European Real Estate:
Why Now?
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The European real estate market appears to have passed its cyclical
trough—and potentially compelling core and value-add opportunities

are emerging across logistics, living and select areas of the office sector.
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“Time to Re-enter the Market”

During a real estate correction of this magnitude, a rational response may be to place immediate
acquisition plans on hold. However, we believe there comes a point in the cycle where waiting for the
absolute minimum capital value is only of a marginal benefit. In our view, now is the right time to re-enter
the European real estate market, otherwise the current pricing opportunity could likely be missed.

Figure 1: European CRE Total Returns Start to Recover (% P.A.)
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The Trough of the Market Cycle has Passed

The "trough’ of a real estate cycle is defined as the point with the lowest rate of return. In our opinion,

the European commercial real estate (CRE) market reached its cyclical trough in the summer of 2023.

The pricing correction has almost entirely played out, with any further negative movements likely to be
minor. There is potential for returns to stabilize in the near term, indicating the start of the recovery phase.

Looking at the previous cycle during the Global Financial Crisis, investing at the trough versus at the start
of the recovery had only a minor impact on total returns over the typical value-add and core holding
periods (Figure 2). This suggests that now may be an opportune time to deploy capital and position

for outperformance in the years ahead, rather than waiting for the recovery threshold to be reached.
Indeed, waiting for the remaining (and likely minor) price falls to play out could mean missing potentially
compelling opportunities.

Figure 2: CRE Returns at a Different Cyclical Entry Points
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What suggests the recovery phase is approaching, and where
might we see it first?

1. Expectations for lower rates in 2024 support tighter yields
This year we expect central banks to start cutting interest rates. Market
expectations at the beginning of 2024 may have been more bullish than
what central banks have been telegraphing. However, the number of rate
cuts in 2024 will not matter greatly, as it is the downward trajectory that
will ultimately influence CRE pricing.

2. REIT rally suggests stabilization in valuations
REITs reached a nadir in October 2023, however, the rapid fall in inflation
and the adjustment of rate expectations saw REITs rally over 30% from
these lows to the end of 2023.! They have since fallen back roughly -6%,
but seem to be settling at this higher level. We estimate there is a
six-to-nine-month lag with REITs and direct CRE valuations. This suggests
that following last year's REIT rally, we could see some stabilization in
CRE valuations as early as mid-2024. This is also when interest rates are
expected to start falling.

3. Dissipating inflation to improve economic sentiment and support yields
Positive economic sentiment typically presages yield compression.
As cost-of-living pressures rapidly ease over 2024 with inflation set to
be back to target and rates expected to fall, yield compression is likely to
eventually follow.

4. Markets/sectors with lower refinancing gaps to recover first
Higher yields and borrowing costs have lenders seeking to maintain
interest cover ratios (ICRs) thus reducing loan-to-value ratios (LTVs).
This opens up a debt funding gap where some borrowers struggle to
refinance the shortfall. Markets and sectors where funding gaps are greatest
(Germany and Sweden, as well as in the office sector) are likely to see a
lag in recovery, mainly via investor sentiment. This passing distress may
provide some of the more attractive opportunities.

Given these factors, the worst pain of the real estate cycle appears to have
passed. With the next recovery phase approaching, there is potential for
investors to have a greater impact on returns by allocating to the property
sectors that are best-positioned for the long term.

1. Source: FTSE EPRA Nareit Developed Europe Index. As of March 27, 2024.
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Capitalizing on the Structural Opportunities

During this market adjustment, occupier markets have been remarkably resilient,
acting as a mitigator to falling capital values. This underlines the importance of
allocating to sectors with supportive structural trends.

LOGISTICS

Prospects for the logistics sector remain compelling, especially given the
favorable occupational outlook and the level of discount in prices. In Europe,

a multi-speed rollout of e-commerce across the region, and the consolidation
of supply chains, mean the strong demand likely has years to run. After applying
an appropriate multiple to future online sales projections, we estimate that an
additional 33 million sg m will be required over the next five years (Figure 3).
Markets remain undersupplied with modern stock, and the developer response
to increased demand has failed to rebalance toward more tenant-friendly
conditions. In addition, robust fundamentals are spurring annual rental growth
rates in excess of 10% since mid-2022.2

Despite the strong fundamentals, logistics values have fallen the most due

to how tightly priced the sector was at the outset of the rate hiking cycle.

The cyclical trough presents a favorable entry point for value-add projects,
particularly in markets that have earlier progressed in e-commerce adoption
and where modern supply shortages are greatest. Sound fundamentals, backed
by prevailing structural trends, present an attractive avenue to obtain the secure
cashflows that are crucial for core property investors.

Figure 3: Projected E-Commerce Logistics Demand (2024-2028)
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2. Source: Cushman & Wakefield. As of September 29, 2023.
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LIVING

The structural undersupply of housing in many
European cities underpins the case for residential
assets. Development has undershot both the
obsolescence rate and government housebuilding
targets in the near and medium term, compounding
unaffordability for first time buyers (Figure 4). At the
same time, rental growth is strong, and this tends to
lag house prices by about 24 months. However, for
house prices to fall significantly, a steep deterioration
in the jobs market is typically required. In the UK. for
instance, the last time rents declined was during the
GFC3, where house prices fell by around 17%*. Any
house price declines are expected to be modest.

The reliable rental flows from residential have seen

the sector move to a mainstream investment option
for core institutional property investors across Europe,
particularly as an alternative to the much-reduced
investable universe in the retail sector. For value-add
investors, there are potential attractive opportunities in
areas where there has been a greater pandemic price

Figure 4: Shortfall in Housebuilding Compared to
Government Target
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3. Source: Office of National Statistics. As of September 2023
4. Source: OECD. As of September 2023.
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run up and there is a larger proportion of people with
exposure to variable rate mortgages—in other words,
in areas where prices are more sensitive to the current

high interest rates.

