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For more than 20 years, structured credits have been an effective part of portfolio construction for 
professional investors. Interest in structured credits is growing all the time because they offer attractive 
yield premiums over corporate, covered and government bonds. Investors are being won over by robust 
collateralisation, broad diversification and what is now a high degree of transparency.

Yet the market for structured credits is extremely complex. Finding the ones that are the perfect fit for 
an existing portfolio and, at the same time, satisfying the regulatory requirements calls for knowledge 
and experience. Customers of Union Investment have benefited from its excellent market access and 
bespoke solutions for structured credits for more than twelve years.

Alexander Ohl and Barbara Pohlmann 
from the Credit Solutions team

•   Attractive yield premiums over conventional asset classes due to premiums for complexity and liquidity
•   Strong collateralisation, broad diversification and transparency 
•   Creditors are not ‘bailed in’ if the issuing bank gets into financial difficulties
•   Variable-yield securities unlock the upside potential of interest rates without the downside risk
•   Growing investor demand thanks to less stringent regulatory requirements
•   Low default rates on the types of structured credit preferred by Union Investment

Summary1.

The benefits of structured credits at a glance

The opportunities and risks of investment funds in the structured credit asset class are explored in 
further detail on page 19.
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Alexander Ohl

Head of Credit Solutions

Union Investment

Structured credits have been a dependable asset class for decades. They offer 
yield premiums over other categories of bond, are well collateralised and ensure 
diversification and transparency in portfolios. The lax approach to sub-prime 
structured credits that triggered the financial crisis caused an entire asset class 
to fall into disrepute. Unfairly so. The risk structure of structured credits is fun-
damentally different to that of other asset classes. Consequently, they have very 
low correlation with conventional markets and primarily earn the yield pick-up 
from premiums for complexity and liquidity.

Particularly at a time in which risk premiums are low and central banks are 
looking to increase interest rates, structured credits represent an alternative 
that provides a solution to investors’ most pressing issues. Because they offer 
variable yields, have short durations and are collateralised by highly diversified 
portfolios, structured credits are alternative investments that mitigate risk and 
generate attractive returns. Due to their fundamentally different risk structure, 
they are far less dependent on conventional markets and can thus help to 
diversify portfolios. The market receives technical support because demand is 
growing while supply remains scarce. Depending on their type, structured 
credits have only a low or moderate correlation with corporate and sovereign 
credit default swaps. They are thus suitable as a flexible component of a 
securities account.

The quest for added value 2.

“Structured credit has been around for decades, and the structure and quality  
of a structured credit-portfolio plays a significant role in its performance. 

The type of structured credit is irrelevant. Instead, it is the fundamental analysis  
of each individual transaction that is the key to success.”
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Barbara Pohlmann

Portfolio Manager

Union Investment

Institutional investors have been adding direct investments in loans to their port- 
folios for more than a decade. They began by investing in corporate loans,  
later turning to commercial mortgage loans as well. Other types of credit were 
virtually unusable as they were either difficult or impossible to trade, although 
they offer good returns and have a low correlation with conventional investments. 
German insurance companies, for example, find it very hard to invest in  
corporate (leveraged) loans because they have to overcome a large number of  
regulatory hurdles. The situation is similar for other investors.

This is where structured credits come in. They make it possible to flexibly 
construct credit portfolios that are highly diversified and also have a very liquid 
market for trading. From a regulatory perspective too, nearly all professional 
market participants are permitted to invest in structured credits. Loans that are 
difficult to invest in are thus transformed into transparent, quoted securities. 
These vehicles have long been a dependable portfolio component for insurance 
companies.

Above all, this is because the different tranches of a collateralised loan 
obligation (CLO) can be selected according to the investor’s specific  
preferences regarding returns and risk. 

Structured credit:  
profile of an asset class

3.

