terms the key driver of return volatility, given the NAV has
remained stable and distributions being relatively predictable.
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Portfolio Composition
The bulk of the portfolio (89% as at 30 June 2020) is comprised of senior loans,
encouragingly reflecting a preference for capital structure seniority. Only 11% of the
portfolio is currently exposed to mezzanine debt, spread across Arch Finance
Warehouse Trust (AFWT) notes and traditional mezzanine finance. We note QRI is
mandated such that no more than 15% of capital can be invested in AFWT notes. Other
than its AFWT investments (9%), QRI is currently evenly divided between direct loans
(45%) and investments in Qualitas Funds (46%).
Although loans with exposure to the residential sector comprise most of the portfolio, this
share has decreased considerably from August 2019 when loans secured by residential
properties comprised 74% of the portfolio. This difference has largely been replaced by
an increase in loans secured by commercial and industrial properties (34%), which have
increased from 16% of the portfolio in August 2019. Loans secured by industrial (8%)
and retail (7%) property represent the remainder. This change in distribution gives the
portfolio a more balanced composition, and, positively, provides greater protection
against idiosyncratic risks in a single sub-sector. Given the extreme uncertainty amid the
COVID-19 economic crisis, particularly historically high unemployment, this protection is
prudent.
The portfolio remains diversified by counterparty with the largest single exposure at 12%.
Figure 6 displays the distribution by loan size.
Positively, since August 2019, QRI has reduced the weighted LVR of the portfolio, albeit
marginally, from 64% to 62%. As illustrated in Figure 6, a majority (51%) of the
investments in the portfolio have an LVR below 65%, with an additional 24% below 70%.
This LVR buffer gives us comfort given we expect property prices, particularly Melbourne
based high-density developments, to fall.

Figure 4. Loan Classification (LHS) and Investment Type (RHS)
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Source: BondAdviser, Qualitas. As at 30 June 2020.
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Figure 5. Portfolio Composition (LHS) and Sector Diversification (RHS)
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Figure 6. Distribution of the Portfolio by Loan Size (LHS) and LVR (RHS)
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As at 30 June, QRI has 33 individual loans on a look-through basis. Arch Finance
Warehouse Notes (AFWT) is a mezzanine exposure (due to the subordination of the
note position within the warehouse financing structure) to a pool of smaller underlying
loan exposures. Positively, this results in a low level of single counterparty risk for the
trust.
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Figure 7. Indicative Portfolio - Borrower Diversification

Source: BondAdviser, Qualitas

Figure 8. Indicative Portfolio - Loan Runoff
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Notably, QRI has a very short weighted tenor to maturity of 0.6 years. Whilst this creates
an element of rollover risk (need to redeploy capital), it also creates a portfolio that is
more resilient to exogenous shocks. This is quantitatively demonstrated later in our
report.
Positively, the pipeline for investment opportunities has improved in the past few months
despite the short weighted tenor, the managers pipeline will always include the
opportunity to extend or refinance a loan (i.e construction loan to residual stock) for which
we have successfully achieved in the last 6 months. This is predominately characterised
as being due to a pull-back in lending competition, particularly so from international
lenders.
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Positive Risk Factors
Real asset collateral. Loans are secured against property assets and are most often
structured with various protective covenants in place. They also include other
guarantees from stakeholders over committed funds.
Proven Processes. Qualitas demonstrates disciplined practices covering its
governance and risk procedures. This includes (i) multiple oversight committees; (ii)
regular portfolio reviews; (iii) separate approvals from the Risk Management Team; and
(iv) investment committee approvals for lending decisions.
Commitment to Capital Preservation. Management has achieved a disciplined track
record in CRE investment, albeit in a relatively benign environment. This is evidenced
with impressively registering no capital losses since inception in 2008.
Complexity Premium. The CRE debt market is a niche one with a large and ongoing
opportunity set available for experienced operators including Qualitas. This expertise
drives profitability and a significant expansion of assets under management given the
progressive regulatory tightening and pull-back by traditional bank lenders.
Strict Origination Pipeline Standards. Strong loan origination and structuring is key to
overall success, with Qualitas estimating that it rejects around 80% of all opportunities.
Exhaustive scenario analysis is performed on each deal whereby the optimal loan-tovalue ratio (LVR) and capital structure position for Qualitas to lend at (e.g. senior or
mezzanine) are obtained.

