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SASBs in the industrial, multi-family and life sciences spaces are
compelling. Higher-yielding office and retail CMBS aren’t worth the
reach ... yet.

Risk is not homogeneous across CMBS

Like other fixed income sectors, commercial mortgage-backed securities (CMBS) widened
as markets repriced throughout 2022. While we believe the space offers value, selectivity
is key. 6%+ yields for investment grade CMBS may seem tempting, but buyer beware. As
always (but especially now), risk is not homogeneous across CMBS.

The headwinds for retail and office property types are severe. Retail properties continue
to feel the effect of cyclical and structural economic changes, as consumer spending
would likely moderate into a potential growth slowdown and online retail battles to take
share away from brick-and-mortar stores. Meanwhile, hybrid working arrangements
continue to plague the office subsector, as the still evolving work-from-home environment
has prolonged uncertainty. In our view, higher spreads available in these spaces are not
yet worth the risk.

We prefer property types in the industrial, multi-family and life sciences subsector.
Industrial collateral has benefited from retailers catching up to Amazon, as well as the
need for facilities to support “last-mile” distribution as consumer preferences dictate.
Multi-family has benefited from demographics in the US, as well as structural under-
investment in housing stock and the resulting growth in rents.

Life sciences collateral is essential, purpose-built laboratory/office space supporting a
segment of the economy that cannot work from home. Select properties in the hospitality
space are also attractive at current levels. We prefer irreplaceable “trophy” hotels that
are benefiting from currently insatiable consumer demand for vacation travel, as well as
extended stay—oriented and suite-style hotels that cater to the price-sensitive business
traveler. These properties have proven very resilient post Covid.

CMBS: Where to invest and what to avoid
Single-asset single-borrower (SASB) CMBS offer spreads (C/D tranche)
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Spotlight on industrial CMBS

Industrial CMBS are particularly attractive, in our view. The space offers investors the
opportunity to purchase single-A rated bonds with the capital consumption of AAA rated
securities and spreads in line with BB-rated corporate bonds. Not only do these bonds
offer attractive yields relative to their capital requirements, but seasoned secondaries
are also offered at discount prices, which provides a total return opportunity for more
active investors. Below, we highlight a recent purchase that illustrates the attractive
characteristics of the industrial CMBS space.

EQUS 2021-EQAZ C

In late January, we purchased EQUS 2021-EQAZ C at 97-08 / 6.9% yield (226 bp
discount margin to maximum extension):

m The Ctranche is bond rated A+/A+ (upgraded from A-) by S&P/Kroll and has 54% CE.

m Loan to purchase price through the C tranche is 32%, and underwritten debt yield
is 13.7%.

m  The modeled NAIC rating is 1A.

m Collateral is a 74-asset industrial portfolio in Phoenix and Tucson, AZ, that is
performing well (98% average occupancy).

m All properties except one are multi-tenant. While the largest tenant leases 1.4% of the
net rentable area, all other leases are less than 1% (1,900 tenants across the portfolio).

m The sponsor has $360mm cash equity in the deal based on a $1.15B purchase price,
resulting in a loan-to-purchase-price ratio of 70%.

m The underlying interest-only mortgage loan has a two-year term subject to three
successive twelve-month extension options.

Other tailwinds for CMBS SASBs

CMBS SASBs are mostly floating-rate instruments, which have been afforded deeper
investor sponsorship in this rising-rate environment. The associated increases in income
(as the Fed has pressed forward) have rewarded risk takers.

The technical backdrop also favors risk-takers, as demand has clearly outweighed supply
into 2023, not only in SASB but across conduit, CRE CLO and agency CMBS issuance
channels. Supply expectations against the volatile rate backdrop remain muted, which
supports tighter spreads in the medium term.

The structures of SASB bonds are durable, with significant credit enhancement, low
loan-to-value, and high debt yields. Modeling by the National Association of Insurance
Commissioners’ Securities Valuation Office (NAIC SVO) confirms this view, and most of
these bonds are modeled with higher ratings than their nationally recognized statistical
ratings organization (NRSRO) ratings. In 2022 year-end modeling, the NAIC SVO scenarios
punished certain office and retail transactions, particularly for subordinate bonds, which in
some instances saw multiple notch downgrades. Other property types — appropriately, in
our view — saw continued stability in ratings and very efficient regulatory capital.

While the sector has pockets of risk to avoid, we are constructive on CMBS, favoring
SASBs in the industrial, multi-family and life sciences areas.
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Past performance does not guarantee future results.

This commentary has been prepared by Voya Investment Management for informational purposes. Nothing contained herein should be construed as (i) an offer to sell or solicitation of an offer to
buy any security or (i) a recommendation as to the advisability of investing in, purchasing or selling any security. Any opinions expressed herein reflect our judgment and are subject to change.
Certain of the statements contained herein are statements of future expectations and other forward-looking statements that are based on management’s current views and assumptions and
involve known and unknown risks and uncertainties that could cause actual results, performance or events to differ materially from those expressed or implied in such statements. Actual
results, performance or events may differ materially from those in such statements due to, without limitation, (1) general economic conditions, (2) performance of financial markets, (3) interest
rate levels, (4) increasing levels of loan defaults, (5) changes in laws and regulations and (6) changes in the policies of governments and/or regulatory authorities. The opinions, views and
information expressed in this commentary regarding holdings are subject to change without notice.

The principal risks are generally those attributable to bond investing. All investments in bonds are subject to market risks as well as issuer, credit, prepayment, extension, and other risks. The
value of an investment is not guaranteed and will fluctuate. Market risk is the risk that securities may decline in value due to factors affecting the securities markets or particular industries.
Bonds have fixed principal and return if held to maturity but may fluctuate in the interim. Generally, when interest rates rise, bond prices fall. Bonds with longer maturities tend to be more
sensitive to changes in interest rates. Issuer risk is the risk that the value of a security may decline for reasons specific to the issuer, such as changes in its financial condition.

A nationally recognized statistical ratings organization (NRSRO) is a credit rating agency that provides an assessment of the creditworthiness of a firm or financial instrument(s) that is registered
and approved by the Securities and Exchange Commission (SEC). The National Association of Insurance Commissioners (NAIC) is the U.S. standard-setting and regulatory support organization
created and governed by the chief insurance regulators from the 50 states, the District of Columbia, and five U.S. territories. The organization was created in 187110 assist state insurance
regulators, individually and collectively, in serving the public interest, by setting standards and regulatory best practices, acting as a forum to exchange information, providing regulatory
support functions, and educating consumers, industry, and other government stakeholders about the U.S. system of state-based insurance regulation. The NAIC’s Securities Valuation Office
(SVO), one of the three groups within the Capital Markets & Investment Analysis Office, is responsible for the day-to-day credit quality assessment of securities owned by state regulated
insurance companies. Insurance companies report ownership of securities to the Capital Markets and Investment Analysis Office when such securities are eligible for filing on Schedule D, DA or
BA of the NAIC Financial Statement Blank.
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