“The reputation of structured credit is still suffering as a result  
of the financial crisis. Yet, it is clear from looking at the default 

rates of European ABSs and global CLOs that they are better than, 
for example, those of corporate bonds.”
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Bengt Rösener in conversation 
with Barbara Pohlmann

The structured credit mechanism offers a wide range of risk profiles
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Meeting of the 
Credit Solutions team

The performance of these securities during the financial crisis varied widely depending on the type of 
receivables underlying the structured credit and their position within the capital structure. Credit spread 
products – from subordinated bonds to covered bonds – suffered heavier price losses during the liquidity 
crisis that followed the collapse of the bank Lehman Brothers. Although the challenging market  
conditions initially put pressure on the structured credit market too, virtually all of its segments were  
able to recover quickly.

Examples include CLOs (which are based on corporate loans) and European asset-backed securities 
(ABSs). Companies in the US and Europe saw their default rates rise sharply during the early part of the 
financial crisis. Because their corporate loans were securely collateralised and, consequently, the resultant 
recovery proceeds were much higher than those from corporate bonds, the associated products (CLOs) 
incurred only very minor losses. 

European ABSs from other sectors also remained immune to substantial losses. Take mortgage loans,  
for example. Even at a time when European real estate markets were experiencing rising property prices 
in Germany at the same time as heavy losses in the overheated Spanish market, and there were corres- 
ponding regional differences, the default rates for structured credits remained very low. This is mainly 
because Europe has significantly higher standards than the US in respect of loan-to-mortgage values, 
lending decisions, recovery regimes and rights of recourse. There was, and is, no genuine sub-prime 
market in Europe.

Consumer loans are another interesting segment for structured credits. Such loans – either auto loans 
or credit card borrowing – have very low default rates, while structural hedges and the high level of net 
interest income protect investors against losses. Despite the sometimes difficult economic environment  
of recent years, the performance of these structured credits has been encouraging.  

Most asset classes in the structured credit segment demonstrated their stability during the most recent 
credit cycle, as they had done during the first stress phase of this millennium following the end of the  
dot-com boom. This is primarily due to their diversity. The many types of loan and the wide range of  
credit ratings and regions make this asset class extremely flexible. Investors can select tranches of structured 
credits according to their risk appetite and thus manage their existing portfolios effectively.
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* MBSs = Mortgage-Backed Securities.

Structured credit expands the fixed-income investment universe 
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Structured credit portfolios: 
fundamentally healthy

4.

Media coverage during the financial crisis often suggested that structured credits were not transparent. 
This assumption is no longer correct. Investors benefit from extensive reporting, usually on a monthly 
basis. Transaction-specific information – whether for an initial analysis or for ongoing monitoring –  
is often only available on certain service platforms. Nonetheless, once the necessary infrastructure 
is in place, it is possible to drill down for information about individual loans and borrowers, bringing 
transparency to this asset class. The asset class is thus highly transparent. This is partly due to the 
regulatory situation. European DataWarehouse (ED), a subsidiary of the European Central Bank (ECB), 
has been collating information right down to the level of individual loans for various types of European 
structured credit, especially structured credits based on mortgages, since the beginning of 2013. The 
securities issuers supply this data directly to ED. 

This information enables a detailed analysis of the asset class. The European market for structured 
credits is complex, although new issues are predominantly in the areas of private residential property, 
auto loans and consumer structured credits. The market has grown continually since 2010. In 2017,  
the volume of new ABS issues amounted to around €86 billion.

The US continues to lead the way, while the European primary market still has some headroom. In 
recent years, the volume of new CLOs issued in the US has greatly exceeded the total volume of all 
types of structured credit in Europe. 

Although a new issuance volume of around €86 billion per year appears very high, there is no threat of 
oversupply that would cause prices to fall. The current volume of new issues is insufficient to compen-
sate for the redemptions of outstanding structured credits. Consequently, the total stock of structured 
credits is contracting. The outstanding volume of European residential mortgage-backed securities 
(RMBSs), for example, has fallen by more than 40 per cent since mid-2009. The market is still a long 
way from a bubble or oversupply. Demand for structured credit products far outstrips supply, which, 
from a technical perspective, is very positive for the market.