Negative Risk Factors
Credit quality deterioration. Weakening credit profiles of counterparty exposures in the
Trust portfolio could result in a decline in the NAV. This is partially offset by protective
structural features of the arrangements, including equity buffers, and active qualitative
strategies.
Operating risk. This is always a threat to portfolio performance. This includes the failure
of internal processes and includes human error, misjudgment and fraud.
Correlated Underlying Assets. Significant deterioration in the property market and/or
the CRE debt market specifically could lead to correlated defaults on loans, which may
lead to credit losses.
Development risk. An overextension by Qualitas into regions which are over-developed
or susceptible to price declines could result in credit losses. This is mitigated by
maintaining controls over portfolio diversification and by leveraging market knowledge
and industry relationships.
Liquidity risk. The CRE debt asset class is illiquid and in a stressed scenario,
underperforming or defaulted assets may be difficult to liquidate at perceived fair values.
The liquidity risk of the Trust is mitigated by its closed-ended nature, being a listed
investment trust (LIT). However, given the specialised nature of the underlying assets,
the Manager may be subject to risk in the event of a downturn in the broader property
market. This increases the risk of capital losses.
Construction risk. Recent industry developments have highlighted development
defects across several residential apartment sites. Two examples include Opal and
Mascot Towers. Qualitas have not been involved in any such discoveries and we have
no reason to believe they will be. Regardless, these risks remain present in the
construction industry.
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Construction and Investment Process
The Trust holds fully paid units in the Sub-Trust, being the Qualitas Wholesale Real
Estate Income Fund, and as such, the portfolio structure will be identical to the SubTrust. The investment strategy of the Sub-Trust is to provide exposure to a diversified
portfolio of investment with direct and indirect exposure to predominantly Australian
secured real estate loans via direct secured loans and investing in Qualitas Funds.
A key attribute of the Portfolio is its diversification benefits within the real estate sector.
The Manager of the Trust has invested in a portfolio of investments with direct and
indirect exposure to secured real estate loans in Australia and New Zealand, with a 20%
cap imposed on the latter. The Trust is predominantly invested in senior secured real
estate loans diversified across Australian and New Zealand cities with population greater
than 100,000, noting that up to 30% of the Trust’s assets can be in non-capital cities.
Additionally, no more than 40% of supplied capital can be directly invested into any single
Qualitas fund where underlying wholesale funds will have individual mandates and
portfolio parameters.
The Manager seeks to provide investors with exposure via the Qualitas Senior Debt
Fund (QSDF) and other Qualitas Funds , or through the Arch Finance Warehouse Trust
(AFWT) note program, noting that Arch Finance is a wholly-owned subsidiary of the
Qualitas Group. We additionally note there is also a cap on AFWT and mezzanine
investments of 15% and 20-35% respectively.
Extensive investment and risk management processes are run by the Group for each
investment opportunity. Starting with origination, the due diligence stage sees a
preliminary deal assessment and detailed due diligence completed. A “Heads Up” paper
is then provided where the investment team is seeking preliminary review and feedback
from the Investment Committee. Before formal approval is provided, the Portfolio
Allocation Committee decides how the investment will be allocated to Qualitas funds and
Qualitas investors as per the Qualitas Group Allocation Policy.
Following this, a detailed Investment Committee Paper is prepared by the Investment
Team and presented to the Investment Committee, with unanimous consent required for
the transaction to proceed. In an additional layer of control, the Risk Management Team
must also sign off on loan documents and condition precedents and continue to perform
covenant monitoring and early escalation of potential issues. Once approved, the
Portfolio Asset Management (PAM) Committee meet regularly (every 6-8 weeks but
increased to 4-weeks as a result of COVID) to assess each loan in completing its asset
monitoring and compliance duties. This process allows members to apply their unique
backgrounds and knowledge to each deal, whilst also receiving a broader perspective
on the loan from various stakeholders and non-executive director oversight throughout
the process.
If it is determined that a deal should be exited, the Group’s deal structuring and
securitisation procedures present management with several options by which it can do
so. These include refinancing of the loan by another financier (i.e. bank), refinancing into
a construction debt facility, repayment out of sponsor equity or sale of underlying assets.

