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CLOs: When Technicals
Create Opportunity
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This piece was adapted from an interview with Taryn Leonard and Melissa Ricco.
The full audio podcast can be found here.*
Investors are on heightened alert amid a multitude of macroeconomic risks and negative
headlines in the press. Taryn Leonard and Melissa Ricco, Co-Heads of Barings’ Structured
Credit investment team, discuss where they’re seeing opportunities and risks today—and
why technical factors are creating inefficiencies, and hence opportunities, in today’s market.
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There is somewhat of a dichotomy occurring in the market at the
moment. On one hand, the economy is still in pretty good shape, with low
unemployment and slow-but-steady growth. On the other hand, we’ve seen
some stress in parts of credit markets. Can you discuss what you’re seeing
in the credit markets overall, and in the loan markets more specifically?
Melissa: There is definitely more of a risk-off sentiment in the market today. It’s safe to say that
investors are concerned over the state of the economy—whether that’s due to slowing global
growth, trade tensions or simply that many believe we’re late-cycle. On the loan side of the
equation, idiosyncratic risks are starting to appear more frequently in the market. We’re starting
to see large price movements, and concern over downgrades in the low single-B rated part of the
market. As a result, there’s been notable bifurcation between low quality and high quality credits,
with a bias toward the latter.

Taryn: Loans do appear to be largely out of favor. Investors were very interested in the loan
market in 2018, when rising rates were a concern. But once the U.S. Federal Reserve (Fed) pivoted
to a dovish tone in the first quarter of 2019, we started to see an exodus out of retail funds—
in fact, we’ve seen 13 straight months of outflows. This sell-off created a technical opportunity in
the market—and as a result, in some of our broader multi-credit strategies, we’ve started to pivot
and add to our exposure in loans. We think they offer a number of potential benefits in the current
environment—not only on a yield basis relative to bonds, but also because they are secured assets.
Over time, we think loans are well positioned to outperform—and CLOs can be a great way to
access the loan market with the added benefits of diversification and structural protection.

That’s a good segue to CLOs. With respect to those structures, can you
discuss what you’re currently seeing from a supply and demand perspective?
Melissa: The CLO market has seen impressive supply over the course of 2019—standing
at about $100 billion in the U.S. through the third quarter. And the prior two years were even
stronger. Taken as a whole, this speaks to the fact that investors across the globe are looking at the
asset class as being particularly attractive in a low-rate environment. More recently, we’ve seen
supply slow quite a bit. The main reason is that CLO spreads are wide relative to collateral loan
spreads, making this a less attractive time to form CLOs from an equity perspective.
From the demand side of the picture, there has been a slight slowdown as well—as investors grow
increasingly concerned with credit fundamentals and negative headlines, and shift their focus to
the highest-quality portfolios.

Drilling down to the bottom portion of the capital structure, can you
discuss some of the opportunities and risks that you’re seeing in the
mezzanine tranches of CLOs today?
Taryn: Similar to the bifurcation that we’ve seen in the loan markets in general, there has been
a bifurcation within the mezzanine CLO space. In one respect, we’ve seen increased tail risk in
the more seasoned deals—as they tend to have more exposure to some of the recently storied
credits that have traded off a fair amount—and the market value coverage for all BB tranches has
decreased, which many investors see as a sign of increased risk. But on the flip side—as a result
of the whole market trading off, combined with negative headlines—new issue deals are coming
to market that are backed by clean portfolios of loans with arguably lower credit risk, and they’ve
widened to levels that are extremely attractive.
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“This loan sell-off by retail funds created a technical opportunity in
the market—and as a result, we’ve started to pivot and add to our
exposure in loans. We think they offer a number of potential benefits
in the current environment—not only on a yield basis relative to
bonds, but also because they are secured assets.”
This volatility poses a significant investment opportunity in

Additionally, investors are increasingly focused on the exposure

newly issued CLOs, particularly in lower-rated tranches like

to credits in underlying portfolios that are trading below $80

BBs and BBBs. Within most underlying portfolios of CLOs, the

(based on $100 par value). However, many of the loans trading

loans have weighted average spreads somewhere in the range

below $80 do not pose near-term default risks, and some are

of LIBOR plus 350–355 basis points (bps). And if you look at BBs

conviction credits for managers. Price doesn’t always tell the full

with clean underlying portfolios, right now we’re able to source

story. There are loans trading in the neighborhood of $70–80

those in the new issue market at close to LIBOR plus 800 bps—

that are essentially orphaned because there is no natural buyer.

which means BB buyers are currently earning about 2.25 times

They are not yet trading at levels that are wide enough to garner

the loan spread, whereas for much of 2018, that was about 1.6

interest from distressed buyers—and CLO managers don’t want

times. So, from a historical perspective, the mezzanine tranches

to buy them either, because they cannot buy loans trading

of CLOs are an attractive place to be invested.

below $80 without haircutting them. The good news is that
there is an opportunity for investors who have the ability to drill

All of that said, we still want to acknowledge that there are

down into the actual risks in the underlying portfolios instead of

increased risks. While AAA CLOs are very risk remote, BB

just focusing on headline numbers.

tranches are leveraged exposure to leveraged loans. On top of
that, there could be further outflows from retail funds, or other
factors that could result in pressure on loan prices.

