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Key Takeaways

e The consumer plays a vital role in the U.S. economy, and the growing level of household debt provides
abundant collateral for securitization via the Asset-Backed Securities (ABS) market.

e ABS investors can find reassurance in existing and evolving risk-mitigation measures that provide
strong protections in the face of economic weakness.

e Doubleline’s investment approach encompasses all consumer subsectors and covers the entire
capital stack, which helps us to identify the most-opportune investment at any given time, potentially
maximizing returns while minimizing risk for our investors.

Introduction

Consumer ABS currently offer attractive opportunities in fixed income. The asset’s appeal can be
attributed to favorable factors such as its advantageous positioning relative to the U.S. Treasury yield
curve; high cash-on-cash returns; and, despite challenges posed by weakening consumer fundamentals,
robust structural protections that protect investors in the event of deteriorating loan performance. It is
important to recognize the significant role played by the U.S. consumer in driving the overall domestic
economy, with personal consumption accounting for approximately 70% of gross domestic product.*
This consumption is sustained by debt, and as of first quarter 2023, household debt had exceeded $17
trillion, an unprecedented milestone. A significant portion of this total, around $5 trillion, falls under
the category of non-mortgage-related debt. This includes auto loans, credit cards, personal loans and
student loans, which all can serve as collateral for the consumer ABS market. Roughly a trillion dollars
of this debt is securitized by the ABS market, providing ample investment opportunities via a market
characterized by its depth, predictability, and liquidity.
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State of the U.S. Consumer

The labor market plays a crucial role in consumer health
and has remained supportive with historically low levels of
unemployment as the economy has rebounded from the depths
of the pandemic-driven recession. Various metrics, including
nonfarm payroll reports, Job Openings and Labor Turnover Survey
data and average hourly earnings, signal a tight labor market.
While there are anecdotal examples of softening, namely layoffs
in the technology sector, material weakness has not yet shown up
in the aggregate data. However, what is particularly concerning
for consumers is the simultaneous occurrence of historically high
inflation levels and the conclusion of the most recent period of
guantitative easing. The timing of these two events aligns with
some noticeable deterioration in borrower performance data.

First, consumer delinquencies and defaults are on the rise,
suggesting that borrowers are facing increasing difficulties
in meeting monthly obligations. The level of deterioration,
however, has varied by loan type and borrower cohort.

Across loan types, marketplace lending (MPL) loans, which are
loans granted through online platforms without a traditional
bank intermediary, have experienced a significant surge in
delinquencies and defaults, surpassing levels observed prior to
the COVID-19 pandemic. To a lesser extent, delinquencies, and
defaults among subprime auto loans have also been on the rise
and are now in line with pre-pandemic levels. (Figure 1)
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Conversely, loans extended to borrowers with higher credit
quality, such as prime auto loans and bank credit cards, have
experienced minimal increases in delinquency and defaults,
remaining close to levels observed during the pandemic and
significantly below their historical average. In general, borrowers
with lower credit scores, have experienced the largest increase in
delinquencies and defaults. (Figure 2)

The mild deterioration in consumer credit observed to date will
likely be exacerbated if forecasts for a softening labor market and
rising unemployment become reality.
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Investor Protection Via ABS Securitization

Despite some declining credit performance trends, ABS investors
can find reassurance in existing and evolving risk-mitigation
measures that provide strong protections in the face of a
recession.

After the 2008 Global Financial Crisis (GFC), ABS deals have been
structured to withstand loss multiples much worse than those
observed during one of the worst recessions in U.S. history.
(Figure 3) These ratings agency loss multiples indicate the extent
to which tranches can withstand losses compared to their
historical averages.

ABS Consumer Loan Stress CNL Multiples | As of June 30, 2023
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Figure 3
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Cumulative Net Loss (CNL)

For example, subprime and prime consumer loan ABS rated A
could withstand cumulative net losses (CNLs) of approximately
2.75 times and 3.25 times above their historical average,
respectively. When compared to the loss multiples for subprime
and prime consumer loans observed during the GFC (1.4 times
and 2.6 times, respectively) it is reasonable to conclude that
tranches rated A and above would have sufficient protection even
in the event of an immediate recession that is worse than the
GFC.2

This robust protection against higher losses is a byproduct of
structural features present in ABS deals, including:

Overcollateralization: The market value of the underlying
collateral pool generally exceeds the market value of the issued
ABS debt.

Subordination: Use of hierarchical tranches that rank below
more-senior tranches in a sequential manner. (Figure 4)

Loss/Delinquency Triggers: If certain levels are breached,
all cash flows to the equity tranche are redirected and used
to accelerate the repayment of the most-senior tranche.
(Figure 5)

2 Federal Reserve
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Excess Spread: The interest rate on the underlying collateral pool
generally exceeds the average coupon of the issued ABS debt, e.g.