BondAdviser | Fund Research

Qualitas Real Estate Income Fund

11

Governance
As Qualitas is investing in illiquid and specialised assets in a highly cyclical sector,
firmwide governance is crucial to ensure internal controls are established and
maintained. Qualitas has prioritised governance and risk management since its inception
in 2008 and this is evidenced in the structure of its various boards and committees.
The Qualitas Group Advisory Board fulfils the fiduciary responsibilities of the Group. This
includes governance and consists of a majority of non-executive board members.
Another key part of the governance structure is the Qualitas Trustee Board, where board
members are by majority independent and monitor Group compliance with AFSL and
fiduciary responsibilities. The Qualitas Group Risk Committee is responsible for risk
management and reports directly to the Advisory Board and is a crucial control
mechanism for Qualitas through each stage of the investment management process.
Figure 9. Legal Structure
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Source: BondAdviser, Qualitas

There are several committees established by Qualitas to monitor and control the various
functions of the Group, including the Risk, People and Culture, Portfolio Allocation,
Portfolio Asset Management and Fund Investment committees. Each of these, alongside
others, play a vital role in fund success by managing investments and default risk for the
Group’s funds. Ultimately, in the origination and assessment phases of individual deals,
the Risk Management Team runs a parallel process to the Investment Committee to
evaluate all risks independently. The Portfolio and Asset Management (PAM) Committee
also act independently and meet on a regular basis to evaluate each loan as part of the
active risk management of the Qualitas Group.
Given Qualitas’ investment philosophy, ESG considerations are becoming increasingly
relevant. Qualitas established a Sustainability Steering Committee in 2019 and is a
signatory to the United Nations Principles for Responsible Investment.
At a product level, the Trust is a closed-ended listed investment trust (LIT) registered
with ASIC as a managed investment scheme. The Trust Company (RE Services)
Limited is the Responsible Entity of the Trust with QRI Manager Pty Ltd (a wholly owned
subsidiary of Qualitas) as the Investment Manager. The Product Disclosure Statement,
Trust Deed, Constitution and Investment Management Agreement (IMA) are the key
documents governing the Trust.
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Quantitative Analysis
Limited publicly available data and the inherent opacity of CRE private lending makes
quantitative analysis of expected credit loss inherently more challenging than for other
more developed asset classes. Whilst this is a positive for mitigating credit loss due to
the specialised skillset of the Qualitas Investment Team, the difficulty in applying
traditional quantitative credit loss models is made more difficult by the bespoke nature
of these investments. Whilst imperfect, the analysis presented in this section does
provide an indication of the fundamentals underpinning QRI in a variety of scenarios.
We have adopted the CreditMetrics framework, which attempts to model credit
migrations, including jump to defaults (JTD), that directly impact the valuation of QRI.
Based on historical and estimated fair value yield curves, we can revalue each individual
holding for each derived credit rating, which is intended to simulate the likelihood and
severity of deterioration in security values, as would be expected as part of the valuations
process. The core of the analysis, however, is determined by the probabilities of a JTD
and the ultimate recovery given default (loss given default, LGD). Our analysis places
no limit on adverse credit migration to model a possible worse-case scenario for
investors. We note this approach makes no implicit assumptions on Qualitas’ capability
to avoid capital losses.
We model the probability of JTD and mark-to-market losses from historical data, known
as transition rates (Table 1). This data reflects long-term statistics (1976-2019) regarding
the probability of an issuer moving from its current credit rating over a one-year period,
and, in the event of default, the average ultimate recovery, based on priority of
repayment (seniority). Although the investment horizon is beyond one year, we apply a
one-year credit migration outlook for the quantitative framework to limit the uncertainty
of variables.
Table 1. Adjusted* Avg. Migration Rates (1970-2019)
FROM\TO

AAA

AA

A

BBB

BB

B

CCC

Default

AAA

99.9%

0.0%

0.0%

0.0%

0.0%

0.0%

0.1%

0.0%

AA

0.0%

98.6%

0.0%

0.0%

0.0%

0.0%

0.8%

0.6%

A

0.0%

0.0%

98.6%

0.0%

0.0%

0.0%

0.8%

0.6%

BBB

0.0%

0.0%

0.0%

97.7%

0.0%

0.0%

1.3%

1.0%

BB

0.0%

0.0%

0.0%

0.0%

92.1%

0.0%

4.0%

3.9%

B

0.0%

0.0%

0.0%

0.0%

0.0%

83.6%

9.9%

6.5%

CCC

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

87.1%

12.9%

Source: BondAdviser, Moody’s
* Adjusted to account for withdrawn ratings and to eliminate probability of an upgrade or upwards revaluation.
Further adjusted such that revaluation only possible on migration to CCC or default.

