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We believe ABS can help investors protect their capital without compromising

on upside potential, as some asset-backed securities may be purchased at a deep
discount: in 2023, we expect to see more dispersion of both credit performance and
asset pricing. In potential market downside scenarios, the structure of ABS helps
protect investors in more challenging credit environments.

Q Summary

As the uncertainty that markets
experienced in 2022 is expected
to continue, we believe Asset-

Backed Securities (ABS) may Global in nature, the ABS universe is large enough to give investors jurisdiction,

help offset potential volatility and sector and risk level choice. ABS securities, for instance, are backed by bank loans,
capture mispriced, attractive residential and commercial mortgages, auto loans, and other sectors, as seen in
returns. Figure 1. Such variety allows sophisticated investors to optimize exposures to create
a portfolio of stable, high-income assets with potential upside.

ABS’ main benefits include:

High, stable income
Loss protection

Figure 1: The Global ABS market: depth and breadth gives investors choice
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Source: CQS analysis, SIFMA(www.sifma.org), AFME(www.afme.eu), and CitiVelocity as at 30 June 2022.

The main benefits traditionally offered by ABS include:

= High, stable income: Residential and commercial mortgages, corporate loan pools
and bank Regulatory Capital transactions, to name a few, offer steady income
streams when securitized and sold to investors. This stable income is generated by
the principal, interest, lease and rental payments from the underlying assets.

= Loss protection: ABS deals are comprised of senior bonds, junior bonds, and
equity. Any potential losses on the underlying loans are first absorbed by the equity,
and then, by junior bonds. Investors can choose which part of the capital structure
best suits their risk appetite given their view of the underlying collateral and the
market price. Investors can also choose a deal’s vintage (the time when the
underlying assets were originated and/or a deal’s remaining time to maturity), which
can increase return resilience from both a collateral and a structural perspective.
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CLOs have demonstrated
robust historical
performance through
multiple periods of stress.
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Strong embedded value: At CQS, we believe that last year’s volatility led to
mis-pricings in certain securities. Central banks’ rapid tightening of monetary
policies has led to different views about the expected losses in ABS collateral pools;
we believe that certain sectors have been overly punished, while others have yet to
fully price in likely losses. This is expected to lead to both long and short alpha
opportunities for sophisticated investors with the tools to differentiate among
securities and their collateral pools.

Short duration: A large number of ABS deals bear a floating rate, reducing interest
rate risk.

Ability to tailor and diversify: Investors may choose across different geographies,
sectors and parts of the capital structure. This flexibility helps investors access the
precise exposure that best suits their income needs and risk appetite.

Current Opportunities

At present, we see opportunity in the following sectors:

European Collateralised Loan Obligations (CLOSs)

Backed by actively managed, diversified pools of leveraged loans, European

CLO tranches offer attractive relative value to other corporate credit sectors

whilst benefiting from structural protection against an increase in defaults.

The asset class has also demonstrated robust historical performance through
multiple periods of stress, with only 0.5% cumulative defaults between 1996 and
2021 (across 4,432 Standard & Poor’s-rated Euro CLO tranches). In the present rate-
rising environment, the floating-rate nature of CLOs also allows investors to benefit
from higher short-term rates whilst avoiding significant rate duration in the portfolio.

In our opinion, the asset class is attractively priced: with tranche prices lower by up
to 15 - 20 points in 2022, the dislocation has created significant price convexity with
cash prices in the 70s and 80s, leaving room for large potential capital appreciation
alongside healthy running income. As seen in Figure 2, European BBB and BB CLOs
offer a spread pick-up to other lower-rated credit markets. After lagging the rally in
corporate credit spreads over recent months, we believe CLO tranches are well
positioned to capture strong potential total returns, whilst remaining defensive given
their underlying collateral and structural protections.

Figure 2: European CLOs: attractive valuations, quality collateral
Spreads: Euro CLOs vs iTraxx Crossover
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Source: CQS, Bloomberg as at 31 December 2022.
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The 2022 sell-off in
broader risk and

the slowing of the

US housing market

have created attractive
opportunities in seasoned
(older vintage) US
mortgage securitizations.