Structured credits also stand up to comparison in terms of their liquidity and tradability. Many seg-
ments have bid-ask spreads that are similar to those of corporate or covered bonds. Structured credits 
are not entirely immune to the general market situation, as was seen during the commodity crisis at 
the start of 2016 when CLO spreads widened. Nevertheless, structured credits backed by a pool of 
loans have turned out to be the more liquid instrument in certain market phases. During the euro 
crisis, when it was possible to sell only small quantities of peripheral eurozone corporate bonds, for 
example, there was hardly any difficulty in selling Portuguese and Spanish RMBSs. Bid-ask spreads on 
RMBSs from the UK or the Netherlands are often less than 5 basis points. As is the case with  
subordinated bank bonds, the liquidity of less senior structured credit tranches is, of course, lower.
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The European structured credit market is shrinking  
(redemptions exceed new issues), so it is very well 
supported (in billion €)

 
* SME: small and medium enterprises. ** WBSs: whole business securitisations.
Source: J.P. Morgan, as at 30 April 2018. Source: Deutsche Bank, as at June 2018 (ytd).
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Michael Grunow

Portfolio Manager

Union Investment

Fundamental stability

Historically speaking, most types of structured credit offer an attractive risk/reward profile. The 
fundamental problems, such as during the financial crisis, have largely been limited to certain aspects 
of US sub-prime mortgage loans. Apart from in this segment, structured credits have performed very 
well. On the whole, the structured credit market is very heterogeneous, which opens up a wide range  
of options for investors.

For example, products such as CLOs and SME ABSs are highly stable because they are based on senior, 
secured corporate loans that, even in the event of default, only suffer small losses compared with 
corporate bonds owing to the large amounts of collateral. European ABSs from other sectors have also 
remained immune to substantial losses in the past. Even though the performance of Europe’s property 
markets varies significantly from one country to another (with prices rising in Germany but falling 
sharply in Spain), default rates in the European structured credit market are very low because it differs 
from the US market in terms of loan-to-mortgage values, lending standards, recovery regimes and 
rights of recourse.

Despite the sometimes difficult economic environment, even consumer-dependent credit (such as auto 
loans and credit card borrowing) remained stable thanks to structural hedges and the high level of net 
interest income protecting investors against losses. Thanks to the many parameters available for  
managing risk factors, structured credits have shown themselves to be a dependable instrument  
over many years.

“Structured credit with its direct link to the real economy – such as mortgages 
and corporate loans – fulfils a key function in the global financial sector and will 

continue to play an important role in a healthy financial system in the future.”



13

0.0% 

RMBSs Consumer
ABSs

Commercial
ABSs

CMBSs

0.1% 0.0% 1.4%

SME ABSs CLOs CDOs of ABSs

1.3% 0.7% 

76.2%

Minimal historical loss rates in almost all types of structured credit indicate 
the low level of default risk in the asset class

RMBS: Residential Mortgage-Backed Security

ABS: Asset Backed Security

CMBS: Commercial Mortgage-Backed Security

SME ABS: Small and Medium Enterprises ABS

CLO: Collateralised Loan Obligation

CDO: Collateralised Debt Obligation

Source: Fitch, as at February 2015. Source: Moody’s, as at September 2014.
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Bildbeschreibung Text

Covered bonds are structured credits just like asset-backed securities (ABSs), collateralised loan obligations 
(CLOs), residential mortgage-backed securities (RMBSs) and commercial mortgage-backed securities (CMBSs). 
Covered bonds are collateralised by pools of assets in a similar way. Because their structure and composition 
differ substantially from one country to another, however, it is impossible to talk about covered bonds as a single, 
uniform asset class.

Whereas in many countries they are issued directly by banks and are reported on their balance sheets, the 
issuance of such securities in countries such as France, the UK and the Netherlands usually involves setting up 
special-purpose entities that are independent of the banks concerned. This makes them more like structured 
credits. One key factor that they all have in common is that creditors of covered bonds, ABSs and other types 
of structured credit are not ‘bailed in’ if the issuing bank becomes insolvent. Whereas bonds issued by banks 
can be adversely affected by any ‘haircut’ that is imposed, structured credits are not impacted because they are 
collateralised issues. The most obvious differences relate to the composition of the asset pool, the structure of 
maturities, the degree of transparency, and the type of coupon received. The coupon on covered bonds is also 
fixed, so the buyer bears the risk of an interest-rate rise. This is not the case with structured credits, which can 
particularly play to their strengths in periods of rising interest rates.