For each rating rank and for most of the portfolio, an instrument’s credit rating is likely to
remain static over the modelled timeframe, with some probability of an adverse
movement. This highlights that credit ratings are negatively skewed, which is amplified
in our analysis by explicitly eliminating any probability of a ratings increase, given for the
infrequency that loans are revalued upwards of par. Our analysis builds on the principles
behind Merton’s structural credit model to randomly generate a series of credit ratings in
one year’s time. The core assumption is that asset returns are normally distributed and
that the value of an asset in one year is determined by the credit rating or default, of the
issuer at that time.
Although external or internal credit ratings are not available for the underlying securities
invested in by QRI, we assigned a proxy rating based on Standard & Poor’s (S&P’s)
guidance for commercial mortgage backed securities’ (CMBS) loan-to-value (LTV)
ratios, as outlined in Table 2 (Scenario 1 & 4). This allows for a rating allocation to each
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asset, which generates an 80% investment grade (IG) portfolio (includes cash and
manager loan). Table 3 adjusts this proxy rating method, to generate a portfolio that is
implicitly of a lower quality (Scenario 2 & 5), being 48% IG. Scenario 3 & 6 ignore the
LVR-to-rating framework and assumes the portfolio is entirely below IG.
We simulate 10,000 scenarios for each set of assumptions, where each portfolio asset
has an end credit rating defined by transition probabilities. Mapping valuation changes,
or loss given default, to these hypothetical states, allows us to derive a probability
distribution of portfolio valuation. The revaluation overlay allows us to estimate
(unrealised) mark-to-market losses over a one-year horizon. The primary driver of our
scenarios is contingent on JTD and LGD rates.
Additionally, in selected figures (curves labelled: w/income) we have included the
estimated impact of coupon carry for the year. These curves illustrate the offsetting
impact interest payments have against credit migration losses.
When an individual asset adversely jumps to default (JTD) in any single scenario, we
assume no interest payments are made. In evaluating a recovery value in a JTD event,
we simulate a random variable utilising a beta-distribution. Distributions vary by seniority
and are constructed using historical data.
Table 2. Average Recovery Rate Inputs*
1970 - 2019
Average

GFC Scenario

2019

Loans

76.9%

70.0%

84.0%

Senior Secured

59.1%

43.3%

59.6%

Senior Unsecured

42.9%

26.5%

44.0%

Subordinated

31.8%

21.7%

33.4%

Source: BondAdviser, Moody’s
* Individual recovery rates will vary, based on a simulated random variable utilising a beta-distribution, using mean
and variance parameterisation.

Whilst credit ratings may be available for majority of the underlying securities invested
in the Trust, we subjectively and conservatively assume that any non-rated asset is CCC
equivalent.
Downwards revaluation of a loan asset will directly impact QRI. This decision can be
subjective and binary, which makes it difficult to model with respect to credit risk. Given
the bilateral, private debt nature of the loans, we only impair assets upon migration to
CCC status. This better reflects respective valuation policies of the underlying funds.
Furthermore, we assume there is no migration upwards and that assets are priced at par
unless impaired or in default.
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The CreditMetrics framework states that the amount that is drawn down by a lender is
inversely related to credit quality. In other words, lower-rated companies will typically
require greater debt (i.e. to cover cash shortfalls in a distressed scenario) while higher
rated companies will require less debt. This also implies that downgraded companies
will increase their drawn rate (leveraging) while upgraded companies will decrease. An
increase in the drawn rate for the facility would necessarily increase the exposure to
default risk resulting in a higher LGD.
Table 3. LVR to Ratings*
AAA

AA

A

BBB

BB

B

CCC

LVR-to-Rating

<10%

10-40%

40-61%

61-70%

70-80%

80-90%

>90%

Adjusted

<10%

10-30%

30-55%

55-61%

61-71%

71-81%

>81%

Source: BondAdviser, S&P
* Subjectively adjusted to simulate an increased percentage of sub-IG securities.