¢ Aloan pool average interest rate of 20% less a 1% servicing
fee and less a 9% average ABS coupon equals a 10% excess
spread.
Amortization: Consumer debt benefits from required monthly
principal and interest payments.
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Focusing on Amortization Profiles

Regarding amortization, it is worth noting that consumer ABS
typically experience front-weighted cash flows due to mandatory
amortization. This generates a higher cash-on-cash return in early
years, mitigates refinancing risk and reduces the investment’s
risk profile over time. With each monthly paydown, consumer
ABS naturally deleverages, which can help minimize risks should
underlying fundamentals continue to deteriorate. This contrasts
with most corporate bonds, which have bullet maturities on a
lump sum payment. (Figures 6 & 7)

Consumer ABS Cash Flows

Contractual amortization
creates front-end cash flows
and delevers deals,
reducing risk.
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Figure 6
Source: DoubleLine

Corporate Bond Cash Flow

Bullet maturity relies on
a lump sum payment via
capital markets (refinance
or full payback.)
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B An Update on the U.S. Consumer and
Opportunities In the ABS Market

New-Issue ABS

Consumer debt being securitized in the current market has
additional risk-mitigation measures. Loan originators have begun
implementing stricter credit requirements, resulting in ABS
collateral pools with enhanced credit quality, as evidenced by
higher weighted average FICO scores. (Figure 8)

New-Issue ABS Weighted Average FICO Scores by Vintage

2018 2019 2020 2021 2022 | 2023

MPL 704 705 689 664 670 | 713
Prime Auto 755 755 757 754 754 | 755
Non-Prime .o, 5gc 533 586 593 | 608
Auto

Figure 8
Source: DoubleLine, J.P. Morgan

Additionally, MPL deals are now exhibiting higher weighted
average coupons (WAC) and greater credit enhancement (CE),
both of which can help mitigate potential principal losses for ABS
investors. (Figure 9)
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Relative Value Bloomberg US Agg ABS Index Yield | As of July 6, 2023

Given the amortization profile, consumer ABS is priced off the 6%

front end of the U.S. Treasury yield curve, which currently offers

materially higher yields compared to other Treasury tenors. This 5%
is attributed to a historic level of inversion, as the yield difference
between the two-year Treasury and 10-year Treasury (2s10s) is at 4%

its most inverted state since the 1980s. (Figure 10)
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Moreover, consumer ABS provide attractive yield-to-duration
ratios in today’s fixed income market. For example, MPL senior
-200 tranches rated A offer a 7% vyield with a duration of one year, in
comparison to the profile of a U.S. corporate bond rated A, which
300 yields 5.3% with a duration of nearly seven years. (Figure 12)
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Conclusion

The consumer plays a vital role in the U.S. economy, and the
growing level of household debt provides abundant collateral
for securitization via the ABS market. Despite the potential
deterioration of consumer fundamentals, we anticipate strong
performance of ABS across various scenarios. The yields available
are at decade highs, and ABS deals are designed to withstand
losses well exceeding those experienced during the GFC. For
investors who can actively manage exposure to collateral with
more-favorable fundamental outlooks and avoid idiosyncratic
risks, we believe consumer ABS exposure can provide attractive
risk-adjusted return opportunities.

In the event of a pause in the Federal Reserve’s monetary policy,
ABS investors can potentially still benefit from the current
environment in which a historically inverted yield curve results
in consumer ABS offering among the highest yield per unit
of duration relative to other fixed income sectors. If the Fed
continues raising rates, the short-term, monthly amortizing
nature of ABS investments enables investors to reinvest cash
flows into a higher-rate environment. Lastly, in the event of a Fed
rate cut, history would suggest a significant move lower on the
front end of the Treasury curve, leading to increased prices for
high-coupon, high-grade ABS securities. ®

Why DoubleLine for Consumer ABS?

With assets under management of nearly $100 billion and a
broad spectrum of investment strategies that range across
risk profiles, DoubleLine is well positioned to invest in
consumer ABS. In contrast to many ABS investors that might
specialize in one subsector or one tranche, DoubleLine’s
investment approach encompasses all consumer subsectors
and invests up and down the entire capital structure. This
holistic approach helps our team identify the most-opportune
investment at any given time, thereby potentially maximizing
returns while minimizing risk for our investors.

Our proficiency in sourcing, structuring and obtaining
attractive relative value within the ABS market is made
possible by the depth and breadth of our investment team.
DoublelLine’s Structured Products team consists of 32
investment professionals who are experts in ABS, mortgage-
backed securities and collateralized loan obligations. Our
dedicated ABS team comprises seven individuals who over the
years have combined a vast network of market participants
with a robust analytical framework to deliver attractive returns
to investors. The ABS team participates in public and private
markets and has experience structuring bespoke transactions
tailored to clients’ specific risk and return appetites.
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Definitions

Asset-Backed Securities (ABS) — Investment securities, such as bond or notes,
that are collateralized by a pool of assets, such as loans, leases, credit card debt,
royalties or receivables.