Structured credit vs. covered bonds 

Background

Coupon Floating rate = Lower yield if short term interest rate 
decreases

Redemption is generally consistent with (partial) 
repayment of securitised loans; refinancing is not 
necessary; vehicle is independently redeemed; legal 
term to maturity comfortably exceeds actual maturity 
for legal reasons in order to document maximum loan 
maturity period

Composition of asset pool:
• Residential mortgage-backed securities (RMBSs)
• Commercial mortgage-backed securities (CMBSs)
• Collateralised loan obligations (CLOs)

• Largely independent of country risk and situation of 
issuing bank

• Issuer limit is not impaired

• Largely dependent on issuing bank; credit rating 
largely dependent on country

• Issuer limit is impaired

Relevant information on current fundamental  
performance and on composition of portfolio usually 
available in respect of individual loans

Often only minimum legally required disclosure;  
no data on fundamental performance

Composition of asset pool will vary according to 
country and issuer and may include residential and 
commercial mortgages, government bonds and 
asset-backed securities

Fixed rate = Downside risk if interest rates rise

Rolling asset pool; no matching of maturities; 
redemptions through refinancing (dependent on 
issuing bank, plus extension option for recovery in 
event of non-payment); bullet maturity

Maturity

Risk attaching to 
asset pool

Transparency

Protection against 
insolvency

Structured credit Covered bonds
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Corporate loans are based on loan agreements that are subject to trading restrictions. In Europe, corporate 
loan agreements with an outstanding volume of approximately €190 billion are traded. The volume in the US is 
significantly higher at around €1,000 billion. On both sides of the Atlantic, the issuers are companies without 
an investment-grade credit rating. Although there is a market for corporate loans, the trading process is complex 
because settlement is not available through established channels such as clearing systems. The loans concerned 
often have to be assigned, which means settlement may take several weeks. 

Although it is generally possible to invest in corporate loan funds, they are also subject to various restrictions. 
With around 100 loans per fund portfolio, the level of diversification is usually relatively low. Loan defaults – 
affecting 2.5 to 4 per cent per year over the past two decades – also have a direct impact on the fund. Moreover, 
liquidity is very restricted with these instruments. They are not permitted as UCITS funds.

The idea of securitisation is to take these loans, for which the trading options are otherwise restricted or non- 
existent, and turn them into fungible securities. Collateralised loan obligations (CLOs) are securities that are 
collateralised by a portfolio of 150 to 250 senior loans. Each CLO is split into tranches with different seniorities 
and thus different credit ratings. This offers a number of advantages: 

1.  CLOs have structural buffers (known as the equity tranche) that can absorb a certain volume of losses. This 
means that several loans in the portfolio can default before losses arise for the tranches that are more senior 
than the equity tranche or for the CLO as a whole. Thanks in part to this mechanism, just 0.7 per cent of all 
rated CLO tranches have not been serviced in the past 20 years. 

2.  Another plus point for structured credits is their liquidity. CLOs can normally be traded daily, ensuring invested 
capital can be made available quickly. Public credit ratings are provided, which creates greater transparency. 

3.  Finally, CLO funds that contain around 30 to 80 CLOs offer further opportunities for risk diversification.  
The increased complexity that this creates, such as when analysing the underlying loans, is not necessarily  
a disadvantage as it is rewarded with an additional premium. The increased complexity that this creates, 
such as when analysing the underlying loans, is not necessarily a disadvantage as it is rewarded with an 
additional premium. Because of this complexity premium, BB-rated CLOs with a coupon of 540 basis points 
over Euribor deliver a higher return than loans with the same credit rating (e.g. Euribor plus 293 basis 
points; as at the end of June 2018).

Roughly half of all outstanding US loans (around €460 billion) are currently structured as CLOs. The proportion 
in Europe is approximately 40 per cent. An established and liquid market, broad risk-spreading and low default 
rates, combined with what are currently attractive yields, are the arguments in favour of adding structured credits 
based on corporate loans to a portfolio.