PURPOSE BUILT STUDENT ACCOMMODATION
Europe is uniquely placed to benefit from the rise

in global demand for higher education. The higher
education sector in Europe is internationally renowned
for its quality, with about half of the top-rated
institutions globally located in the region. In the face of
rising international demand from the growing global
middle class megatrend is a student accommaodation
stock base that is either undersupplied or becoming
obsolete (Figure 5). While some risks exist around
e-learning, the top-rated institutions are likely to be
resilient to this trend, while assets servicing institutions
at the other end of the spectrum could face
challenges. The prevailing shortages are almost tailor
made for a developing or repositioning value-add
strategy, while a shortage of stock provides a steady
income potential for core investors.

Figure 5: Ratio of Students per PBSA Beds
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OFFICE

Undoubtably, the pandemic was a catalyst for lower aggregate demand for office space. While the U.S. is at
the more extreme end of this, there are particular dynamics that soften this trend in Europe. Smaller cities in
Europe, which are well serviced by public transport systems, as well as the smaller sized European homes
that are less conducive to working-from-home, boost the case for offices. We believe that a place for the
office will remain, but with demand disproportionately focused on top tier sustainable space.

Tenants may take less overall space with their employees working some of the week at home. In addition,
these workspaces must be of the highest standard in order to compete with the commute, as well as

tap into tenant demand for top tier ESG credentials. This is being driven by both investors and clients,

and the minimum energy standards being enacted by law in certain European jurisdictions. While there
is an established demand for modern space, post-GFC regulation on development finance has meant
fewer new projects since—resulting in a chronic undersupply of the modern office stock that tenants
overwhelmingly favor, particularly buildings with in-demand green credentials (Figure 6). Opportunities
for value-add investors lie with the creation of new modern office space—particularly in London—which
taps into the emerging “green premiums”.

Figure 6: Buildings with Energy Performance Certificates
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Key Takeaways

« The European CRE market passed its cyclical trough in mid-2023. The worst negative capital value
adjustments have passed, and any further falls are likely to be minor.

« Falling interest rates, momentum in the REIT market, and improving economic sentiment all presage
movement toward the recovery phase of the cycle. The first recoveries will likely be disproportionately
concentrated in markets and sectors with smaller debt funding gaps.

« Inourview, current pricing presents some compelling opportunities in the market. We believe waiting
for the absolute minimum price could mean missing the potential opportunity altogether. In addition,
waiting for the bottom has historically only had a marginal impact on potential returns at the current
phase of the cycle.

«  While perfectly timing the market is extremely difficult, we believe focusing on allocating in the
best-positioned real estate sectors and strategies, and tapping into supportive structural trends that
underpin performance, is crucial to investing through the cycle.
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Barings is a $381+ billion* global investment manager sourcing differentiated opportunities and building
long-term portfolios across public and private fixed income, real estate and specialist equity markets. With investment
professionals based in North America, Europe and Asia Pacific, the firm, a subsidiary of MassMutual, aims to serve

its clients, communities and employees, and is committed to sustainable practices and responsible investment.

IMPORTANT INFORMATION

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are
subject to change without notice, dependent upon many factors. Any prediction, projection or forecast is not
necessarily indicative of the future or likely performance. Investment involves risk. The value of any investments
and any income generated may go down as well as up and is not guaranteed by Barings or any other person.
PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio
compositions and or examples set forth in this document are provided for illustrative purposes only and are not
indicative of any future investment results, future portfolio composition or investments. The composition, size of,
and risks associated with an investment may differ substantially from any examples set forth in this document. No
representation is made that an investment will be profitable or will not incur losses. Where appropriate, changes
in the currency exchange rates may affect the value of investments. Prospective investors should read the offering
documents, if applicable, for the details and specific risk factors of any Fund/Strategy discussed in this document.

Barings is the brand name for the worldwide asset management and associated businesses of Barings LLC and its
global affiliates. Barings Securities LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia

Pty Ltd, Barings Japan Limited, Baring Asset Management Limited, Baring International Investment Limited, Baring
Fund Managers Limited, Baring International Fund Managers (Ireland) Limited, Baring Asset Management (Asia)
Limited, Baring SICE (Taiwan) Limited, Baring Asset Management Switzerland Sarl, Baring Asset Management Korea
Limited, and Barings Singapore Pte. Ltd. each are affiliated financial service companies owned by Barings LLC (each,
individually, an "Affiliate”). Some Affiliates may act as an introducer or distributor of the products and services of
some others and may be paid a fee for doing so.

NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase

or sale of any financial instrument or service in any jurisdiction. The material herein was prepared without any
consideration of the investment objectives, financial situation or particular needs of anyone who may receive it.
This document is not, and must not be treated as, investment advice, an investment recommendation, investment
research, or a recommendation about the suitability or appropriateness of any security, commodity, investment, or
particular investment strategy, and must not be construed as a projection or prediction.

Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made

in good faith in relation to the facts known at the time of preparation and are subject to change without notice.
Individual portfolio management teams may hold different views than the views expressed herein and may make
different investment decisions for different clients. Parts of this document may be based on information received
from sources we believe to be reliable. Although every effort is taken to ensure that the information contained in
this document is accurate, Barings makes no representation or warranty, express or implied, regarding the accuracy,
completeness or adequacy of the information.

Any service, security, investment or product outlined in this document may not be suitable for a prospective
investor or available in their jurisdiction.
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