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A PLACE FOR REAL ESTATE DEBT IN
GLOBAL CREDIT INVESTING

KEY POINTS

* Oaktree’s global credit investing platform spans numerous liquid credit asset classes and
geographies. In this paper we put a spotlight on one sub-sector of liquid credit investing: real

estate debt.

* Real estate debt, along with related credit instruments (e.g., RMBS, CMBS), has received
increasing focus from investors for its potential to offer attractive yield with less-than-com-
mensurate risk relative to traditional corporate debt given the downside protection offered by
its real asset-based collateral. This attractive profile is further enhanced by the more conserva-
tive loan-to-value ratios we see in real estate lending today.

* Oaktree Insights sat down with Bruce Karsh, chief investment officer and head of our global
credit platform, and Justin Guichard, co-portfolio manager of our Real Estate Debt and
Structured Credit strategies, to discuss today’s real estate debt landscape. The following is an

edited excerpt.

Q: Could you walk us through how you think about
global credit investing and where real estate debt
comes into play?

Bruce Karsh: Our aim for the global credit mandate is
to bring together multiple key asset classes within the
global credit universe and manage them dynamically to
earn attractive total returns with current income, while
limiting volatility through diversification. The global
and multi-strategy nature of this platform enables us
to consider a wide range of liquid credit asset classes.
We employ a bottom-up approach in the selection
of individual investments, as well as in relative-value
assessments that inform our allocation decisions. This
relative-value perspective is quite important, in our
view. We believe the ability to flexibly pivot our capital
deployment to the most attractive opportunities devel-
oping at any given time is a key driver of success.

Real estate debt is one component of the global
credit umbrella, and within this allocation we invest
in traded securities. These include real estate-related
structured credit, such as commercial mortgage-backed
securities (CMBS), and other real estate-related debt
instruments. We think this segment of the market
is particularly compelling today, especially given the
late-cycle position of the economy and the reasonable

fundamentals of the real estate market.

Q: You mention the late cycle of the economy. We
can’t talk about today’s investing environment
without recognizing a weakening global economy
in which industrial activity is slowing and financial
markets are being buffeted by trade tensions. Given
that backdrop, what do you see as the merits of real
estate debt and the potential benefits of investing in
it?

BK: Downside protection is a valuable potential benefit
offered by real estate debt. We know the economy is in
the later stages of a growth cycle. It’s hard to imagine
that asset prices in general will continue to grow at the
pace we've seen over the last several years. So, to be
defensively positioned and to sharpen the focus on risk
control — which is one of Oaktree’s core investment
tenets — we consider real estate debt as a significant
protective force, especially in the context of its place
within a multi-strategy platform. While there may be
volatility in the broader market, this sector may not
experience it to the same degree, as it's backed by hard
assets with reasonable loan-to-value (LTV) ratios.

Justin Guichard: I agree. We believe a more defensive
approach is warranted as the growth cycle extends,



and this conviction is reflected in the fact that our
investments in real estate debt are characterized by a
significant margin of safety, as indicated by LTV ratios
of about 65% on our positions.

In addition, the current-income aspect of this debt is
appealing. As Bruce said, asset prices today are gener-
ally high across the board for real estate, or for anything
else, frankly. An investor in a creditor’s position can
look to secure returns in the form of current income, as
opposed to banking on price appreciation.

We also consider the very low yield coming from much
of the traditional fixed income world, plus the growing
pool of negative-yielding debt in certain non-U.S. bond
markets. The International Monetary Fund in its Octo-
ber Global Financial Stability Report (GFSR) mentions
the phrase “search for yield” at least 15 times — all to
describe how today’s persistent low rates are fueling
risk-taking by investors — and raises the concern that
this intensifying pursuit

Q: The following question is perhaps more about
the real estate debt market as a standalone asset class
than about its place within a global credit mandate,
but we nonetheless view it an important point in
understanding the investment environment. How
is the real estate debt market different today from
that of pre-Global Financial Crisis (GFC) days?

JG: Real estate today is not the real estate of 2007. It’s
not an overstatement to say that real estate was the
poster child for the issues that led to the GFC. Since
then, regulators have been focused on not repeating the
mistakes of the past. New regulations include risk-re-
tention rules, which require banks or qualified purchas-
ers to have “skin in the game” when it comes to the
debt they originate and to hold a portion of their loans
on their balance sheet for five years or until maturity.
Another impact of the post-crisis regulatory pressure is
that banks typically cap their lending around 60% to
65% of the value of the underlying property, due to

higher capital charges for

of yield is rendering some
markets overstretched
and vulnerable. Interest-
ingly, that phrase was not
mentioned once in the issue
of GFSR just preceding this
one, which was published
in April. So this is definitely
top-of-mind currently for
a lot of market partici-
pants and organizations
globally. In this context,
we at Oaktree think that
an investor pursuing yield

“Real estate debt can be a useful
complement to existing fixed income
holdings . . . it can present comparable
returns, likely with less risk and
volatility, as well as with a lower
probability of loss and low correlations

to corporate credit markets.”

— Bruce Karsh,
Co-Chairman and Chief Investment Officer

higher-risk loans.

