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Al, Software Credit and the Case for European CLOs

Fair Oaks recently hosted a webinar examining two themes which have driven meaningful market volatility
in recent weeks: the repricing of software-exposed credit following concerns about Al disruption, and the
indirect effects of rising geopolitical tensions around Iran. The purpose of this insight is to summarise the
key analytical observations from that discussion.

Fair Oaks’ current view is that the recent CLO spread widening is disproportionate to the underlying
fundamental risk, particularly in European CLOs, and the market reaction has created a basis dislocation
which is worth careful examination.

Software Exposure: Where the risk actually sits

The Al disruption narrative has prompted investors to reassess software credit across leveraged finance
more broadly. However, a granular look at the data reveals that exposure levels vary materially across asset
classes, and the perception of CLO risk has exceeded the reality.
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US Business Development Companies (BDCs) carry the highest software and technology exposure of any
sub-investment grade credit vehicle at approximately 26%, followed by US private credit CLOs at 19%. By
contrast, US broadly syndicated loan (BSL) CLOs sit at 15%, and European CLOs at around 10%, in line with
European loan market averages.” The reasons for this are structural. CLO documentation typically imposes
sector concentration limits of 10-12%, which have capped sector exposure during periods (such as 2000-
2004) when issuance has been concentrated in certain industries. European loan markets also reflect a
different borrower universe: issuers tend to be more defensive, and sponsors less focused on high-multiple
software roll-ups than their US counterparts.

Furthermore, since 2023, the credit market has increasingly operated as a continuum. Stressed borrowers
that the BSL market could not absorb have migrated to private credit, which has the structural flexibility to
hold, restructure and extend. CLOs, constrained by OC tests, CCC buckets and reinvestment limitations, are
not structurally designed to support this type of credit.

What the Price Data Exposes

The market's response to Al-related concerns has been surgical in some respects and blunt in others.
Observing the price performance of software loans, all other loans, and the BIZD ETF (a listed proxy for BDC
and private credit performance) from September 2025 through end-February clearly illustrates the
divergence. Software loans declined approximately 15% over the period; the BIZD ETF fell around 9%; ex-
software loans were effectively flat, down just 2%.2

This is a rational outcome. The market has repriced the assets most exposed to Al displacement risk. What
is less rational, and therefore of more interest from an investment standpoint, is the concurrent widening of
CLO tranche spreads relative to similarly rated corporate credits.

Year-to-date EUR total return data shows that European loans have outperformed European BBB CLOs.? This
is structurally inconsistent with the relative risk profile of these instruments. BBB CLO tranches sit above
substantial subordination: equity and junior tranches absorb losses before BBB noteholders are affected.
They should, all else equal, exhibit greater resilience to idiosyncratic credit stress than direct loan exposure.
The underperformance of CLO tranches relative to loans reflects sentiment-driven spread widening, not a
deterioration in fundamental credit quality.

Fundamental Health of CLO Collateral

Notwithstanding the spread widening, the underlying collateral metrics for the CLO universe remain broadly
sound. European loans continue to trade at higher prices than US loans on average, which is reflected in
CLO weighted average portfolio levels. Most European CLOs have weighted average loan prices in the 96—
98 range; the majority of US CLOs sit in the 94-96 band.*
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Approximately 50% of European CLOs have BB overcollateralisation (OC) cushions (one of the key structural
tests determining when cashflows begin to divert) at or above 4.5%, with the vast majority above 3%.*
Furthermore, CCC loan levels remain well below structural trigger thresholds. Around 50% of European CLOs
have CCC levels below 3.75%, sitting comfortably beneath the 7.5% level* at which OC ratios begin to be
affected, and far below the mid-teens level at which cashflow diversion becomes a material risk.

The picture that emerges is one of heightened uncertainty: software prices have moved significantly, yet
fundamental stress remains limited. Most CLOs have less than 5% of their loans trading below a price of 70.
The 5-10% of portfolios trading in the 70-90 range largely reflects the software repricing, not a systemic

deterioration in credit quality.

Relative value: CLO loan performance*
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Sources: Bloomberg, Intex and Fair Oaks Capital data as at 02-Mar-26.

