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Asset-Backed Finance:
A View Under the Hood

A conversation with Oaktree’s Christopher Gray

CHRISTOPHER GRAY, CFA
MANAGING DIRECTOR, OAKTREE

(u Asset-backed finance (ABF) is a form of private lending secured by pools
of contractual assets, such as credit card payments, leases or mortgages,
and ABF continues to grow in importance within the private credit universe.
We spoke with Christopher Gray, Managing Director in Oaktree’s ABF
strategy, about how he and his team underwrite opportunities across
various ABF sectors—like consumer loans—and how they think about the key
differences between private ABF and public asset-backed securities (ABS),
along with other nuances of the strategy.

Highlights:
1. Evaluating opportunities within consumer lending requires nuanced analysis of data
and trends by experienced ABF managers.

2. One advantage of ABF is the ability to negotiate structural protections that help
mitigate risk for lenders and investors.

3. Private ABF offers a spread premium over public ABS, adding to the appeal
of the asset class.

Q: Consumer lending is a highly visible segment of the asset-backed finance market, yet the state of the
consumer is under constant debate. Amid all the data, opinions and outlooks, how do you rationally
evaluate consumer lending investments?

In order for us to lend against an asset, we need to understand how that asset is expected to perform

and how it can perform in a downside. So macro data is the first useful high-level input—unemployment rate,
personal savings rate, consumer spending rates—but that doesn’t drive all consumer lending, and it's important
to recognize that consumer lending is a very broad sector. There are different types of products from cell
phones to auto loans to mortgages to credit cards, and there are different credits.

There’s lending to high-quality super-prime borrowers, and then there’s lending all the way through to deep
sub-prime borrowers, and so | can't apply the same headlines to analyze all of these investments. A more nuanced
analysis is really required to understand how these different products, and how these credits might perform
in a variety of environments. You can't be overly reliant on the data. This is something we really stress at Oaktree.
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Behind every consumer loan is an originator. The originator is the company that originates or creates the loan,
so we look at those guys too. We have to overlay qualitative factors. How does this originator underwrite loans?
How are they motivated or incentivized? Are they being aggressive—they're trying to grow, they're trying to take
market share—or are they being conservative and they're more focused on making high-quality loans?

Q: When evaluating these opportunities, what factors give you confidence in stepping in as the lender?
When we underwrite consumer lending investments, we focus on two key elements: the product and the
structure. On the product side, we target high-touch, essential-use items—such as cell phones, HVAC systems,
and vehicles—that we believe borrowers will prioritize in what we refer to as the consumer priority of payments
waterfall. In times of financial stress, we want to be invested in assets that consumers are most likely to defend.

We also prefer investments backed by some form of security, which can enhance recovery rates in the event
of default. On the structural side, a common misconception is that we simply assess how assets are currently
performing. In reality, we underwrite to a range of downside scenarios and design structures with built-in
cushions to help protect against potential underperformance.

Q: Do you agree, then, that in private asset-backed finance, unlike the more syndicated markets, investors
often have greater discretion in negotiating structural protections?
Yes, that's exactly right. In the public asset-backed securities (ABS) market, transactions are typically pre-structured
by banks, reviewed by rating agencies, and shaped by legal counsel. By the time the deal reaches investors,
the structure is largely set, and the focus is primarily on pricing.

In contrast, in the private ABF space, the process is more bespoke. We're often negotiating directly with the
originator and legal counsel. Occasionally, a bank may be involved—particularly if they are providing senior
financing—but the negotiation is typically bilateral between us and the originator.

This gives us the ability to shape the deal structure and build in downside protections that are often not available
in traditional ABS deals.

Q: Let’s talk about market dynamics. Is this another case of banks pulling back, creating space
for alternative lenders?
That's certainly part of the story. There's tremendous scale in consumer lending across the spectrum: from large
banks to regionals, credit unions and non-bank lenders. We've seen significant growth in non-banks and specialty
finance companies offering products that go beyond what banks have traditionally provided.

Often, we find the most attractive relative value in segments that were previously well-trafficked but have seen
lender retrenchment. Regional banks stepping back is a good example. Additionally, some lenders are still dealing
with underperformance from the post-Covid period, particularly in 2021 and 2022. Others, especially asset-light
non-bank lenders, may be struggling to place loans with buyers. In those situations, we're often able to negotiate
better economics.

Q: Of course, consumer lending is only one part of the ABF universe. Are there other sectors worth highlighting?
Absolutely. One of the advantages we have at Oaktree is the ability to draw on expertise across the full range
of ABF verticals. We're not limited to just one or two areas. Another major sector for us is equipment and
transportation—this includes aircraft leasing and small- to mid-ticket business-critical equipment.
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There’s also infrastructure and energy, including digital infrastructure like data centers, fiber and Al-related
assets. The U.S. is undergoing a massive capital expenditure cycle, and we're seeing opportunities to lend
against cash-flowing assets in securitized structures that we find very attractive. Beyond that, there’s real
estate, and what we broadly refer to as “corporate,” which can include pools of loans, receivables, or even
royalties. The ABF universe is vast.