For Scenario 1, QRI demonstrates resilience to adverse credit migrations, this resilience
is also apparent in later scenarios, for which three key attributes remain true. The first
is the diversity of the portfolio - on a look through basis, QRI contains >250 unique
assets, which mitigates the impact of any single adverse valuation. The second is the
relatively large cash allocation (14% as at 30 June 2020), which anchors the portfolio
closer to an expected loss of zero, than would otherwise be the case and this has an
impact, not dissimilar to diversification, in diluting the effect of a single adverse valuation.
The third is regarding adverse mark-to-market revaluations - given the short average
tenor (0.6 years), the quantum of cashflows revalued, using a higher discount rate, is
lower, mitigating the impact to the portfolio.
Furthermore, Scenario 1 is impacted by two other attributes, which are altered in
subsequent scenarios to isolate the impact on the portfolio. The first is the low
probabilities of adverse credit migrations, relative to distressed market conditions, by use
of a long-term average. The second is that the LVR-rating method is favourable,
generating a portfolio that is 80% investment grade (includes cash and manager loan).
Scenario 1, our most positive, has a mean gross capital loss (excluding coupon carry
and fees) of -0.4% and total gross capital value-at-risk of -3.6% (again excluding coupon
carry and fees, 1% VaR probability).
Scenario 1. Long Term Average Default Probabilities
50%

100%

75%

30%
50%
20%
25%

10%

-12%

-6%

0%

6%

Expected Loss
Cumulative Probability (RHS)

0%

Expected Loss (ex. Income)

-1%

40%

0%
-18%

1%
95%
VaR

-3%

99%
VaR

-5%
-7%
-9%
-11%
-13%
-15%

w/ Income

Source: BondAdviser Estimates.
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In Scenario 2, we model against assumptions that are identical to Scenario 1 except for
our LVR-to-rating assumptions. By subjectively altering our LVR bands as shown in
Table 3 we adversely alter the base ratings of the underlying assets. This takes the
portfolio from being 80% IG to 48%. Scenario 2 still performs well, having a mean capital
loss of -0.7% and total capital value-at-risk of -4.4% (1% VaR probability). This
demonstrates that the even with markedly higher chances of default, the model is largely
sheltered by the aforementioned favourable characteristics (diversity, tenor and cash
anchor).
Scenario 2. Long Term Average Default Probabilities
50%

100%

75%

30%
50%
20%
25%

10%

-12%

-6%

0%

6%

Expected Loss (ex. Income)

-1%

40%

0%
-18%

1%

99%
VaR

-5%
-7%
-9%
-11%
-13%

0%

-15%

Expected Loss
Cumulative Probability (RHS)

95%
VaR

-3%

w/ Income

Source: BondAdviser Estimates.

In further examining the impact of the our LVR-to-rating assumptions, Scenario 3 ignores
the previous methods and strictly assumes all assets are rated below IG (lower than BBB
band). Scenario 3 illustrates a greater variability in expected loss but still has an
acceptable mean capital loss of -1.1% and total capital value-at-risk of -6.6% (1% VaR
probability). The incremental differences between Scenarios 1 to 3 show that whilst the
portfolio’s assumed rating has some impact, it is not practically significant compared to
security seniority.
Scenario 3. Long Term Average Default Probabilities
50%

100%

75%

30%
50%
20%
25%

10%

-12%

-6%

0%

6%

Expected Loss
Cumulative Probability (RHS)

0%

Expected Loss (ex. Income)

-1%

40%

0%
-18%

1%

-3%

95%
VaR

-5%

99%
VaR

-7%
-9%
-11%
-13%
-15%

w/ Income

Source: BondAdviser Estimates.
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To better differentiate the impact of JTD and LGD from assumed base ratings and to test
the portfolio through more adverse market conditions, Scenarios 4-6 utilise Table 4,
which shows the single year migration and recovery rates during the GFC (2009 used).
The table highlights a material increase in the migration to CCC or JTD probability across
all ratings, the impact of which is further amplified by materially lower recovery rates
during this time.
Table 4. Adjusted* GFC Migration Rates (2009)
FROM\TO

AAA

AA

A

BBB

BB

B

CCC

Default

AAA

99.6%

0.0%

0.0%

0.0%

0.0%

0.0%

0.2%

0.2%

AA

0.0%

98.2%

0.0%

0.0%

0.0%

0.0%

1.0%

0.8%

A

0.0%

0.0%

97.8%

0.0%

0.0%

0.0%

1.1%

1.1%

BBB

0.0%

0.0%

0.0%

96.2%

0.0%

0.0%

1.7%

2.1%

BB

0.0%

0.0%

0.0%

0.0%

88.2%

0.0%

5.4%

6.4%

B

0.0%

0.0%

0.0%

0.0%

0.0%

74.5%

15.9%

9.7%

CCC

0.0%

0.0%

0.0%

0.0%

0.0%

0.0%

64.2%

35.8%

Source: BondAdviser, Moody’s
* Adjusted to account for withdrawn ratings and to eliminate probability of an upgrade or upwards revaluation.
Further adjusted such that revaluation only possible on migration to CCC or default.

