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Executive summary

Securitised credit strategies are often overlooked in favour of
traditional credit markets; however we believe there are a number
of key benefits by investing in securitised credit. This paper
provides an overview of the benefits of the securitisation process
and why it is an attractive asset class for investors to consider.

Key conclusions are as follows:

Much of the securitised credit universe currently provides investors
ngh yields with higher yield versus equivalent rated traditional credits

Securitised credit is often floating rate, meaning cashflow received moves in line

Interest rate o _ o . , . .
with interest rates. This provides investors with credit exposure without duration

exposure

Low credit Much of the securitised credit universe has low credit spread duration.
Spl’ead This means that if credit spreads rise, securitised credit will be less
duration adversely impacted compared to traditional credits

Securitised credit can be used in conjunction with LDI

LDI
collateral

strategies as part of efficient collateral management
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Whatis securitisation?

Securitisation is the process of grouping a
number of assets together and selling the UK bank
cash flows from these assets to investors. (Originates UK residential mortgages)

These assets can be a right to any set of future cash
flows such as loans, bonds, mortgages or toll revenues.
Securitisations often have different “tranches” of debt. Special purpose vehicle
The most senior tranche has the first claim on the pool of (Ringfenced from bank)

underlying assets, with losses being absorbed by other

Sells pool of UK
residential mortgages

tranches before the senior investors. By providing different
tranches with different risks and coupon levels, investors
with varying needs can obtain the exposure they desire.

Issues debt securities (RMBS)
purchased by investors

A notes B notes C notes

(Senior) (Mezzanine) (Junior)

The image to the right shows a simplified example

of a securitisation of UK residential mortgages. Cash flow from underlying mortgages

Note that the securitised credit asset class is often also referred

to as asset backed securities and structured credit, however Losses from underlying mortgages

in this paper we will refer to it as securitised credit.

Securitised credit after
the global financial crisis

Securitised credit is often described as being at the Credit ratings
heart of the global financial crisis and is perhaps Prior to the crisis, there was a shortage of high quality debt.
still tainted by its association. In reality, defaults in This, combined with the fact that credit rating agency fees

securitised credit were predominantly in securities are paid for by the underwriter, created an incentive for

. . credit rating agencies to choose methodologies which could
related to US sub-prime mortgages. Ultimately, other ) o A L
give securitised assets superficially high credit ratings.

types of securitised credit assets performed well.

Regulatory oversight on the ratings agencies has since
Due to the following regulatory and structural changes, we increased, and metho.dologles have been changed nan
believe that securitised assets are much safer than before the attempt to ensure ratings are a true representation.

financial crisis:
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Modelling

Financial modellers made several major errors. In the case
of subprime mortgages, they failed to model in a falling
house price environment and also failed to recognise
that default rates were likely to be highly correlated.

Today, the modelling is more sophisticated and
can more accurately simulate these effects.

Other regulatory changes

e Thereis now a greater quantity of riskier tranches
relative to senior tranches meaning the losses
on the underlying pool of assets have to be
greater before the senior tranches are hit.

e Putting securities which are themselves securitised
into another securitisation is now banned.

What are the key purposes of securitisation
and why should investors be interested in

securitised credit?

The securitisation process offers the following
two key benefits:

e Securitisation can convert lots of small loans,
which would otherwise not be economically
viable to trade, into tradable securities.

e It canturn a pool of assets into a variety of
securities with differing levels of risk and
potential return.

The securitisation process therefore allows
investors to gain exposure to more assets in the
real economy and at a level of risk appropriate
for their risk tolerance.

Floating rate cashflows

e Securitised credit assets are often floating rate.
If rates rise, so does the level of cashflow received
from the underlying asset pool.

*  These floating rate securitised credit assets can be
used in conjunction with leveraged LDl strategies;
generating the floating payments required to
repay the LDI borrowing costs. In the case of
highly rated and liquid securities, these can be
used as assets readily realisable should there be a
call for capital within a pooled LDl strategy.

