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Looking for Yield in All the Wrong Places
(at Least from a Relative Value Perspective)

January 13, 2020

Dear Shareholder,

As we enter a new year, we continue to have conviction about the strength of EJF
Investments Limited (“EJFI”) and its investment portfolio. The majority of EJFI’s
investments are “Securitisations and Related Investments”, principally the equity tranches
of securitisations, or collateralised debt obligations (“CDOs”), backed by legacy and
contemporary debt issued by smaller US financial institutions.

We note in recent times there have been many articles discussing the collateralised loan
obligation (“CLO”) market. It is EJF Capital LLC’'s (“EJF”) contention that while there are
some similarities, there are many vital differences between the CDOs that EJF and EJFI are
involved in, and the broader CLO market. Indeed, we at EJF Investments Manager discussed
this topic a year ago (please click on the link to read previous manager commentary). Again,
we note a proliferation of such articles of late, including the article in the Financial Times
referred to below. We deem it important to discuss the topic directly and outline why we
continue to strongly believe that our CDOs are differentiated and will continue to perform
robustly, and that they provide attractive relative value versus the broader CLO market.

Expressions of Warning

Jennifer Ablan, the Financial Times’ Markets Editor, recently discussed on a podcast the 2019
phenomenon of “stretching for yield” in the lowest rated tranches of high yield junk bonds.
She sounded a “warning” of the U.S. junk bond market rallying in 2019 “against the backdrop
of nearly 12 trillion dollars of negative yielding bonds”. Ablan attributed the mass
purchasing of higher risk high yield to “investors scrambling for any kind of yield they can
get their hands on.” Ablan also noted that the phenomenon accelerated as the year came to
a close; as she put it succinctly, “in the last several weeks [of December] we have seen a huge
shift into CCC credits, which is the junkiest of junk ... [but] offering double digit yields, 10-
11%.” The Financial Times pointed out that even retiree age retail investors have succumbed
to the temptation of high yield bonds.

The explanation Ablan and other commentators have given for this strategy of looking for
yield in the lowest rated junk bond tranches is the persistence of low yields available
elsewhere. Does this buying spree and search for yield signal a potential high yield bubble?
Both regulators and rating agencies have echoed earlier this month the concerns about high
yield and leveraged loan collateral that undergirds the expanding CLO market. CLOs have
attracted inflows of institutional and non-institutional capital because such securities offer
the promise of yield with the risk mitigation of diversification.


https://www.ejfi.com/media/1212/hy-and-loan-market.pdf
https://www.ejfi.com/media/1212/hy-and-loan-market.pdf

On December 4th, 2019, the U.S. Financial Stability Oversight Council (“FSOC”) issued its
annual report on the state of the financial markets and its participants. The FSOC continued
to express its concerns about the proliferation of high yield debt, leveraged loans and the
CLOs that have largely absorbed the new issuance of leveraged loans. The FSOC noted the
following:

“While CLO capital structures are more robust [since the 2008 global financial crisis
(“GFC”)], the underlying loans held in these portfolios are more vulnerable because
borrowers generally have less subordinated debt outstanding that could serve as a
cushion against potential losses. A more diversified investor base could reduce the
risk that losses and market dislocations will be borne by any particular type of holder.
However, if credit markets deteriorate, investors—including those invested in CLOs
and certain investment vehicles holding most of their assets in leveraged loans—may
face liquidity risks or shortfalls in loss-absorbing capacity. How these holders will
fare in a stressed environment and the impact of potential spillover effects to market
liquidity and prices remains a key uncertainty.”?

In its report, the FSOC observed that banks, in a post crisis regulatory world, do not pose the
same risk as CLOs with respect to their holdings of leveraged loans: “The share of the term
portion of newly issued leveraged loans held by banks has shrunk from 18 percent in 2006
to approximately 13 percent in 2019, while the share in CLOs increased from 48 percent to
roughly 60 percent.”2 On December 10, Moody’s Investor Service issued a series of FAQs
specifically addressing the rising amount of corporate credit and the impact of leveraged
loans on the CLO market. Much like the FSOC, Moody’s signaled a warning about the
proliferation of leveraged loans once the business cycle weakens.3

The Relative Value of Debt Issued by Regulated U.S. Community Banks and Small

Insurers

At EJF, we believe investors should consider the relative value of bank and insurance
company credit versus that offered by the high yield and leveraged loan markets. In our
opinion, comparable total returns can be achieved with substantially less structural risk. As
the FSOC noted in its report, there are several factors that suggest that bank and insurance
company issued debt is attractive from a credit risk perspective, especially when considered
alongside the available yields they offer, as outlined below.