Q: You mentioned favoring essential-use assets in consumer lending. Is there a similar principle that guides
your approach in the equipment space?
Yes, definitely. In equipment finance, we benefit from two key dynamics. First, the assets we lend against—whether
small, mid-ticket or large-ticket (like aircraft) are typically business-critical. These are assets a company can't operate
without. In some cases, the equipment is physically integrated into operations to the point where the business
couldn’t function without it.

Second, we've seen a notable pullback from regional and even large banks that once had dedicated equipment
finance teams. That creates a gap in the market—one that allows us to lend against high-quality, business-essential
assets in a space that's less competitive today.

Q: Asset-backed finance seems to offer a spread premium over public ABS markets. What's driving that
premium today? Is it simply a liquidity premium, or is there more to it?
There are a few factors at play. ABS transactions are typically fully funded, based on a fixed pool of assets,
and structured with ratings in mind. The deals are standardized, rated and tradable, all features that contribute
to market efficiency but also create rigidity.

In contrast, ABF allows us to deliver bespoke solutions to originators. We can offer variable funding, forgo
formal credit ratings, and build dynamic asset bases that adjust with the originator’s needs. These flexibilities
allow us to structure transactions that meet the needs of both parties while maintaining strong credit protections.

However, there are relatively few lenders in the private market with the scale, expertise, and structuring capabilities
to offer these solutions. That scarcity of capital results in a spread premium—compensating us not only for reduced
liquidity, but for the value of customization and the complexity we're underwriting.
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IMPORTANT DISCLOSURES

All investing involves risk. The value of an investment will fluctuate over
time, and an investor may gain or lose money, or the entire investment.
Past performance is no guarantee of future results.

As an asset class, private credit is comprised of a large variety of different
debt instruments. While each has its own risk and return profile, private
credit assets generally have increased risk of default, due to their typical
opportunistic focus on companies with limited funding options, in
comparison to their public equivalents. Because private credit usually
involves lending to below investment grade or non-rated issuers, yield

on private credit assets is increased in return for taking on increased risk.

RISKS TO CONSIDER

Investing involves risk. Principal loss is possible. There can be no
assurance that the strategy will achieve its investment objective. The
strategy will be subject to greater levels of credit risk, call risk and
liquidity risk than funds that do not invest in such securities. Generally,
lower rated or unrated securities of equivalent credit quality offer a
higher return potential than higher rated securities but involve greater
volatility of price and greater risk of loss of income and principal,
including the possibility of a default or bankruptcy of the issuers of
such securities. An investment in the securities of financially distressed
issuers can involve substantial risks. These securities may present a
substantial risk of default or may be in default at the time of investment.
The strategy currently intends to use leverage to seek to achieve its
investment objective. Leverage creates risks that may adversely affect
the return for the holders of common stock. Exposure to investments
in commercial real estate, transportation, healthcare loans, and royalty-
backed credit and other asset-backed lending, including distressed loans,
may also subject the strategy to greater volatility than investments in
traditional securities.

Investments in distressed loans are subject to the risks associated

with below-investment-grade securities. In addition, when a strategy
focuses its investments in certain sectors of the economy, its
performance may be driven largely by sector performance and could
fluctuate more widely than if the fund were invested more evenly across
sectors. The investment strategy may not product the intended results.
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The information contained herein is for educational and informational
purposes only and does not constitute, and should not be construed as,
an offer to sell, or a solicitation of an offer to buy, any securities or related
financial instruments. This commentary discusses broad market, industry
or sector trends, or other general economic or market conditions, and

it is being provided on a confidential basis. Further this communication
does not constitute and should not be construed as a recommendation
or testimonial for any securities, related financial instruments, products
or services.

FORWARD-LOOKING STATEMENTS

Information herein contains, includes or is based on forward-looking
statements within the meaning of the federal securities laws, specifically
Section 21E of the Securities Exchange Act of 1934, as amended, and
Canadian securities laws. Forward-looking statements include all
statements, other than statements of historical fact, that address future
activities, events or developments, including, without limitation, business
or investment strategy or measures to implement strategy, competitive
strengths, goals, expansion and growth of our business, plans, prospects
and references to our future success. You can identify these statements
by the fact that they do not relate strictly to historical or current facts.
Words such as “anticipate,” “estimate,” “expect,” “project,” “intend,”
“plan,” “believe” and other similar words are intended to identify these
forward-looking statements. Forward-looking statements can be
affected by inaccurate assumptions or by known or unknown risks and
uncertainties. Many such factors will be important in determining our
actual future results or outcomes. Consequently, no forward-looking
statement can be guaranteed. Our actual results or outcomes may vary
materially. Given these uncertainties, you should not place undue reliance
on these forward-looking statements.
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It is not intended to provide an overview of the terms applicable
to any products sponsored by Brookfield Corporation and its affiliates
(together, “Brookfield”).

Information and views are subject to change without notice. Some of the
information provided herein has been prepared based on Brookfield's
internal research, and certain information is based on various assumptions
made by Brookfield, any of which may prove to be incorrect. Brookfield
may not have verified (and disclaims any obligation to verify) the accuracy
or completeness of any information included herein, including information
that has been provided by third parties, and you cannot rely on Brookfield
as having verified any of the information.

The information provided herein reflects Brookfield's perspectives and
beliefs as of the date of this commentary.
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