The Spread Basis Dislocation

The widening of CLO spreads relative to equivalently rated corporate credit can be quantified. Across
February, the CLO-to-corporate spread differential widened by 37 basis points at the BBB tranche level, 26
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basis points at the A-rated level, and 8 basis points at the AA-rated level.> These moves occurred on no
material change in the fundamental credit quality of CLO collateral pools.
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EUR CLO and corporate spread basis (CLO spread — same rating corporate spread)
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Sources: JP Morgan as at 27-Feb-26.

The decline in software prices has little impact on the credit quality of CLO tranches to date, particularly, as
the data shows, when European CLO portfolios carry on average lower software exposure compared to
private credit and US CLOs, and their structural protections remain intact. For investors able to look through
short-term technical noise, the current basis offers an opportunity to access spread pickup at a given rating
level without a substantial increase in fundamental credit risk.

Endnotes

1. Pitchbook LCD, Morningstar, S&P Global, ICE BofA and Morgan Stanley Research as at 09-Feb-26. Software and
technology exposure by asset class.

2. Pitchbook LCD, Morningstar and Bloomberg as at 27-Feb-26. Weighted average bid and YTD returns; software vs
broader loan market.

3. JPMorgan as at 02-Mar-26. Euro (CLOIE) BBB total return; Euro loan total return. Indexed to 31-Dec-25.

4. Bloomberg, Intex and Fair Oaks data as at 02-Mar-26. Universe of CLOs includes those with AAA factors > 0.85
and that are not more than 1 year post RP.

5. JP Morgan as at 27-Feb-26. Euro (CLOIE) AAA, AA, A, BBB, BB primary spreads; Euro corporates asset swap spread,
3-5 year maturity.
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Disclaimer

FOR INSTITUTIONAL AND INFORMED INVESTORS ONLY. NO OTHER PERSONS SHOULD RELY ON THE
INFORMATION CONTAINED WITHIN THIS DOCUMENT.

Marketing communications issued in the European Economic Area (“EEA”): This document has been issued and
approved by Gestion Fondo Endowment, Agencia De Valores, S.A. which is authorised and regulated by the Spanish
Comisién Nacional del Mercado de Valores (CNMV) as an authorised investment firm in accordance with the Directive
2014/65/EU of the European Parliament and of the Council of 15 May 2014 on markets in financial instruments, as
amended (MiFID).

Marketing communications outside of the European Economic Area (“EEA”): This document has been issued and
approved by Fair Oaks Capital Limited and its affiliates (together “Fair Oaks Capital”). Fair Oaks Capital Limited (FRN:
604090), 1 Old Queen Street, London SW1H 9JA, is authorised and regulated by the United Kingdom Financial Conduct
Authority.

Past performance is no indication of future results. Inherent in any investment is the potential for loss. Target
returns and distributions are hypothetical targets only and are neither guarantees nor predictions or projections
of future performance. There can be no assurance that such targeted returns will be achieved or that the
product will be able to achieve its investment objective, policy or strategy or avoid substantial losses. Any
decision to invest should be based on the information contained in the appropriate prospectus and after
seeking independent investment, tax and legal advice. The content of this document does not constitute
investment advice nor an offer for sale nor a solicitation of an offer to buy any product or make any investment.

No undertaking, representation, warranty or other assurance is given, and none should be implied, as to, and no
reliance should be placed on, the accuracy, completeness or fairness of the information or opinions contained in this
document. Any views expressed in this document were held at the time of preparation and are subject to change
without notice. The information contained in this document is subject to completion, alteration and verification. Save
in the case of fraud, no liability is or will be accepted for such information by Fair Oaks or any of its directors, officers,
employees, agents or advisers or any other person.

The distribution of this document in jurisdictions other than the United Kingdom may be restricted by law and therefore
persons into whose possession this document may come should inform themselves about and observe any such
restrictions. In particular, information contained within this document is not for distribution in or into the United States
or Canada. Any failure to comply with these restrictions may constitute a violation of the securities law of such
jurisdictions.
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