1 https://home.treasury.gov/system/files/261/FSOC2019AnnualReport.pdf, page 35.

2]d. at 34. It should be noted that U.S. Community Banks typically have minimal exposure on their balance
sheets to leveraged loans.

3 https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBS 1208611
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For banks:

e “Regulatory capital at BHCs [bank holding companies] has risen significantly since the
2008 financial crisis. The ratio of common equity tier 1 (CET1) capital to risk-
weighted assets of U.S. [global systemically important banks] has more than doubled
since the crisis.”4

e “The [bank] stress test results show that BHCs are well capitalized and would be able
to continue lending to households and firms during a severe economic downturn.”>

e “During the 2008 financial crisis, BHCs experienced disruptions in access to short
term wholesale funding. Since then, the ratio of this unstable funding source to total
assets has declined to well below its 2007 level and has remained largely unchanged
for the past four years. At the same time, BHCs attracted large inflows of more stable
sources of funding such as core deposits.”¢, and

e “Overall delinquency rates on all loans at U.S. G-SIBs and other BHCs continued to
decline in the first half of 2019, reaching their lowest levels since 2001.”7

For insurance companies:

e “Overall, the life [insurance] sector has managed to consistently operate with positive
profits and growth in equity for each of the past 10 years.”8

e “U.S. P&C [property and casualty] insurance companies remained relatively stable at
year-end 2018, reporting $1.9 trillion in assets. Capital and surplus was $780 billion,
an increase of 2.8 percent from the year before.”?, and

e “Net income from the P&C insurance sector has been consistently positive though
somewhat variable since 2008. This has been attributed to the consistent growth in
the capitalization of P&C insurers over the past decade.”10

Although the FSOC acknowledged that growth in net interest margins for banks, and the
profitability of insurance companies, are expected to be negatively impacted by low interest
rates, it pointed to the offsetting costs of capital: “Deposit rates at certain BHCs have declined
in recent months along with the decline in the federal funds rate.”11

In our view, during an economic slowdown or in a recessionary environment, debt issued by
banks and insurance companies may withstand and perform better than leveraged loans and
high yield instruments, largely due to the below key factors:

- Highly regulated financial institutions: The oversight of banks and insurance
companies has been stricter since the GFC which has encouraged them to operate

4 https://home.treasury.gov/system/files/261/FSOC2019AnnualReport.pdf, page 67.
51d. at 68.

61d. at 69.

71d. at 70.

8 Id. at 85.

91Id. at 85.

10 ]d. at 85.

11]d. at 69.
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under better structural mechanisms, such as the amount of tangible equity capital
they must hold, the liquidity of their assets and their corporate governance.

- Reduction in leverage: Banks have generally reduced balance sheet leverage
significantly since the GFC while many reports point to leverage being increased in
the high yield and leverage loan market.

- Covenants: Bond covenants and bond investor protections have improved for
financial institutions since the GFC by giving the banks and insurance companies less
flexibility on setting covenants as the regulators have pushed for uniformity of
covenants across the capital structure. We compare this to the emergence of
covenant-light structures in the high yield and leverage loan markets.

Spreads on CLOs and Bank/Insurance TruPS and Bank Sub Debt CDOs

When comparing CLOs collateralized by leveraged loans with CDOs backed by debt issued
by regulated bank and insurance companies, there are several factors to consider. In
addition to stronger credit quality, CDO structures are typically static pools, and have less
leverage in the structure. Bank collateral, in particular, also benefits from the consolidation
trend (over 200 banks M&A per year since the GFC in 2008) driven by market and regulatory
forces. As banks consolidate, credits improve and the duration of CDO paper shortens,
allowing the structure to bring forward yield. In terms of diversification, we believe the
collateral underlying these CDOs provides a broad exposure to the U.S. market, a vibrant,
growing economy, even given the historic length of the current expansion. A mild recession,
in our view, would have little impact on the existing CDO structures given the strength of
their underlying collateral.

The consequence of this confluence of positive tailwinds has been strong performance of
CDOs sponsored by EJF. Indeed, of nine transactions to date, the first of which was in 2015,
one transaction has already been refinanced and subsequently called, and another two have
already been called due to strong performance, most prominently positive prepayment
behavior. As such, of the greater than $3 billion of financial debt assets securitized by EJF to
date, transactions accounting for greater than $1 billion of these assets have already enjoyed
an early redemption event. This demonstrates a positive feature of EJF-sponsored CDOs
driven by favorable tailwinds and our ability to select strongly performing financial
instructions. The remaining securitizations continue to perform strongly and provide
attractive risk adjusted returns, in our view.

