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Bank risk-sharing market matures as
SRT grows from niche to mainstream
October 2023

Increasingly favoured by banks and endorsed by regulators in all the major jurisdictions, the
rapidly expanding significant risk transfer (SRT) market offers institutional investors compelling
credit opportunities. Pemberton believes this market will grow three-fold by 2030.

Different people may call it different things:

bank risk-sharing, bank capital relief trades, balance
sheet CLOs, credit risk transfer, or more commonly
significant risk transfer (SRT).

But they all agree on one thing: this is a market that is
poised for significant growth over the next few years,
driven by increasingly favourable global regulatory
and banking industry tailwinds and providing
attractive new private market opportunities for
investors in the corporate credit space.

So what is risk-sharing? Why is it appealing to

bank issuers? What are the attractions for investors?
How does SRT compare with other credit instruments
—in structure and in performance? How big could
the risk-sharing market grow to become over the
coming years? And what are the opportunities for
investors as the once-niche SRT asset class moves
into the credit mainstream?
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Figure 1: Bank Risk Sharing — High-Level Structure

An increasingly favoured solution
to banks' capital needs

SRT is not new. Bank risk-sharing transactions have

existed for over 20 years, but the market has witnessed

significant growth in the last five years thanks to a
greater adoption of the instrument by banks and
supportive regulatory developments.

SRT transactions — which are structured as junior
tranches (either first-loss or junior mezzanine) of loans
originated and serviced by banks — provide banks with
ways to keep lending to their core relationships, while
delivering attractive and diversifying credit investment
opportunities for institutional investors.

Capital and risk pressures have forced banks to
reduce considerably their exposure to middle-market
leveraged lending and other highly capital-intensive
and arguably non-strategic businesses.

For some asset classes, however, banks want to
continue lending due to the ancillary revenues they
get from activities such as corporate finance, cash
management, or foreign exchange. This is especially
the case with large corporate lending (typically
investment grade or cross-over) and SME financing
in the bank’s domestic market.

Although banks want to retain their market-

leading position in these asset classes, they remain
constrained by capital in the light of progressively
more onerous requirements prescribed by regulators
(notably the current transition to Basel IV).

By hedging a portion of their balance sheet risk
through risk-sharing transactions, banks free up
capital which enables them to continue lending.
Investors in these transactions benefit from access
to highly diversified loan portfolios underwritten
and held by banks, and to attractive spreads
currently in the 10-12% range.




SRT transactions are most frequently driven by the
desire of a bank to maintain or improve its capital
ratios. A bank facing pressure on its capital ratios
typically has three levers: increasing the amount of
capital it holds either by raising capital in the market
or through retained earnings; decreasing the size of
its exposures on balance sheet; or reducing the risk
weighting of its assets.

Raising equity capital or reducing dividends tend
to be unpopular with shareholders and banks avoid
them unless they are forced to do so by regulators.
Decreasing balance sheet size by reducing lending
or selling loans, on the other hand, can create
relationship issues with borrowers and is not
conducive to growth.

This leaves the third option — risk weight reduction —
as the preferred route for many. This is the motivation
for SRT transactions, which allow banks to keep their
loans on balance sheet whilst reducing their capital
intensity. SRT provides an effective way for banks to
engage in risk-sharing transactions with non-bank

investors without needing to raise equity or sell assets.

From Niche to Mainstream

As a result, the SRT market is growing rapidly.
Pemberton estimates that more than 60 banking
groups now have active SRT issuance programmes —
mainly in Europe, although the product is also gaining
popularity in North America as well — and that over
100 transactions were executed in 2022, with total
issuance volume last year in excess of US$20 billion.

Since 2010 the market has shown an 18% annual
growth rate of issuance and many new banks are
lining up to enter the market. Between now and
2030 Pemberton believes conservatively that at least
a further 50 banks will start issuing SRT instruments
—with many already working on establishing the
necessary programmes and structures to enable
them to do so.

In a recent research presentation’ looking at the
growth potential for the SRT market over the next few
years, Pemberton set out its base case for a 2.5x to

3x increase in the volume of SRT tranches from the
current level of US$54 billion to US$130-150 billion

in 2030.

