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Collateralized loan obligations (CLOs) have existed since the 1990s, but misconceptions
surrounding the asset class persist. We present the following to help better understand this
intriguing market segment and to separate fact from fiction.

FICTION

CLOs are the same as CDOs and caused the financial crisis.

FACT

Collateralized debt obligations (CDOs) is the broad term that describes a type of structured finance
security that can be backed by a portfolio of various forms of debt including corporate loans and
bonds. However, most people are aware of the CDOs that are backed by subprime residential
mortgage-backed securities (RMBS). In the buildup to the Global Financial Crisis (GFC), subprime
residential mortgages often had little or no documentation and were poorly underwritten.

When housing prices crashed during 2007-2009, these highly correlated subprime mortgages
experienced massive losses, which resulted in substantial defaults in RMBS CDO portfolios. Those
defaults are what bled into the broader macro environment. But RMBS CDOs are not CLOs.

CLOs are a specific type of CDO that are primarily backed by highly diverse pools of senior
secured loans. These loans have historically strong recovery rates averaging over 70% for the
years spanning 1987-2022, and are typically made to large well-known corporate borrowers such
as United Airlines, Virgin Media and Burger King, who provide extensive annual reporting.! In an
issuing company's capital structure, these loans are usually senior to other outstanding debt,
including high yield bonds. These loans are also secured by some or all of a borrower's assets,
which offers additional credit risk protection.

The underlying pool of loans in a CLO is actively managed by a collateral manager and the CLO
vehicle contains structural enhancements that support the debt in times of distress. While CLOs
experienced some volatility during the GFC, the overall default rate was incredibly low (Figure 1).
In fact, out of more than 17,000 U.S. CLO tranches rated by S&P as of year-end 2022, only 56 (0.3%)
have ever defaulted. Furthermore, no AAA-rated tranche has ever defaulted.

Figure 1: CLO Tranche Default History

S&P U.S. CLO Tranche Default History (1996-YE 2022)

S&P Avg U.S. Corp 5-Year

Total Tranches Defaulted Tranches Default Rate Cumulative Default Rate
AAA 5,085 0 0.0% 0.4%
AA 3,480 1 0.0% 0.4%
A 3,162 5 0.2% 0.7%
BBB 2,939 9 0.3% 1.8%
BB 2,323 29 1.2% 7.4%
B 412 12 2.9% 18.1%

Source: S&P. As of December 31, 2022.

1. Source: Moody's. As of March 13, 2023.
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FICTION

All CLO tranches are overly complicated and
incredibly risky.

FACT

Although a CLO is a more complex vehicle than a
typical debt or equity investment, the nuances in

the structure have historically provided investors

with additional protections, which has resulted in
more robust performance.? In addition to the active
management of an underlying collateral pool made up
of 150-200 senior secured loans in 15-20 diversified
industries, the CLO structure is sliced into a series of
tranches that redistribute the risk of the underlying
pool of loans.

Investors seeking additional credit enhancement can
invest in senior tranches, which get paid first and
receive losses last in a CLO payment waterfall. At

the same time, more risk-on investors seeking extra
returns may look at the equity tranche, also known as

BARINGS

the first loss piece of a CLO. The CLO equity tranche is
last in line to receive proceeds. Due to this added risk,
however, it has the greatest potential upside as it gets
any residual proceeds generated by the assets.

CLOs also benefit from coverage tests that serve as early
warning triggers to divert proceeds to senior tranches

in times of distress. Two typical types of coverage tests
present in CLOs are the overcollateralization (OC) test
and the interest coverage (IC) test. The OC test requires
a specific ratio of assets to be maintained compared

to the outstanding CLO debt tranches. Meanwhile the

IC test ensures that sufficient interest proceeds are
generated by the underlying loans to cover the interest
due to CLO debt tranches.

The “information premium” associated with
understanding the CLO structure has helped
contribute to a strong return profile compared to other
similarly rated asset types.® The AAA tranche is the
safest investment in the CLO structure and currently
offers a spread of around 2% plus the reference rate
(typically SOFR) above 5%, resulting in an all-in coupon
of about 7% (Figure 2).

Figure 2: CLO Tranche Spread Compared to Other Asset Classes
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Source: BofA; LCD; Bloomberg. As of May 12, 2023.

2. Source: S&P. As of December 31, 2022.
3. Sources: BofA; LCD; Bloomberg. As of May 12, 2023.
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FICTION

The market for CLOs is small and illiquid.