The spread between
interest rates and cap
rates is now at the lowest
since at least 2008.
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Residential Mortgage-Backed Securities (RMBS)

The 2022 sell-off in broader risk and the slowing of the US housing market

have created attractive opportunities in seasoned (older vintage) US mortgage
securitizations, where the underlying loans have built significant homeowners’ equity.
Fannie Mae and Freddie Mac (US government-sponsored agencies) issue Credit Risk
Transfer (CRT) deals backed by prime, fixed-rate mortgages. CRT bonds issued prior
to the post-COVID surge in home prices benefit from both high-quality loans with low
loan-to-value ratios and low fixed interest rates, as well as uncapped floating-rate bond
coupons currently providing 12-15% yields. Furthermore, the 2020/2021 surge in
mortgage refinancing rapidly paid down senior bonds in these deals, with the remaining
bonds moving higher in the capital structure and more removed from the risk of loss.
These seasoned CRT bonds can withstand substantial stress scenarios while providing
high income and ample opportunity for price appreciation.

Figure 3: US CRT mortgages: better quality makes stronger ABS collateral
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Source: CQS and Intex as at 31 December 2022. HPI is House Price Index.

Commercial Real Estate (CRE)

The CRE market, especially office properties, may see a valuation and interest rate
shock as office utilisation rates have not recovered materially after the pandemic,

and office vacancy rates remain high. “Working From Home” trends are weighing on
the sector. This may lead to opportunity, especially as capitalization (cap) rates

(the real estate sector’s discount rate, or cost of capital) have not materially moved up
— unlike Treasury yields, as seen in Figure 4. The spread between interest rates and
cap rates is now at the lowest since at least 2008 (269 bps) vs a normal average of
300-500 bps. If discount rates normalize and interest rates stay at c.4%, cap rates may
increase from ¢.6.5% to c.8.5%, which implies CRE property values would drop 23.5%.
This shift in valuations should feed through to ABS backed by these properties,
creating opportunities on both the long and short side for investors with the analytical
tools to evaluate both the underlying CRE assets and the ABS structures.
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Figure 4: US real estate markets and US Treasuries are telling a different story
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Source: Bloomberg and CoStar as at December 2022. REIT stands for Real Estate Investment Trust.

Regulatory Capital (Reg Cap)

More stringent bank regulation following the 2007-8 Financial Crisis requires banks
to increase their capital buffers. To free-up capital — and therefore be able to lend
more — banks in Europe and North America have partnered with strategic investors to

Introducing ABS to share risk, creating an asset class previously not available to most investors. Through a
portfolio construction Reg Cap structure, investors may now access the bank loan universe, which typically
may provide returns provides high-quality, stable income from a diversified pool of borrowers.

and stability not just for Reg Cap securities are junior tranches backed by high-quality collateral; the leverage
this year but also the created by this tranching allows Reg Cap bonds to pay high levels of income (up to 14%).
longer-term horizon. In general, the loans underlying Reg Cap deals have an equivalent credit rating of

BBB- (the lowest Investment Grade ranking) or BB+ (the highest non-Investment Grade
category). The asset class further benefits from low volatility and low correlation from
wider equity and credit markets. To learn more about Reg Cap, don’t miss our recent
article: Regular Capital: Long-Term, Stable Income, at CQS Insights.

Conclusion

We believe the ABS market offers high, stable income and alpha opportunities to
generate attractive, risk-adjusted returns in 2023.

The ability to select strong credit profiles with structural protection will offer
opportunities to outperform other investments in a year of increased performance
dispersion. Introducing ABS to portfolio construction may provide returns and stability
not just for this year but also over the longer-term horizon.
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Important Information

This document has been issued by CQS (UK) LLP which is authorised
and regulated by the UK Financial Conduct Authority, CQS (US), LLC
which is a registered investment adviser with the US Securities and
Exchange Commission, and/or CQS (Hong Kong) Limited, which is
authorised and regulated by the Hong Kong Securities and Futures
Commission. The term “CQS” as used herein may include one or more
of CQS (UK) LLP, CQS (US), LLC, and CQS (Hong Kong) Limited or
any other affiliated entity. The information is intended solely for
sophisticated investors who are (a) professional investors as defined

in Article 4 of the European Directive 2011/61/EU or (b) accredited
investors (within the meaning given to such term in Regulation D under
the U.S. Securities Act of 1933, as amended) and qualified purchasers
(within the meaning given to such term in Section 2(a)(51) of the U.S
Investment Company Act 1940, as amended). This document is not
intended for distribution to, or use by, the public or any person or entity in
any jurisdiction where such use is prohibited by law or regulation.

