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Tide Turns for Structured Credit 
The term “structured credit” either frightens or excites depending 
on whether an investor is reflecting on the first couple years of the 
most recent financial crisis or looking forward in 2012. In addition 
to the ongoing benefit of historically low interest rates for the 
foreseeable future, this sector looks poised to experience positive 
supply and demand dynamics and should offer investors attractive 
risk adjusted return potential, PIMCO believes. 

Many investors remain skeptical. But the market environment for 
structured products – from U.S. and European residential and 
commercial mortgage-backed securities (CMBS) to consumer asset-
backed securities (ABS) and collateralized loan obligations (CLOs) – 
has changed markedly since the onset of the crisis nearly five years 
ago. The sector as a whole has undergone significant deleveraging 
as impaired balance sheets rapidly shed exposure.  

 
 
Current pricing now reflects a more realistic view of the underlying 
fundamentals, namely the ongoing weakness in the global economy, including 
the U.S. housing market. Last year – particularly the second half of 2011 – was a 
difficult one for structured products, as risk premiums widened in unison with 
nearly all credit risk assets amid concern that the European debt crisis was 
worsening.   

Although volatility remains elevated, we believe the economic events of 2011 
have created an exceptionally attractive investment environment in high quality 
structured products for investors willing and able to bear price volatility and 
ratings risk. While investors can’t completely eliminate the risk of principal loss, 
those dangers can be lessened by focusing on senior, current-pay securities. We 
believe it is possible to maintain a relatively defensive posture without completely 
sacrificing capital appreciation in an economic recovery scenario. Finally, the 
increased potential of asset sales by European banks will likely provide investors 
with a rare opportunity to invest at attractive prices on a large scale in a sector 
that has experienced multiple years of net negative supply.
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Sleepy market for new issues 

The combination of increasingly stringent lending standards and regulatory 
reform has largely shuttered the new-issue markets, which once were the 
primary facilitators of consumer credit in the U.S. The private-label residential 
mortgage market has been most affected, as the number of deals priced since 
2008 can still be counted on one hand. While the commercial mortgage market 
has fared slightly better, reaching total multi-borrower conduit issuance levels of 
nearly $33 billion in 2011, the figure still pales in comparison to its peak of more 
than $228 billion in 2007. Despite modest improvements in several sectors, 
including the consumer ABS markets, we still expect to see a net issuance 
decline of more than $200 billion across structured credit this year, eventually 
creating a scarcity premium on the highest quality assets, especially those that 
still hold an investment grade rating. 

Figure 1: Decline in structured credit outstanding 

 

Source: Federal Reserve, Securities Industry and Financial Markets Association (SIFMA). *Data as of 30 September ’11. 
 

Figure 2: Few new issues 

Source: Federal Reserve, SIFMA, Commercial Mortgage Alert. Data as of 31 December ‘11. 
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What Is Structured Credit? 
A structured credit investment is a 
bond that is backed by a pool of 
assets such as residential or 
commercial mortgage loans, bank 
loans or a variety of other consumer 
loans. The asset pools are structured 
into classes with varying maturities, 
payment schedules and levels of risk. 
Common examples include 
residential mortgage-backed 
securities, commercial mortgage-
backed securities, consumer asset-
backed securities and collateralized 
debt obligations. 
 
What is a CLO? 
A collateralized loan obligation 
(CLO) is a type of securitization 
backed by the receivables on 
commercial bank loans. The pool of 
assets is structured with varying 
maturities and risk profiles. 
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In addition to long-term positive technical dynamics created by minimal new 
issuance of structured credit, the sector is also benefiting from the rapid increase 
of U.S. bank deposits as these financial institutions seek ways to invest their 
growing asset base – primarily within shorter duration, higher quality securities. 
Deposit growth – as evidenced by the widening in the deposit-to-loan ratio – is 
attributed to a myriad of factors including but not limited to quantitative easing, 
flows out of money markets and, most recently, deposits moving from European 
bank subsidiaries to U.S. institutions. The net result has been a general uptick in 
demand for everything from high quality corporates, municipal securities and 
U.S. and European structured credit. In particular, high quality U.S. CLOs have 
been an area of focus for U.S. banks over the last six months. The floating-rate, 
senior nature of this asset class is naturally hedged against rising interest rates 
and can offer an attractive return on equity. To the extent this trend of 
increasing bank demand continues, we would expect to see profound increases 
in demand at the short end of the yield curve for high quality fixed income, 
including structured-credit assets.  

Figure 3: Bank deposits rising in the U.S. 