Structured credit vs. corporate loans 

Background
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5. A lucrative alternative

Structured credits across all asset classes have performed strongly in recent years. Although its 
purchase programme was a strong driving factor in the narrowing of credit spreads for European ABSs 
and RMBSs from the second half of 2014, the ECB’s actions were – in hindsight – fairly insignificant. 
At present, the influence of the ABS purchase programme on the spreads is seen as negligible due to 
the minimal volumes purchased in some segments. The market does not anticipate any negative effects 
arising if the central bank ends the programme.

Depending on the loan type invested in to collateralise the structured credit and depending on its term 
to maturity, even senior tranches can yield attractive spreads over the benchmark interest rate (usually 
three-month Euribor/Libor), as shown in figure 1. An especially interesting aspect here is not just the 
variable interest rates available but also the yield pick-up over similar investments. Figure 2 uses the 
example of Italy and Spain to show that residential RMBSs offer substantial credit spreads over  
comparable covered bonds, despite the fact that both investments are secured issues. 

Given the high level of diversification in structured credit portfolios, the associated risks are systemic 
in nature rather than idiosyncratic, which is why a comparison with government bonds is relevant. 
RMBSs offer a significant yield pick-up here as well. Given the consistent fundamental performance of 
structured credits, only a small part of the yield pick-up that they offer comes from credit risk premiums. 
Instead, investors earn complexity and thus liquidity premiums. A comparison of CLOs with corporate 
bonds also reveals a favourable outcome for structured credits as an asset class. This shows that the 
credit spread on unsecured high-yield bonds compared with A-rated CLOs, which are collateralised by 
secured corporate loans, is only narrow. 

A mixture of different types of structured credit also results in diversification across maturity 
dates – as demonstrated here by senior tranches of European structured credit

Weighted average life – WAL (years)
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Sources: Citi Research, J.P. Morgan; the size of the bubbles represents the size of the corresponding markets; as at June 2018.
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Bengt Rösener

Portfolio Manager

Union Investment

The complexity premium of structured credit is particularly clear in a direct comparison 
of similar risks

Sp
re

ad
 (b

p)

Sources: Union Investment and J.P. Morgan, as at July 2018.

“CLOs in particular offer investors the chance of generating attractive additional 
returns (compared with traditional fixed-income products) by collecting complexity 

premiums. Venturing into the sub-investment-grade rating area offers dispropor-
tionately high returns as compensation, yet there is only a moderate rise in risks.”

Conversely, however, CLOs offer a substantial credit 
spread over investment-grade corporate bonds. The 
spread on AAA-rated US CLOs, for example, is roughly 
50 basis points above the CDX investment-grade index 
(BBB+ rating), while A-rated CLOs offer a spread of 
around 140 basis points (as at beginning of July 2018). 

As far as the European structured credit market as  
a whole is concerned, a shortage of supply resulting  
from the falling volume of issues outstanding in the 
market is likely to remain the overriding scenario for  
the time being. This is a favourable market environ-
ment for investors. Particularly at times when thorough 
analysis and in-depth knowledge of the market enable 
complexity premiums to be earned, structured credits 
can be an effective component of securities accounts 
and increase portfolio diversity.

Figure 2
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6. A range of investment solutions

Investors have various options when it comes to investing in structured credits, depending on their risk 
appetite and the regulatory requirements. A broad choice of paper is available, including tranches with 
short maturity periods of up to two years, structured credits with long maturities of ten years, paper 
with different credit ratings and even unrated securities. 

Investors looking for relative safety and adequate returns can focus exclusively on the investment-grade 
end of the spectrum. Diversification, achieved by combining different forms of structured credit, will 
reduce systemic risk and help to stabilise performance. An active process of allocation and analysis can 
unlock the complexity premium of the various types of this asset class even in different market phases.

For investors with a higher hurdle rate, the sub-investment-grade sector will be the most attractive 
option. The relative appeal of these investments within the capital structure represents a real  
opportunity, as sub-investment-grade structured credits offer a disproportionately high risk premium. 
This market inefficiency is partly due to the regulatory limitations placed on many market players 
and can be identified and exploited by means of extensive analysis. 

For investors whose risk appetite and expected returns lie somewhere in between, a mix of 
investment-grade and high-yield paper may prove to be the right choice. 

