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Real estate Liquidity at lowest point in a decade

— Global commercial real estate investment volumes in 2Q23 fell to ca. USD 75

billion, a level not seen since the years preceding the global financial crisis.

™ — The all-in cost of debt remains well above property income yields in most
markets, significantly reducing the buyer pool. This is particularly true in larger
size bands.

— Although real estate yields continue to edge out, the spreads between corporate
and government bonds are narrow on a historical basis. This limits the
attractiveness of real estate to multi-asset investors.

— For the buyers who are active in the market, there is a vast polarization in sector
preferences. Offices, particularly in the US, are challenged by the structural
implications of increased home working reducing demand, and the very high
capex costs required to upgrade sustainability credentials.

— More niche sectors demonstrating strong supply-demand credentials still have
liquidity. These include life sciences, cold storage, self-storage, data centers and
most residential segments.

— Investors are preferring to pay higher prices for assets with a strong outlook on
rental growth, rather than secure assets at a significant discount where the
occupational outlook is challenging. This is a trend we expect to continue in
2H23.

Private credit The evolving collateralized loan obligations
opportunity set

I While equity and bond markets have experienced a sustained rally in 1H, structured

ST credit markets, particularly CLOs, have lagged the broader recovery this year. CLOs
@ are currently trading at historically wide spreads (both on a relative and absolute
© basis) and elevated yields. In addition, the debt tranches have a reasonable amount
@ of credit enhancement, which should provide sufficient protection to absorb losses
G ? in most scenarios.

© Market recap

— Broadly, investor sentiment on the space remains negative as market concern around
deteriorating corporate credit fundamentals have leaked from leveraged loan to CLO
markets. This has resulted in a significant decline in investor demand and challenging
technicals, particularly for mezzanine tranches.

— Across the capital stack, CLO spreads remain quite wide, both on a historical
absolute basis as well as relative to other corporate credit assets. For instance,
investment grade and high yield corporate credit spreads are at 130bps and 405bps,
respectively. This reflects historical spread percentiles of 39% and 35%, respectively.
In comparison, CLO BBB and BB spreads are currently at 527bps and 986bps,
respectively. These figures reflect the 89t and 915t percentiles historically. CLO AAA
tranches also offer a reasonable yield profile given spreads are currently 197 bps.
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As a result of the elevated spreads on CLO debt, new CLO issuance and
securitization activity has also slowed materially as rising funding costs have
eroded the CLO arbitrage. This has resulted in it not being economical for
existing CLOs to refinance or reset their liabilities, and fewer new CLOs being
created. Historically, CLO managers have represented 60% of loan purchases;
however, approximately 40% of CLOs are scheduled to exit their investment
periods by the end of 2023 due to the current liability costs. This could have
material implications for the syndicated loan markets and cause an overall
decline in demand for loans.

Supply of new loans remains constrained, as underwriting standards have
tightened, and potential borrowers are deterred by current rates. Dispersion
remains elevated as rising rates and a slowing economy begin to result in varied
outcomes for companies. Despite deteriorating leveraged loan fundamentals
and default rates ticking up to 2.9%, this lack of supply could serve as a partial
offset to the decline in demand from CLOs.

The rise in interest rates has acted as a double-edged sword. While the increase
in the base rate results in higher cash flows for loan and CLO debt investors, it
has compressed interest coverage ratios and will likely lead to a more
challenging environment, particularly for the underlying levered borrowers.

Opportunity set

In the above detailed market environment, CLO BBB and BB tranches appear to
offer attractive risk / reward, both on a relative value and absolute basis. BBB
and BB tranches remain historically wide, and offer additional yield relative to
corporate credit, with yields typically ranging from 12-15%. The outlook for
CLO equity is less certain as these assets trade at elevated yields but are more
sensitive to an increase in downgrades and default rates.

CLOs’ structural protections also provide additional principal protection in the
form of OC requirements, CCC exposure limits, and subordination / equity
cushion. With active management, CLOs have historically experienced lower
default rates than leveraged loans.

Continued dispersion among leveraged issuers have also resulted in a strong
environment for fundamental credit selection, which may potentially allow CLO
managers to add value through credit selection, pull-to-par opportunities or
secondary trading.

With the natural buyer of loans likely sidelined as CLOs exit their investment
period and overall slowed new issuance, private credit managers may also have
the opportunity to step into the market and provide private off market credit
solutions to would-be leveraged loan issuers. Private credit lenders have been
taking share from the syndicated loan market and this trend will likely continue,
offering a compelling market opportunity for private credit strategies.
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This publication is not to be construed as a solicitation of an offer to
buy or sell any securities or other financial instruments relating to
UBS Asset Management Switzerland AG or its affiliates in
Switzerland, the United States or any other jurisdiction. UBS
specifically prohibits the redistribution or reproduction of this material in
whole or in part without the prior written permission of UBS and UBS
accepts no liability whatsoever for the actions of third parties in this
respect. The information and opinions contained in this document have
been compiled or arrived at based upon information obtained from sources
believed to be reliable and in good faith but no responsibility is accepted
for any errors or omissions. All such information and opinions are subject
to change without notice. Please note that past performance is not a guide
to the future. With investments in real estate / infrastructure / food and
agriculture / private equity / private credit (via direct investment, closed- or
open-end funds) the underlying assets are illiquid, and valuation is a matter
of judgment by a valuer. The value of investments and the income from
them may go down as well as up and investors may not get back the
original amount invested. Any market or investment views expressed are
not intended to be investment research. The document has not been
prepared in line with the requirements of any jurisdiction designed
to promote the independence of investment research and is not
subject to any prohibition on dealing ahead of the dissemination of
investment research. The information contained in this document does
not constitute a distribution, nor should it be considered a
recommendation to purchase or sell any particular security or fund. A
number of the comments in this document are considered forward-looking
statements. Actual future results, however, may vary materially. The
opinions expressed are a reflection of UBS Asset Management's best
judgment at the time this document is compiled and any obligation to
update or alter forward-looking statements as a result of new information,
future events, or otherwise is disclaimed. Furthermore, these views are not
intended to predict or guarantee the future performance of any individual
security, asset class, markets generally, nor are they intended to predict the
future performance of any UBS Asset Management account, portfolio or
fund. Source for all data/charts, if not stated otherwise: UBS Asset
Management, Real Estate & Private Markets. The views expressed are as of
July 2023 and are a general guide to the views of UBS Asset Management,
Real Estate & Private Markets. All information as at July 2023 unless stated
otherwise. Published July 2023. Approved for global use.
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