 

Source: Federal Reserve. Data as of 4 January ‘12 
 

Europe: Asset shuffling may present risks and opportunities 

The European sovereign debt crisis has placed increasing pressure on European 
financial institutions to fortify their balance sheets on a larger scale and at an 
accelerated pace. For example, European regulators will now require banks to 
attain a Core Tier 1 capital ratio of at least 9% by June 2012, well in excess of 
the current regulatory minima. Additionally, various European banks are being 
forced to sell assets, either because of funding constraints or as a result of 
government bailouts back from 2008-2009. Such actions combined with 
ongoing sovereign crisis in Europe can effectively force a multi-year deleveraging 
process into a much shorter time period, pushing banks to often make 
uneconomic decisions. Given the unprecedented level of uncertainty, many of 
these institutions are becoming much more willing to recognize losses than they 
were just two years ago. Ultimately, the manner in which they address this issue 
will likely have ramifications for all credit risk assets.     

Banks are seeking creative ways to deleverage and strengthen their balance 
sheets, which may result in the decision to increase retained earnings, further 
restrict new loan origination, infuse capital and sell assets. However, we believe 
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the type of asset sales will differ by institution and will likely be defined by their 
individual goals. For entities seeking to address U.S. dollar funding issues, the 
types of sales made will likely be characterized by high dollar-priced, U.S. dollar-
denominated securities. Conversely, entities with a primary focus of raising 
equity capital will be more likely to sell higher risk weighting assets such as 
nonrated/noninvestment grade structured credit and nonperforming loans, 
which would result in dollar-for-dollar capital relief. A third type of asset sales 
could be concentrated on business units or asset classes deemed noncore that 
until now had merely been structurally divided from the rest of the institution. 
Across the opportunity set, unlevered yields on these types of structured credit 
investments vary but can range from the low-to-mid single-digit range for the 
highest quality, highest dollar-priced assets, to mid-to-high single-digit range for 
noninvestment grade, U.S. structured credit. 

With uncertainty across credit markets still elevated, short-term periods of 
distress could force these firms to further expedite the pace and size of asset 
sales. In fact, recent announcements indicate $1.9 trillion to nearly $3.2 trillion in 
assets, or roughly 3% to 5% of total European Union banking assets, will likely 
either be sold or run-off over the next two years, which could pave the way for 
investors to acquire structured credit assets at desirable levels. Given the 
uncertainty in terms of timing and size, strong sourcing capabilities will be 
essential as sellers will likely look first to investors who have experience in quickly 
and quietly acquiring these assets. 

Outlook for 2012 

Investors are facing numerous decisions on portfolio positioning. The search for 
yield will constantly be tempered by the fear of principal loss. We believe the 
high quality, current pay nature of senior structured credit assets are unique in 
that they can offer the appropriate balance of additional support in an 
environment of weak economic conditions and the opportunity to profit from 
even a modest recovery in the broader macroeconomic environment. With select 
issues in the sector, in our view, attractively priced and well positioned longer-
term, we believe now is the time to consider entering the structured credit 
market. 
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Biographies 

Mr. Anderson is an executive vice president and a portfolio manager in the Newport 
Beach office, focusing on global structured credit investments. Prior to joining PIMCO 
in 2003, he was an analyst at Merrill Lynch covering both the residential ABS and 
collateralized debt obligation sectors and was ranked as one of the top analysts by 
Institutional Investor magazine. He was previously a portfolio manager at Merrill Lynch 
Investment Managers. He has 16 years of investment experience and holds an MBA 
from the State University of New York, Buffalo. 

Ms. Peterson is a vice president and product manager in the Newport Beach office 
and is responsible for mortgage-related strategies. Prior to joining PIMCO in 2009, she 
was an associate at ABN AMRO on the capital markets team. She specialized in a 
variety of corporate debt products, including investment grade and high yield debt, as 
well as private placements. Ms. Peterson also previously worked at Bank One as a 
member of the capital markets analyst program. She has six years of investment 
experience and holds an MBA from The Wharton School of the University of 
Pennsylvania and an undergraduate degree from the University of Wisconsin-
Madison. 
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Past performance is not a guarantee or a reliable indicator of future results. Investing in the bond market is subject to 
certain risks including market, interest-rate, issuer, credit, and inflation risk. Investing in foreign denominated and/or 
domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks, which 
may be enhanced in emerging markets. Mortgage and asset-backed securities may be sensitive to changes in interest 
rates, subject to early repayment risk, and while generally supported by a government, government-agency or private 
guarantor there is no assurance that the guarantor will meet its obligations. Collateralized Loan Obligations (CLOs) 
may involve a high degree of risk and are intended for sale to qualified investors only. Investors may lose some or all of 
the investment and there may be periods where no cash flow distributions are received. CLOs are exposed to risks such 
as credit,  default, liquidity, management, volatility, interest rate, and credit risk. The credit quality of a particular 
security or group of securities does not ensure the stability or safety of the overall portfolio. Statements concerning 
financial market trends are based on current market conditions, which will fluctuate. There is no guarantee that these 
investment strategies will work under all market conditions or are suitable for all investors and each investor should 
evaluate their ability to invest long-term, especially during periods of downturn in the market. 
 