This document is a marketing communication prepared for general
information purposes only and has not been delivered for registration in
any jurisdiction nor has its content been reviewed by any regulatory
authority in any jurisdiction. The information contained herein does not
constitute: (i) a binding legal agreement; (i) legal, regulatory, tax,
accounting or other advice; (iii) an offer, recommendation or solicitation to
buy or sell shares or interests in any fund or investment vehicle managed
or advised by CQS (a “CQS Fund”) or any other security, commodity,
financial instrument, or derivative; or (iv) an offer to enter into any other
transaction whatsoever (each a “Transaction”). Any decision to enter into
a Transaction should be based on your own independent investigation of
the Transaction and appraisal of the risks, benefits and appropriateness
of such Transaction in light of your circumstances. Any decision to enter
into any Transaction should be based on the terms described in the
relevant offering memorandum, prospectus or similar offering document,
subscription document, key investor information document (where
applicable), and constitutional documents and/or any other relevant
document as appropriate (together, the “Offering Documents”). Any
Transaction will be subject to the terms set out in the Offering Documents
and all applicable laws and regulations. The Offering Documents
supersede this document and any information contained herein. The
Offering Documents for CQS UCITS range of funds is available here
(www.cgs.com/ucits-funds#global-convertibles) in English (US persons
will not be eligible to invest in CQS managed UCITS funds save to the
extent set out in the relevant Offering Document). A copy of CQS’
Complaints Policy, which sets out a summary of investors’ rights, is
available here (www.cqgs.com/site-services/regulatory-disclosures) in
English. CQS may terminate the arrangements for marketing or
distribution of any CQS Fund at any time.

Nothing contained herein shall give rise to a partnership, joint venture or any
fiduciary or equitable duties. The information contained herein is provided
on a non-reliance basis, not warranted as to completeness or accuracy, and
is subject to change without notice. Any information contained herein
relating to any non-affiliated third party is the sole responsibility of such third
party and has not been independently verified by CQS. The accuracy of

data from third party vendors is not guaranteed. If such information is not
accurate, some of the conclusions reached or statements made may be
adversely affected. CQS is not liable for any decisions made or action taken
by you or others based on the contents of this document and neither CQS
nor any of its directors, officers, employees or representatives accept any
liability whatsoever for any errors or omissions or any loss howsoever
arising from the use of this document.

Information contained in this document should not be viewed as
indicative of future results as past performance of any Transaction
is not indicative of future results. Any investment in a CQS Fund or
any of its affiliates involves a high degree of risk, including the risk
of loss of the entire amount invested. The value of investments can
go down as well as up. Future performance is subject to taxation which
depends on the personal situation of each investor and which may
change in the future. Investments may lead to a financial loss if no
guarantee on the capital is in place. An investment in any CQS Fund will
involve a number of material risks which include, without limitation, risks
associated with adverse market developments, currency and exchange
rate risks, risk of counterparty or issuer default, and risk of illiquidity. Any
assumptions, assessments, targets (including target returns and volatility
targets), statements or other such views expressed herein (collectively
“Statements”) regarding future events and circumstances or that are
forward looking in nature constitute CQS’ subjective views or beliefs and
involve inherent risk and uncertainties beyond CQS’ control. Any indices
included in this document are for illustrative purposes only and are not
representative of CQS Funds in terms of either composition or risk
(including volatility and other risk related factors). Unless stated to the
contrary CQS Funds are not managed to a specific index.

The information contained herein is confidential and may be legally
privileged and is intended for the exclusive use of the intended recipient(s)
to which the document has been provided. In accepting receipt of the
information transmitted you agree that you and/or your affiliates, partners,
directors, officers and employees, as applicable, will keep all information
strictly confidential. Any review, retransmission, dissemination or other use
of, or taking of any action in reliance upon, this information is prohibited. Any
distribution or reproduction of this document is not authorized and prohibited
without the express written consent of CQS, or any of its affiliates. Unless
otherwise stated to the contrary herein, CQS owns all intellectual property
rights in this document.

CQS is a founder of the Standards Board for Alternative Investments
(“SBAI”) which was formed to act as custodian of the alternative
investment managers’ industry best practice standards (the “Standards”).
By applying the Standards, managers commit to adopt the “comply or
explain” approach described in the Standards. CQS is a signatory of the
UN Principles for Responsible Investment and a supporter and participant
of certain other responsible investment related industry associations.

PRI Note:
PRI is an investor initiative in partnership with UNEP Finance and the
UN Global Compact. GMv10.
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