The regulatory focus on real
estate finance and the bank-
ing industry, a carryover
from the GFC, has curbed
many of the irresponsible
lending practices we once
saw in real estate and are now
witnessing in other sectors.
We believe the “hangover”
from the challenges in real
estate finance during the
crisis has dissuaded some

alone is likely turning a

blind eye to true value and risk. And we think that,
for the reasons mentioned earlier, real estate debt can
provide an intriguing middle ground between the
low-yielding vehicles and the unduly risky and illiquid
assets some investors are seeking. We think the real
estate market in the U.S., for instance, is characterized
by still-strong fundamentals and an opportunity for
continued growth. Plus, it’s a jurisdiction that respects
creditor rights.

BK: I would add that, even if we're not talking about
an outright replacement of allocations, real estate debt
can be a useful complement to existing fixed income
holdings. We consider relative returns across numerous
global credit products, including high yield bonds and
senior loans, and we see that real estate debt can present
comparable returns, likely with less risk and volatility, as
well as with a lower probability of loss and low correla-
tions to corporate credit markets.

investors from participating
in the sector; to us, a less-invested-in market translates
to more opportunities for outperformance.

BK: I agree. A key difference between today and the
mid-2000s is that the excesses in the current financial
markets are not in the area of real estate. There is less
commercial mortgage debt outstanding today as a
percentage of GDP than in the prior cycle. If anything,
frothiness is found in corporate debt, particularly the
lower-rated issues. I think the fundamentals of real
estate debt today are actually quite strong and the lever-
age in the system is conservative.

Q: What primary risks in real estate debt investing is
Oaktree looking out for today?

JG: Real estate debt isnt immune to any of the risks
that pertain to general financial markets. One of the
major risks today is that underlying asset prices are



at an all-time high. How long can assets continue to
appreciate? For real estate debt, though, we dont need
prices to appreciate in order to receive our coupon and
be paid off at par. Another risk is that lending standards
generally decline as new entrants come into the market.
We're starting to see that: people taking on more lever-
age with fewer covenants. And there’s the broader risk
of public market volatility. Investors may trade out of
names they don’t know or understand as well, putting
more pressure on some instruments than others. Our
highly granular approach to underwriting assets gives
us confidence to invest when markets are more volatile.

Q: Are there any market inefficiencies that could be
capitalized on?

BK: An area of global credit investing that looks
interesting today is real estate-related debt in Europe.
Europe was late to the real estate party, so to speak. This
means its real estate cycle is less advanced than that of
the U.S., and thus there’s more room for future growth.
The European market also has changed dramatically
since the credit crisis, with greater opportunity now
for institutional, non-bank capital to be active in the
market in scale. We believe there’s opportunity in select
European markets to pick up some additional yield
spread. The key lies in taking a relative-value approach
and applying bottom-up fundamental analysis, just like
we do in any other credit investment, to help us source
compelling potential investments there.

Q: What is a key aspect of real estate debt within the
context of global credit investing that you'd most like
to emphasize?

JG: The power of the Oaktree platform is noteworthy.
The real estate team’s status as the largest investment
group at Qaktree, comprising more than 50 investment
professionals, enhances Oaktree’s ability to analyze real
estate-related securities.

The real estate debt team benefits from residing within
the global credit platform. This meanswe can channel the
credit expertise of other strategies throughout the firm
in order to evaluate opportunities and take a dynamic
and flexible approach to investing throughout market
cycles. We are also able to focus on higher-conviction
names and invest in more concentrated positions. This
is possible precisely because the real estate debt strategy
is part of a broader global credit portfolio.

BK: Regardless of the asset, whether it be corporate
debt, CMBS or some other sort of securitization, our
approach is always the same: bottom-up, fundamental
real estate analysis. The emphasis is always on knowing
the value of the collateral underlying our investment. ()
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NOTES AND DISCLAIMERS

This document and the information contained herein are for educational and informational purposes only and do 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. Responses to any inquiry
that may involve the rendering of personalized investment advice or effecting or attempting to effect transactions in securities will not be
made absent compliance with applicable laws or regulations (including broker dealer, investment adviser or applicable agent or representative
registration requirements), or applicable exemptions or exclusions therefrom.

This document, including the information contained herein may not be copied, reproduced, republished, posted, transmitted, distributed,
disseminated or disclosed, in whole or in part, to any other person in any way without the prior written consent of Oaktree Capital Management,
L.D (rogether with its affiliates, “Oaktree”). By accepting this document, you agree that you will comply with these restrictions and acknowledge
that your compliance is a material inducement to Oaktree providing this document to you.

This document contains information and views as of the date indicated and such information and views are subject to change without notice.
Oaktree has no duty or obligation to update the information contained herein. Further, Oaktree makes no representation, and it should not
be assumed, that past investment performance is an indication of future results. Moreover, wherever there is the potential for profit there is also

the possibility of loss.

Certain information contained herein concerning economic trends and performance is based on or derived from information provided by
independent third-party sources. Oaktree believes that such information is accurate and that the sources from which it has been obtained are
reliable; however, it cannot guarantee the accuracy of such information and has not independently verified the accuracy or completeness of such
information or the assumptions on which such information is based. Moreover, independent third-party sources cited in these materials are not
making any representations or warranties regarding any information attributed to them and shall have no liability in connection with the use
of such information in these materials.
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