This material contains the opinions of the author but not necessarily those of PIMCO and such opinions are subject to 
change without notice. This material has been distributed for informational purposes only. Forecasts, estimates, and 
certain information contained herein are based upon proprietary research and should not be considered as investment 
advice or a recommendation of any particular security, strategy or investment product. Information contained herein 
has been obtained from sources believed to be reliable, but not guaranteed. 
 
PIMCO provides services only to qualified institutions and investors. This is not an offer to any person in any 
jurisdiction where unlawful or unauthorized. | Pacific Investment Management Company LLC, 840 Newport Center 
Drive, Newport Beach, CA 92660 is regulated by the United States Securities and Exchange Commission. | PIMCO 
Europe Ltd (Company No. 2604517), PIMCO Europe, Ltd Munich Branch (Company No. 157591), PIMCO Europe, Ltd 
Amsterdam Branch (Company No. 24319743), and PIMCO Europe Ltd - Italy (Company No. 07533910969) are 
authorised and regulated by the Financial Services Authority (25 The North Colonnade, Canary Wharf, London E14 
5HS) in the UK. The Amsterdam, Italy and Munich Branches are additionally regulated by the AFM, CONSOB in 
accordance with Article 27 of the Italian Consolidated Financial Act, and BaFin in accordance with Section 53b of the 
German Banking Act, respectively. PIMCO Europe Ltd services and products are available only to professional clients as 
defined in the Financial Services Authority's Handbook and are not available to individual investors, who should not 
rely on this communication. | PIMCO Deutschland GmbH (Company No. 192083, Seidlstr. 24-24a, 80335 Munich, 
Germany) is authorised and regulated by the German Federal Financial Supervisory Authority (BaFin) (Lurgiallee 12, 
60439 Frankfurt am Main) in Germany in accordance with Section 32 of the German Banking Act (KWG). The services 
and products provided by PIMCO Deutschland GmbH are available only to professional clients as defined in Section 
31a para. 2 German Securities Trading Act (WpHG). They are not available to individual investors, who should not rely 
on this communication. | PIMCO Asia Pte Ltd (501 Orchard Road #08-03, Wheelock Place, Singapore 238880, 
Registration No. 199804652K) is regulated by the Monetary Authority of Singapore as a holder of a capital markets 
services licence and an exempt financial adviser. PIMCO Asia Pte Ltd services and products are available only to 
accredited investors, expert investors and institutional investors as defined in the Securities and Futures Act. | PIMCO 
Asia Limited (24th Floor, Units 2402, 2403 & 2405 Nine Queen’s Road Central, Hong Kong) is licensed by the 
Securities and Futures Commission for Types 1, 4 and 9 regulated activities under the Securities and Futures Ordinance 
(“SFO”). PIMCO Asia Limited services and products are available only to professional investors as defined in the SFO. | 
PIMCO Australia Pty Ltd (Level 19, 363 George Street, Sydney, NSW 2000, Australia), AFSL 246862 and ABN 
54084280508, offers services to wholesale clients as defined in the Corporations Act 2001. | PIMCO Japan Ltd 
(Toranomon Towers Office 18F, 4-1-28, Toranomon, Minato-ku, Tokyo, Japan 105-0001) Financial Instruments 
Business Registration Number is Director of Kanto Local Finance Bureau (Financial Instruments Firm) No.382. PIMCO 
Japan Ltd is a member of Japan Securities Investment Advisers Association and Investment Trusts Association. 
Investment management products and services offered by PIMCO Japan Ltd are offered only to persons within its 
respective jurisdiction, and are not available to persons where provision of such products or services is unauthorized. 
The value of assets fluctuate based upon prices of securities in the portfolio, market conditions, interest rates, and 
credit risk, among others. Investments in foreign currency denominated assets will be affected by foreign exchange 
rates. All profits and losses incur to the investor. There is no guarantee that the principal amount of the investment 
will be preserved, or that a certain return will be realized; the investment could suffer a loss. The fee charged will vary 
depending on the investment trust acquired or the investment advisory agreement entered into; these materials do not 
set forth specific fee amounts or their calculation methodologies. | PIMCO Canada Corp. (120 Adelaide Street West, 
Suite 1901, Toronto, Ontario, Canada M5H 1T1) services and products  may only be available in certain provinces or 
territories of Canada and only through dealers authorized for that purpose. | No part of this publication may be 
reproduced in any form, or referred to in any other publication, without express written permission.  © 2012  PIMCO 