We expect supply to be supported by favourable
regulatory developments and the increased cost of
capital alternatives for banks in the current market
environment. Despite growth in investor demand,
Pemberton expects supply pressures to remain strong

for the foreseeable future — creating a "buyer’s market”

that should help to sustain spreads at wide levels and
favourable transaction terms for investors.

Although the numbers are large, it is important to
note that the base case scenario figures would still
only represent around 2.5% of the balance sheet of
110 banking groups globally. In order to achieve the
US$130-150 billion volume of tranches by 2030,

the supply of SRT tranches would have to increase by
6.5-8.5% annually — well below the historical growth
rate of 18% since 2010.

If, on the other hand, the historical 18% growth rate
in annual SRT supply were to be maintained over
the next few years, the market could grow to total
outstanding stock of US$255 billion and annual
supply of US$81 billion in 2030.
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Figure 2: Projected Growth of the Number of Banking Groups with
SRT Programme?

22010-2022 data are Pemberton estimates based on data collected from bank
annual reports, stock exchanges and dialogue with law firms, issuers and
other market participants. Excludes public-sector transactions. 2023-2030 are
Pemberton forecast. For illustrative purposes only. There is no guarantee such
projections will be realised.

Key supply growth drivers

Factors supporting SRT supply growth comprise a
potent mix of favourable regulatory developments,
market dynamics and the relative costs of alternative
sources of bank capital.

On the regulatory front, the roll-out of Basel IV
(which has already been adopted in Canada, and is
due to be phased in from January 2025 in Europe)

is one powerful driver. Others include more stringent
US capital requirements for large banks (which are
expected to drive increased SRT supply in the US),
clarification of the rules for SRT in Europe and the
US, and the adoption of the Simple, Transparent

and Standardised (STS) framework in the EU —
widely viewed as a game-changer.

In many jurisdictions — most of Europe as well as the
US, Canada and also Japan — the largest banks have
opened the SRT market. Smaller and more risk-averse
institutions are now following their lead and are
expected to enter the market in the coming years.
That said, setting up an SRT issuance programme
requires commitment in terms of both time and
money — taking some 12-18 months, and several
million dollars, to establish.

But the failures of Credit Suisse, Silicon Valley Bank
and First Republic have made investors more wary
of bank risk and pushed up the cost of alternative
sources of capital for many banks. As a result, SRTs
have become relatively cost-efficient — further
increasing the attraction to bank issuers.

"Horizon 2030: Risk Sharing Market Poised for Significant Growth. Pemberton clients can request the presentation from marketing@pembertonam.com



A Buyer's Market for Years to Come

Supply of and demand for SRT transactions have been
relatively balanced historically, as demonstrated by
the broadly stable primary spreads that have been
observed in the market over the years.

Many investors have entered the market in recent
years (including specialist managers, hedge funds,
pension funds, and credit insurers), but supply has
also grown fast. 2019 was perhaps the recent year
that was most favourable to issuers, while since 2022
the growth in supply has outstripped that in demand
— partly due to credit funds' capital raising being
slower than before.

Market growth in Pemberton’s base-case scenario®
would require investors to allocate some US$230
billion to the asset class by the end of 2030. This is
a tall order. Although we believe the asset class is
becoming more mainstream and recognised as an
attractive proposition from diversification and
relative value standpoints, deal sourcing and the
ability to underwrite credit portfolios are key
hurdles for many investors.

Overall we believe that the market is likely to
remain favourable to investors in coming years
(with sustained wide spreads, and the ability to
negotiate investor-friendly terms with banks) as
demand stretches to absorb the surge in supply.

SRTs Shine from Relative Value and Loss
Resilience Perspectives

The attractiveness of SRTs for investors stems from a
combination of relative value and downside resilience.

Pemberton research* compared the performance of
SRTs to CLOs, high yield bonds and bank sub-debt
(Additional Tier 1, or AT1) since January 2014.