Short maturities

Senior tranches of securitised credit often have short
maturities which cause the asset’s credit spread duration
to be relatively low. This means that if spreads widen,
the price is less adversely affected. Conversely, if spreads
narrow, securitised credit will miss out on the price
appreciation traditional credits will experience.
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Different types of securitisations
that investors should focus on

The Asset Backed Security (ABS) universe
is extremely broad with much of it focused
on the needs of short-term investors.

The following are the types of ABS that we think are
interesting for longer-term investors:

* Mortgage Backed Securities (MBS) — securities backed
by mortgages

* Collateralised Debt Obligations (CDO) — secured by
tradable securities such as leveraged loans, high yield
bonds and other structured credit securities

— Collateralised Loan Obligations (CLO) — secured
by tradable leveraged loans

A recent report by the asset allocation team ("AA View -
Securitised Credit: A Good Alternative to Corporate Bonds?’)
argued that senior tranches of CLOs were a particularly
attractive asset class. They are extremely cautious on
traditional investment grade credit given that spreads are
very tight. They argue that senior tranches of CLOs have
minimal credit risk, but still pay an attractive spread.
Furthermore because credit spread and rate duration are
both low they are less exposed to a widening spread and
higher rates environment which they fear will be a feature
of 2018.

The case for securitised credit

Why investors should pay attention to securitised
assets is perhaps best illustrated by comparing

the spreads on BBB rated CLOs versus high yield
corporate debt. Assuming we can rely on the credit
ratings agency ratings, the below chart shows that
investors can achieve high yield spreads by investing
in CLOs despite only taking investment grade risk.

The graph shows the credit spread on different securities
through the passage of time.

Investment Grade Securitised Credit Spreads versus
Corporate High Yield Spreads

— CLO total BBB disc. margin

US High yield B = US high yield BB
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Source: |P Morgan, BAML and Thomson Reuters
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There are various explanations given as to why securitised
assets trade at a higher yield. We believe the best explanation
is because the credit market is somewhat inefficient and that
only the best securitised credit managers can capitalise on
this. This inefficiency in the market could well be linked to the
associations with the Global Financial Crisis.

Other common explanations to explain the differing spreads are
as follows, but may not be plausible for the following reasons:

* Credit agency mistrust — some argue that the reason
why securitised assets trade at a higher yield is because
investors do not believe the rating agencies. However,
this does not explain why some forms of securitised
credit trade in line with their ratings whilst others don’t.

e lliquidity premia — investors demand extra return in
order to compensate for the fact that it will be difficult to
sell the asset at the prevailing market price, particularly
in a stressed market. However, this does not ring true in
the case of CLOs as the assets are currently liquid yet
still have wide spreads.

Many commentators also reference a complexity premium.
We reject this concept — the idea behind it is that investors
demand extra return for the effort involved in researching
complex securitised credit assets. However, if it is required in
securitised credit then why is it that it is not present in all
areas of financial markets? For example, there is no evidence
to suggest that investing in companies with complex
business structures yields higher returns.

How can clients gain exposure

to securitised credit?

There are a number of ways in which
clients can access securitised credit

* Astandalone strategy — a number of investment managers
offer specialist strategies investing solely in securitised
credit. We have an array of buy rated products which range
in liquidity and risk/return profile.

* A structural component within Multi-Asset Credit (MAC)
strategies — there are a number of buy rated MAC products
which use securitised credit as a core holding.

* An opportunistic allocation in strategies across the fixed
income spectrum and Diversified Growth Funds — where
permitted, portfolio managers can benefit from the
additional diversification and higher yields provided.
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Conclusion

We believe that securitised credit should be

considered by investors given the higher yields

available compared to equivalent-rated credit.

We believe that securitised credit should not be
disregarded due to its associations with the
Global Financial Crisis and that securitised credit
can be safer than traditional credit.

Securitised credit can be accessed on a wide
spectrum in terms of risk/return and liquidity.

Care should be taken when selecting a manager as
we believe the market to be complex and somewhat
inefficient. We believe this means that only the

best securitised credit managers can capitalise

on opportunities.

Please contact your usual Aon investment consultant
to learn more about securitised credit and how
securitised credit can fit in your portfolio.

’ We're here to empower results

For more information visit
aon.com/investmentuk
or contact your Aon representative.

Securitised Credit
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