Scenario 4 models against assumptions that are identical to Scenario 1 except for
recovery rates, migration probabilities and historical corporate yield curves. Again, the
portfolio performs exceptionally well, having a mean capital loss of -0.8% and total capital
value-at-risk of -5.4% (1% VaR probability).
Scenario 4. Long Term Average Default Probabilities
50%

100%

75%

30%
50%
20%
25%

10%

-12%

-6%

0%

6%

Expected Loss
Cumulative Probability (RHS)

0%

Expected Loss (ex. Income)

-1%

40%

0%
-18%

1%

95%
VaR

-3%
-5%

99%
VaR

-7%
-9%
-11%
-13%
-15%

w/ Income

Source: BondAdviser Estimates.
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Scenario 5 utilises the same assumptions as Scenario 2 except for the single-year 2009
migration probabilities, recovery rates and historical corporate yield curves. The
portfolio, now being adjusted to have an investment grade of 48% (compared to 80%)
has a mean capital loss of -1.4% and total capital value-at-risk of (1% VaR probability) 6.7%.
Scenario 5. Long Term Average Default Probabilities
50%

100%

75%

30%
50%
20%
25%

10%

-12%

-6%

0%

6%

Expected Loss (ex. Income)

-1%

40%

0%
-18%

1%

95%
VaR

-5%

99%
VaR

-7%
-9%
-11%
-13%

0%

-15%

Expected Loss
Cumulative Probability (RHS)

-3%

w/ Income

Source: BondAdviser Estimates.

The final and most punitive model, Scenario 6 utilises the same assumptions as Scenario
3 except for the single-year 2009 credit migration, recovery rates and historical corporate
yield curves. When completely rated below investment grade, the portfolio has a mean
capital loss of -2.3% and total capital value-at-risk of -9.3% (1% VaR probability).
Scenario 6. Long Term Average Default Probabilities
50%

100%

75%

30%
50%
20%
25%

10%

-12%

-6%

0%

6%

Expected Loss
Cumulative Probability (RHS)

0%

Expected Loss (ex. Income)

-1%

40%

0%
-18%

1%

-3%
-5%
95%
VaR

-7%
-9%

99%
VaR

-11%
-13%
-15%

w/ Income

Source: BondAdviser Estimates.

When comparing Scenarios 1-3 with 4-6, it is clear that JTD and LGD significantly drive
ultimate outcomes of the modelling onto the portfolio. Generally, the portfolio performs
well across all scenarios but again we reiterate this is significantly influenced by a
diversification (by number only) of underlying assets, a large (14%) cash balance and a
short average remaining term of securities. The portfolio is also positively aided given
the vast majority of assets are secured loans, which have significantly higher recovery
rates.

BondAdviser | Fund Research

Qualitas Real Estate Income Fund

18

We are aware and highlight the many deficiencies of our approach, not least that:
•

CRE lending is not identical and has different default paths and outcomes to
rated corporates.

•

It does not consider the additional protections implemented by Qualitas to
mitigate credit migration or default risks.

•

Correlations are not explicitly accounted for - in periods of distressed market
valuations, we would expect probability and severity of default to be higher.

•

Our modelling contains assumptions, several of which, are subjective and have
material output impacts.

The quantitative framework defines the forward-looking risk score for our overall product
assessment of QRI. This is consistent with the BondAdviser Fund Research
Methodology and overlays an objective evaluation to our recommendation. Based on
our updated methodology and analysis, in parallel with the new COVID-19 environment,
we assign QRI a risk score of ‘High’ or ‘BB’.
This risk assessment does not account for the previously mentioned expertise of the
Qualitas team in avoiding defaults and instead assumes that assets would be held to
default. Covered issuers are actively researched and followed and subjected to many
levels of scrutiny and oversight. We expect that, in-line with demonstrated history,
assets would be managed prior to such an event occurring. Considering all the above,
we are comfortable with Qualitas and on management’s ability to avoid significant credit
losses whilst delivering consistent income to investors.
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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.
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 report 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.

© 2020 Bond Adviser Pty Limited. All rights reserved.
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