We show that the SRT asset class has enjoyed an
attractive performance over the past 10 years both
in absolute terms (with a 10% annual return) and in
comparison to other asset classes — and also with
materially higher Sharpe ratios.
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Figure 3: Total Return for Risk Sharing (SRT) vs Comparables®

*Source: Bloomberg, JP Morgan and Pemberton calculations. Past performance is
not a reliable indicator of future results. Extract from Pemberton’s Relative Value
Perspective report (available on request).

By comparison with the annual return of 10% for
SRTs since 2014, the annual returns of the other
instruments over the same period have been 3%
for AT1s, 7% for BB CLOs and 4% for HY bonds.

The largest driver of the performance of SRTs is
the high coupon enjoyed by the asset class.
Annual average spreads have oscillated between
9.5% and 11.5% over our sample period and, since
2022, the increase in base rates has also started to
benefit SRT returns materially.

The stable and attractive returns that the SRT
asset class has delivered over the years have made
risk-sharing transactions increasingly popular

with long-term investors including pension funds,
endowments, sovereign wealth funds and

family offices.

Furthermore, our analysis® shows that SRTs have
displayed high resilience to credit stress. We found
that even in scenarios involving multiple times the
worst year over the 1981-2021 period, a typical SRT
transaction would still have delivered a positive return.
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Figure 4: Modelled USD Internal Rate of Returns (IRRs) for Typical Risk
Sharing Transaction’

"There is no guarantee these returns will be achieved. Please refer to
Pemberton’s Resilience of Risk Sharing Report for the methodology.

We attribute this return stability to the Basel regulatory
framework which requires banks seeking capital relief
to hedge a tranche of risk exceeding even the most
conservative loss scenario. This results in investments
with very diluted risk but relatively high coupons that
can withstand severe periods of credit stress.

A Market Set for Growth and
Attractive Returns

Looking ahead, Pemberton believes that a strong
case can be made for sustained high returns in SRTs,
though a combination of supply pressures keeping
spreads wide and favourable structural

terms mitigating downside risk.

We expect greater adoption of the products by
banks and investors alike and this once-niche
market to establish itself as one of the key
structured credit asset classes in the near future.

3Horizon 2030: Risk Sharing Market Poised for Significant Growth. Pemberton clients can request the presentation from marketing@pembertonam.com
“Risk Sharing Transactions: A Relative Value Perspective. Pemberton clients can request the report from marketing@pembertonam.com
5The Resilience of Risk Sharing Transactions to Stressed Credit Environment. Pemberton clients can request the report from marketing@pembertonam.com
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DISCLAIMER

This document is about the Pemberton Payables and Receivables Opportunity
Strategy and is intended only for the person to whom it has been delivered.
This document is solely for discussion / information purposes only and does not
constitute an offer or a firm commitment of any kind to provide any investment
opportunity, fund structure or return. It should only be used for evaluation of
any facts presented herein. Investment in instruments that the strategy may
reference are likely to be long-term and of an illiquid nature. Such instruments
are also likely to involve an above average level of risk. This document does not
purport to identify all of the risk factors associated with any exposure to such a
strategy and prospective investors should make their own assessment of any risk
involved in seeking exposure to the strategy or instruments referenced therein.

There is no guarantee of trading performance and past or projected
performance of the strategy or instruments referenced is no indication of
current or future performance / results. The value of investments may fall as well
as rise. Exposure to the strategy is suitable only for sophisticated investors and
requires the financial ability and willingness to accept for an indefinite period

of time the risks and lack of liquidity inherent in the strategy or instruments
referenced therein. Any third-party information (including any statements

of opinion and/or belief) contained herein is provided by Pemberton Asset
Management group of companies, being. Pemberton Asset Management S.A,,
Pemberton Capital Advisors LLP and any other affiliates (“we”, “our” or “us”
and has not been independently verified.

Statements of opinion, market or performance information and any forecasts or
estimates contained in this document are prepared on the basis of assumptions
and conclusions reached and are believed to be reasonable by us at the time.
No representation, warranty, assurance or undertaking (express or implied)

is given (and can therefore not be relied upon as such), and no responsibility

or liability is or will be accepted by us or any of our affiliates or our respective
officers, employees or agents as to the adequacy, accuracy, completeness or
reasonableness of the information, statements and opinions expressed in this
document. Any opinions expressed in this document do not constitute legal,
tax or investment advice and can therefore not be relied upon as such. Please
consult your own legal or tax advisor concerning such matters.