Union Investment offers an extensive range of mutual funds for institutional investors that offer  
scope for diversification. Furthermore, bespoke segregated funds and advisory mandates can help to 
customise the focus of an investment and ensure regulatory requirements are met. The mix of loan 
types can also be adjusted to suit the investor’s existing portfolio, for example to avoid any concen- 
tration risk – relative to the overall investment – in a particular country’s real estate.

Bengt Rösener and Alexander Ohl 
reaching agreement on investment decisions
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7. Investment approach and  
investment team
Union Investment has been successfully managing structured credit products for more than twelve years. 
Our team of experts currently manages some €3 billion in various types of structured credit.

Our excellent access to the markets enables us to quickly spot attractive investment opportunities. 
More-over, our size and experience give us an advantage when it comes to procuring information. 
The team forms part of one of the largest credit portfolio management teams in Germany and is closely 
involved in the analysis of all credit markets. Overall, the structured credit specialists benefit from the 
sharing of information among portfolio management colleagues and, when evaluating individual risks, 
draw on various internal sources of expertise such as the real-estate management function.

As well as third-party systems, such as Intex, ABSNet and European DataWarehouse, and information from 
rating agencies, proprietary developments from Union Investment are also used. These provide support for 
portfolio analysis, optimise ongoing monitoring and enable scenario analysis. This unique system landscape 
is the basis for our management approach, allowing Union Investment to take a leading role in terms of the 
analysis of structured credits and the increasingly important legal documentation.

Opportunities

• Attractive spreads over conventional asset classes, 
such as corporate bonds, owing to complexity and 
illiquidity premiums.

• Access to types of credit in which direct investment  
is otherwise virtually impossible.

• Exploitation of relative value in the capital structure 
of structured credits.

• Hedging of currency risk: the fund can be hedged 
against virtually all currency risk in the international 
markets.

• Broadly diversified exposure to the international 
markets for structured credit.

• Mitigation of interest-rate risk: the interest-rate risk 
attaching to the fund as a whole can be significantly 
reduced owing to the variable interest-rate structure 
of structured credits.

• Professional management: a team of experienced 
specialists contributes its expertise in international 
structured credit markets to the management of  
the fund.

Opportunities and risks of investment funds 
in the structured credit sector*   

8.

* Opportunities and risks vary from fund to fund. For detailed information on the opportunities and risks attached to a particular fund, please refer to the latest sales prospectus, 
the terms and conditions or the annual and half-yearly reports.

Risks

• Risk of market-driven price volatility and performance 
risk.

• Risk of a fall in the unit price owing to delayed  
payment or non-performance on the part of  
individual issuers or counterparties.

• Risk of a capital loss as a consequence of investing 
in first-loss tranches (equity tranches) and high-yield 
securities.

• High-yield investments and investments with  
increased credit risk may be subject to heightened  
price volatility and default risk.

• Investments in emerging markets and developing 
countries may entail heightened price volatility and 
default risk.

• Even if the fund is invested in assets which, by  
their nature, are sufficiently liquid, these assets may 
become relatively illiquid in certain circumstances.

• The unit price of the fund is subject to the risk of  
high or heightened price volatility owing to the 
composition of the fund and/or the techniques used 
to manage it.
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user of this document may be subject to the provisions of (EU) Regulation No. 565/2017 
and the stipulations of the supervisory authorities set out for this purpose (in particular 
the applicable regulations on Financial Analyses).
Information on the performance of Union Investment funds is based on past net 
performances and/or volatility. Past performance is no guarantee for future returns 
and there is no guarantee that invested capital may be returned.
For detailed product-specific information and indications on the risks of the funds 
mentioned in this document, please refer to the latest Sales Prospectus, contractual 
terms, Key Investor Information Document and the annual and semi-annual reports, 
which you can obtain, from www.union-investment.com. These documents form 
the sole binding basis for the purchase of Union Investment funds.

Read the prospectus before investing.

We work for your investment

Contact

Union Investment Institutional GmbH  
Weissfrauenstrasse 7 
60311 Frankfurt/Main  
Germany  
  
Tel:  +49 69 2567-7652  
  
institutional@union-investment.de  
www.union-investment.com 

 

Unless otherwise stated, all information, descriptions and explanations 
are dated 6 August 2018.