The spreads on the senior tranches of CLOs and bank/insurance TruPS and bank
subordinated debt CDOs do not reflect their comparable strengths in our opinion, and this
serves to emphasize the relative value offered by EJF’s CDOs. In addition to the structural,
regulatory and industrial features briefly outlined above, and noting there is widespread
expertise within the CLO sector in our opinion, we would similarly like to highlight that our
collateral is analyzed and selected by an experienced team who focus purely on the financial
services sector. Furthermore, the team looks at all aspects of the capital structures of such
issuers which we believe generates an underwriting and pricing expertise, as demonstrated
by the strong performance and redemption activity cited above.



Conclusion

In the global hunt for yield, and in light of many column inches being expended on the
broader CLO market, we at EJF Investments Manager believe it is important for investors to
differentiate our CDOs. These CDOs are backed by regulated collateral issued by smaller US
banks and insurance companies that we expect will continue to benefit from several
powerful tailwinds. We strongly believe these favorable features augment the relative value
of our transactions and are major reasons why EJF Capital is an investor.

Neal ]J. Wilson
Chief Executive Officer



This material is not for distribution to retail clients and is directed exclusively to EJF
Investment Limited’s (the “Company”) professional clients and eligible counterparties, as
defined in the Markets in Financial Instruments Directive (2004/39/EC) Article 4(1) (12).
The information provided herein is intended solely for the use of the party to whom the
Company or EJF Investments Manager LLC (the “Manager”) has provided it, is strictly
confidential, and may not be reprinted or distributed in whole or in part nor may its contents
be disclosed to any other recipient under any circumstances. By accepting this information,
the recipient agrees that it will not divulge any such information to any other party.

This document, and the information contained therein, is not for viewing, release,
distribution or publication in or into the United States, Canada, Japan, South Africa or any
other jurisdiction where applicable laws prohibit its release, distribution or publication, and
will not be made available to any national, resident or citizen of such jurisdiction. The
distribution of this document in certain jurisdictions may be restricted by law; therefore,
people into whose possession this document comes should inform themselves about and
observe any such restrictions. It does not take into account the particular investment
objectives, financial situation, risk adversity, tax status or needs of individual clients. The
Company and the Manager disclaim any and all liability relating to a decision based on or for
reliance on this document.

This document is directed only at: (i) persons having professional experience in matters
relating to investments who fall within the definition of "investment professionals” in Article
19(5) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005; or
(ii) high net worth bodies corporate, unincorporated associations and partnerships and
trustees of high value trusts as described in Article 49(2) of the Financial Services and
Markets Act 2000 (Financial Promotion) Order 2005 and persons who receive this document
who do not fall within (i) or (ii) above should not rely on or act upon this document.

This document has been prepared for general information purposes only and has not been
delivered for registration in any jurisdiction nor has its content been reviewed by any
regulatory authority in any jurisdiction. The information contained herein does not
constitute: (i) a legal agreement (ii) legal, regulatory, tax, accounting or other advice, (iii) an
offer, recommendation or solicitation to buy or sell shares in any fund or any security,
commodity, financial instrument or derivative linked to, or otherwise included in the
Company or a portfolio managed or advised by EJF Capital LLC (“EJF”), the Manager or their
respective affiliates, (iv) an offer to enter into any other transaction whatsoever, (each a
“Transaction”). This document does not constitute due diligence reporting and neither the
Company nor the Manager bear any responsibility for your investment research and/or
investment decisions, nor will the Company or the Manager be liable of any decision made
or actions taken by you or others based on the contents of this document and neither the
Company, the Manager, nor any of their respective directors, officers, employees or
representatives accept any liability whatsoever for any loss or damage of any kind and
howsoever arising.



No liability whatsoever (whether in negligence or otherwise) arising directly or indirectly
from the use of this document is accepted and no representation, warranty or undertaking,
express of implied, is or will be made by the Company, the Manager, EJF or any of their
respective directors, officers, employees, advisers, representatives or any other agents
(“Agents”) for any information or any of the opinions contained herein or for any errors,
omissions or misstatements. None of the Agents makes or has been authorized to make any
representation or warranties (express or implied) in relation to the Company or as to the
truth, accuracy or completeness of this document, or any other written or oral statement
provided. In particular, no representation or warranty is given as to the achievement or
reasonableness of, and no reliance should be placed on any projections, targets, estimates or
forecasts contained in this document and nothing in this document is or should be relied on
as a promise or representation as to the future.