Should investors be concerned about the
headlines surrounding CCC rated loan exposure
in CLOs and loans trading below $80?
Taryn: CLO portfolios today are positioned with a much

If we step back and consider the bookends of
the capital stack—meaning AAAs and equity—
are you seeing value in either today? How do
investment grade (IG) rated CLOs stack up
against other corporate credits?
Melissa: IG-rated CLO tranches look attractive in most
comparisons to other asset classes. Not only do they provide

larger exposure to low single-B rated credits than they were

incremental yield for the rating, but they can be viewed as more

in the last cycle. So, as we look out at rating agency forecasts,

defensive given their capital structural support and cash diversion

investors fear that there could be a large spate of downgrades

trigger mechanisms. For example, AAA rated tranches pay at least

of low single-B to CCC—which could result in cash diversion

30 bps more spread than the IG index, on average. That tranche

within the CLO structure. Most CLO structures have a 7.5%

can withstand the entire portfolio defaulting with a 70% recovery,

threshold for CCC rated collateral. Once you get above that

on average. Looking further down the stack, a BBB rated tranche

percentage, haircuts are applied—which could lead to the

trades at a spread equivalent to a single-B rated loan portfolio,

triggering of a mechanism that cuts off cash flows to equity,

and can withstand approximately 15% collateral loss.

and instead diverts those cash flows to buy more collateral
or pay down AAAs. Not surprisingly, this creates concern

Taryn: On the other end of the spectrum, we think there’s

for investors. But this is also one of the reasons that these

value to be found in CLO equity—but not much in the new issue

structures have held up so well over time. From a default

market today. New issue CLO formation tends to be more of an

perspective and ultimate repayment perspective, AAA rated

AUM growth game for managers right now—and in most cases,

and AA rated tranches have never lost a dollar of principal or

those managers are buying all of the equity in their own deals,

interest. They’re remarkably robust.

since third parties aren’t raising their hands.
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This reticence is not so much a function of being late-cycle as it is a function of
where CLO liabilities are currently pricing.
That said, we think there’s an interesting opportunity in the secondary market right
now. With the recent loan sell-off, valuations of CLO equity have gone down quite a
bit. For the most part, CLO equity tends to be owned by fairly sophisticated investors,
and they’re not necessarily looking to sell into the current environment. But to the
extent that we see opportunities pop up, we believe it’s a compelling time to buy
secondary equity.

Finally, we’ve been flooded with headlines of a potential economic
slowdown or the end of the credit cycle, and the default picture
is also top-of-mind for investors. As you think about managing
through this period, what does your playbook look like? Do you
have any final advice for investors?
Melissa: First and foremost, I would say—we’ve been here before and in a much
more extreme situation. The key is patience, understanding the risks and knowing
how to identify them proactively, and selecting the right managers. We’ve seen a lot
of dispersion in manager performance over time—and it’s critical to invest with CLO
managers that have been through a cycle before, and have a proven track-record
with a deep bench. We think there are significant opportunities in the market, but
it’s imperative to drill down into the underlying portfolios and understand how the
managers will behave in volatile markets.
Investors with a longer-term view and an eye toward risk management, in particular,
should be well positioned to enter the asset class. No good manager designs a CLO
without the expectation that they will eventually go through a credit cycle or experience
defaults. These structures are built to withstand the bumps that will inevitably come—
and right now is testament to that. Though we are seeing some volatility, it isn’t anything
outside of what we would expect to see over the course of a cycle.

“In our view, the best approach is to look for opportunities that arise
from the volatility, and buy deals and tranches from high quality
managers—with structures that are strong and portfolios that have
contained credit risks.”
Taryn: We certainly prefer to be buyers versus sellers in the current environment.
In our view, the best approach is to look for opportunities that arise from the volatility,
and buy deals and tranches from high quality managers—with structures that are
strong and portfolios that have contained credit risks. There will undoubtedly be
some turbulence ahead—but this is an asset class that has weathered quite a bit of
battering effectively.
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