The information contained in this document (which does not purport to be
comprehensive) is believed to be accurate only at the date of this document and
does not imply that the information herein is correct at any time subsequent to
the date hereof and such information is subject to change at any time without
notice. The views expressed herein are subject to change based- on market

and other conditions and we give no undertaking toundertaking to update the
information, to reflect actual events, circumstances or changes in expectations
or to provide additional information after its distribution, even in the event that
the information becomes materially inaccurate. The recipient acknowledges
and agrees that no person has, nor is held out as having, any authority to give
any statement, warranty, held out as having, any authority to give any statement,
warranty, representation, assurance or undertaking on

our behalf in connection with any potential investment.

No part of this document may be reproduced in any manner
without our written permission. Pemberton Capital Advisors LLP
has obtained its Australian Financial Services (“AFS”) Licence
(no. 538408) pursuant to section 913B of the Corporations Act
2001 and is now authorised to provide general product advice
across a range of financial products to wholesale clients only.

Contact us today to find out more:

Anna Neri

Associate | Portfolio Management
Risk Sharing Strategy
anna.neri@pembertonam.com

T: +44 (0)20 8057 9244
M: +44 (0)782 1646 694

This marketing material is not product disclosure statement under the
Corporations Act 2001 (Cth) (Corporations Act) and does not constitute a
recommendation to acquire, an invitation to apply for, an offer to apply for
or buy, an offer to arrange the issue or sale of, or an offer for issue or sale

of, any securities in Australia, except as set out below. The Funds have not
been authorised nor any action taken to prepare or lodge with the Australian
Securities & Investments Commission an Australian law compliant prospectus
or product disclosure statement.

This marketing material may not be issued or distributed in Australia and the
interests in any Fund may not be offered, issued, sold or distributed in Australia
by the Pemberton Asset Management group, or any other person other than

by way of or pursuant to an offer or invitation that does not need disclosure

to investors under Part 6D.2 or Part 7.9 of the Corporations Act, whether by
reason of the investor being a ‘wholesale client’ (as defined in section 761G of
the Corporations Act and applicable regulations) or otherwise.

The distribution of this document may be restricted in certain jurisdictions. This
document is not intended for distribution to or use by any person or entity in
any jurisdiction or country where such distribution or use would be contrary to
local law or regulation.

This document has been prepared and issued for use in the UK and all countries
outside of the European Union and Middle East by Pemberton Capital Advisors
LLP. Pemberton Capital Advisors LLP is authorised and regulated by the Financial
Conduct Authority (“FCA”) and entered on the FCA Register with the firm
reference number 561640 and is registered in England and Wales at 5 Howick
Place, London SW1P 1WG, United Kingdom. Registered with the US. Securities
and Exchange Commission as an investment adviser under the U.S. Investment
Advisers Act of 1940 with CRD No. 282621 and SEC File No. 801-107757. Tel:
+44(0) 207 993 9300.

This document has been prepared and issued for use in the European Union

by Pemberton Asset Management S.A.. Pemberton Asset Management S.A.

is authorised and regulated by the Commission de Surveillance du Secteur
Financier (“CSSF”) and entered on the CSSF Register with the firm reference
numbers A1013 & A1342 and is registered in Grand Duchy of Luxembourg at

70 route d’Esch, L-1470. Pemberton reports to the US. Securities and Exchange
Commission as a reporting exempt investment adviser under the U.S. Investment
Advisers Act of 1940 with CRD 282865 and SEC File No. 802-107832. Tel: +352
26468360

This material is being distributed/issued in the Middle East by Pemberton Capital
Advisors LLP (DIFC Branch) (“PCA DIFC”). PCA DIFC is regulated by the Dubai
Financial Services Authority (“DFSA”). This document is intended only for
Professional Clients or Market Counterparties as defined by the DFSA and no
other person should act upon it. Please note that this Fund is not based in the
Dubai International Financial Centre (“DIFC). This material relates to a Fund
which is not subject to any form of regulation or approval

by the DFSA.
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