The information, estimates, forecasts or opinions supplied by the Company, the Manager
and/or EJF in this document are supplied for your private use and information, and for
discussion purposes only and do not constitute, and may not be used for the purposes of, an
offer to sell or the solicitation of an offer to buy, nor shall there be any sale of, shares issued
by the Company (or units, notes, products or shares issued by a fund managed or promoted
by the Manager, EJF or their respective affiliates) in any jurisdiction in which such offer,
solicitation or sale would be unlawful. The information supplied by the Company, the
Manager, EJF or their respective affiliates and contained herein shall not be deemed to
constitute investment advice and should not be relied upon as the basis for a decision to
enter into a transaction or as the basis for an investment in shares issued by the Company
(or units, notes, products or shares issued by a fund managed or promoted by the Manager,
EJF or their respective affiliates) as an investment in such shares notes, or products or units
may not be suitable or lawful for all investors.

Prospective investors should (i) consult their financial, accounting, tax and legal advisors
prior to any investment in units or shares issued by a fund managed or promoted by the
Manager, EJF or its affiliates; and (ii) inform themselves as to (a) the appropriateness of said
investment in units or shares (b) the legal requirements within their own jurisdictions for
the purchase or holding of said investment, (c) any foreign exchange restrictions which may
affect them, and (d) the income and other tax consequences which may apply in their own
jurisdictions relevant to the purchase, holding or disposal of units or shares of the relevant
fund or investment vehicle.

Certain information contained herein has been provided by outside parties or vendors.
Although every effort has been made to ensure the information herein contained is, or is
based on, sources believed by the Manager or the Company to be reliable, no guarantee is
made as to its accuracy or completeness. Accordingly, the Company and the Manager have
relied upon and assumed, without independent verification, the accuracy and completeness
of all information available to it. The Company, the Manager and EJF expressly disclaim any
liability whatsoever for any loss arising from or in reliance upon the whole or any part of the
content herein.



The information herein may include figures, statements, opinions, analysis, or other
information (collectively, “Information”) that paraphrase, summarize, abbreviate, or are
otherwise reductive to the complete set of facts and events that transpired. Performance
calculations were prepared by management and assume a certain amount of delinquency,
default, non-performance, prepayment and cashflows of the underlying collateral. Any
incremental changes of such collateral cashflows will have a material effect on returns. The
Information provided are based on our beliefs, assumptions and information available at the
time of issuance, and are subject to change. Accordingly, you are encouraged to conduct your
own independent review of the Information before making any investment decisions. The
Company, the Manager, and EJF expressly disclaim any liability whatsoever for any loss
arising from or in reliance upon the whole or any part of the content herein.

The shares issued and to be issued by the Company (the “Shares”) have not been and will not
be registered under the US Securities Act of 1933, as amended (the “Securities Act”), or with
any securities regulatory authority of any state or other jurisdiction of the United States. The
Shares may not be offered, sold, resold, pledged, delivered, distributed or otherwise
transferred, directly or indirectly, into or within the United States, or to, or for the account
or benefit of, US persons (as defined in Regulation S under the Securities Act), except to
persons who are both a “qualified purchaser” as defined in Section 2(a)(51) and related rules
of the US Investment Company Act of 1940, as amended, (the “Investment Company Act”)
and an “accredited investor” as defined in Rule 501(a) of Regulation D under the Securities
Act. No public offering of the Shares is being made in the United States.

The Company has not been and will not be registered under the Investment Company Act
and, as such, holders of the Shares will not be entitled to the benefits of the Investment
Company Act. No offer, sale, resale, pledge, delivery, distribution or transfer of the Shares
may be made except under circumstances that will not result in the Company being required
to register as an investment company under the Investment Company Act. Neither the U.S.
Securities and Exchange Commission (the “SEC”) nor any state securities commission has
approved or disapproved of the Shares or passed upon or endorsed the merits of the offering
of the Shares or the adequacy or accuracy of this document. Any representation to the
contrary is a criminal offence in the United States. In addition, the Shares are subject to
restrictions on transferability and resale in certain jurisdictions and may not be transferred
or resold except as permitted under applicable securities laws and regulations. Investors
may be required to bear the financial risks of their investment in the Shares for an indefinite
period of time. Any failure to comply with these restrictions may constitute a violation of the
securities laws of any such jurisdictions.

All investments are subject to risk, including the loss of the principal amount invested. Past
performance is not necessarily indicative of future results, and there can be no assurance
that the Company will achieve comparable results, will meet its target returns, achieve its
investment objectives or be able to implement its investment strategy. All investments to be
held by the Company involve a substantial degree of risk, including the risk of total loss. The
value of Shares and the income from them is not guaranteed and can fall as well as rise due



to stock market and currency movements. When you sell your investment, you may get back
less than you originally invested. You should always seek expert legal, financial, tax and
other professional advice before making any investment decision.

EJF Investments Limited is regulated by the Jersey Financial Services Commission

PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE RESULTS, WHICH MAY VARY