Bloomberg US Agg Asset-Backed Securities (ABS) Index — This index tracks the
performance on investment grade asset-backed securities on an aggregate,
unhedged and total return basis.

Cash-on-Cash Return — Rate of return often used in real estate transactions
that calculates the cash income earned on the cash invested in a property. Put
simply, cash-on-cash return measures the annual return the investor made on
the property in relation to the amount of mortgage paid during the same year. It
is considered relatively easy to understand and one of the most important real
estate return on investment calculations.

Collateralized Loan Obligation (CLO) — Single security backed by a pool of debt.

Commercial Mortgage-Backed Securities (CMBS) — Securitized loans made on
commercial rather than residential properties.

Duration — Measure of the sensitivity of the price of a bond or other debt
instrument to a change in interest rates.

FICO Score — This credit score, created by the Fair Isaac Corp., is used by lenders
along with other details on a borrower’s credit report to assess credit risk and
determine whether to extend credit.

ICE BofA Single-A U.S. Corporate Index — This index tracks the single-A tranche
of the ICE BofA U.S. Corporate Index, which measure the performance of U.S.
dollar-denominated, investment grade (IG) corporate debt publicly issued in the
U.S. domestic market. Qualifying securities must have an IG rating (based on an
average of Moody’s, S&P and Fitch) and an I1G-rated country of risk (based on an
average of Moody’s, S&P and Fitch foreign currency, long-term sovereign debt
ratings). Securities must also have at least one year remaining to final maturity,
a fixed coupon schedule and a minimum amount outstanding of $250 million.

Job Openings and Labor Turnover Survey (JOLTS) — Conducted by the U.S.
Bureau of Labor Statistics, JOLTS involves the monthly collection, processing
and dissemination of job openings and labor turnover data. The data, collected
from sampled establishments on a voluntary basis, includes employment, job
openings, hires, quits, layoffs, discharges and other separations. The number of
unfilled jobs — used to calculate the job openings rate —is an important measure
of the unmet demand for labor, providing a more complete picture of the U.S.
labor market than by looking solely at the unemployment rate.

Overcollateralization (OC) — Provision of collateral that is worth more than
enough to cover potential losses in cases of default.

Prime — Classification of borrowers, rates or holdings in the lending market
that are considered to be of high quality. This classification often refers to loans
made to high-quality “prime” borrowers that are offered “prime” or relatively
low interest rates.

Residential Mortgage-Backed Securities (RMBS) — Securitized loans made on
residential rather than commercial properties.

Yield to Duration (YTD) — The yield of a bond if you were to buy and hold it until
the time at which the price of the bond can be repaid by its internal cash flows.

Yield to Worst (YTW) — The lowest yield of a bond that can be received short
of default.

Important Information Regarding This Material

Issue selection processes and tools illustrated throughout this presentation are
samples and may be modified periodically. These are not the only tools used by
the investment teams, are extremely sophisticated, may not always produce the
intended results and are not intended for use by non-professionals.

DoubleLine has no obligation to provide revised assessments in the event of
changed circumstances. While we have gathered this information from sources
believed to be reliable, DoubleLine cannot guarantee the accuracy of the
information provided. Securities discussed are not recommendations and are
presented as examples of issue selection or portfolio management processes.
They have been picked for comparison or illustration purposes only. No security
presented within is either offered for sale or purchase. DoubleLine reserves the
right to change its investment perspective and outlook without notice as market
conditions dictate or as additional information becomes available. This material
may include statements that constitute “forward-looking statements” under the
U.S. securities laws. Forward-looking statements include, among other things,
projections, estimates, and information about possible or future results related to
a client’s account, or market or regulatory developments.

Important Information Regarding Risk Factors

Investment strategies may not achieve the desired results due to implementation
lag, other timing factors, portfolio management decision-making, economic
or market conditions or other unanticipated factors. The views and forecasts
expressed in this material are as of the date indicated, are subject to change
without notice, may not come to pass and do not represent a recommendation
or offer of any particular security, strategy, or investment. All investments
involve risks. Please request a copy of DoubleLine’s Form ADV Part 2A to review
the material risks involved in DoubleLine’s strategies. Past performance is no
guarantee of future results.

Important Information Regarding DoubleLine

To receive a copy of DoubleLine’s current Form ADV (which contains important
additional disclosure information, including risk disclosures), a copy of DoubleLine’s
proxy voting policies and procedures, or to obtain additional information on
DoublelLine’s proxy voting decisions, please contact DoubleLine’s Client Services.

CFA® is a registered trademark owned by CFA Institute.

DoubleLine Group is not an investment adviser registered with the Securities and
Exchange Commission (SEC).

DoubleLine® is a registered trademark of DoubleLine Capital LP.
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