FACT

CLOs first appeared in the late 1990s, and over the subsequent quarter century, more and
more market participants began to understand the benefits and subtleties of the vehicle.
The CLO structure continued to evolve in the 2010s with structures that increased
subordination for debt tranches, attracting even more investors. The CLO market has
grown to more than $1.2 trillion globally, with a diversified base of investors comprising
national and regional banks, overseas banks, insurance companies, pension funds, asset
managers, hedge funds, private equity funds and family offices.* With an increasing
number of buyers in the market for a higher yielding, diversified product that boasts
structural protections, liquidity in all CLO tranches also has increased.

For the most part, CLOs are traded over the counter via a bid wanted in competition
(BWIC) process. Since 2020, more than $46 billion in U.S. CLO tranches have traded
annually via BWIC in the secondary market.® This active trading has provided pricing
transparency and allows investors to enter and exit the market efficiently.

To meet investor demand, more than 120 managers have issued a CLO over the past two
years.® The number of issuers provides investors with a variety of choice among CLOs.
At the same time, the breadth of choice requires that investors have a comprehensive
understanding of each collateral manager’s investment style, track record and
commitment to the high yield loan market when selecting with whom best to invest.

Figure 3: Secondary Market Trading Activity ($ Million)
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Apr-18 Feb-19 Dec-19 Oct-20 Aug-21 Jun-22 Apr-23
HBus M Euo
AAA AA A BBB BB B Equity
U.S. Volume ($ Million)
3-Month Average 2,067.39 761.55 200.64 474.85 391.63 22.51 476.65
12-Month Average 2,166.25 574.50 260.91 556.03 504.67 21.12 308.39
Euro Volume ($ Million)
3-Month Average 267.92 107.95 51.92 251.64 202.41 43.67 78.44
12-Month Average 406.93 218.84 105.16 197.46 200.57 57.22 47.76

Sources: Citi. As of April 30, 2023.

4. Source: Citi. As of April 19, 2023.
5. Source: Citi. As of December 31, 2022.
6. Source: LCD. As of December 31, 2022.
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FICTION

CLOs issued during times of market distress have
performed poorly.

FACT

Periods of distress, such as the GFC and the Covid-19
pandemic, are associated with rising default rates

and negative market sentiment. This logically results
in lower prices across many asset classes, including
loans. That said, CLOs issued during such times have
recorded some of the most substantial equity internal
rate of returns (IRRs) in history (Figure 4). Although this
may seem counterintuitive at first, the logic surfaces
when analyzing the CLO structure and recognizing
the role of active management. The ability of collateral
managers to purchase loans at discounted values

in down markets has ultimately proved accretive to
CLOs as they are not forced sellers or mark-to-market
vehicles. Their structure allows buy-and-hold investors
to benefit from the "pull to par” effect of securities
bought at depressed prices that ultimately rebound.

Figure 4: Equity IRR by Vintage
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Sources: BofA Global Research; Intex. As of April 15, 2023.

7. Source: Barings. As of June 12, 2023.
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To keep overly aggressive CLO managers from
purchasing only poor performing highly discounted
priced assets, the CLO governing document, called
the indenture, limits how many “discount obligations”
a CLO manager can hold in its portfolio. Further, it
defines a “discount obligation” as anything priced
below 80 cents on the dollar. This distinction requires
assets purchased below 80% of par to be held at
market value in the OC test, which can cause the

test to trip sooner to protect senior debt investors
with additional proceeds that would have otherwise
gone to equity investors. Knowing how to navigate
these constraints successfully during volatile periods
requires an experienced manager to potentially
maximize returns for debt and equity investors alike.

Takeaway

CLOs are often maligned in the media by people who
have not taken the time to understand them. However,
a deep dive into their history reveals that CLOs have
performed strongly during the heights and depths of
market cycles while offering investors robust credit
enhancements, consistent liquidity, and attractive
return profiles.

Barings, as a pioneer in the CLO industry, a manager
of more than $25 billion in CLO tranche assets, and

an issuer of 100 CLOs, is an advocate for demystifying
the investment vehicle itself and the process of CLO
investing.” Our team vigorously investigates the CLO
universe through thorough qualitative and quantitative
examination of a CLO manager's investment style, a
complete bottom-up analysis of the underlying loans,
and an in-depth review of each CLO structure.

CLOs have offered investors a diversified product with
the potential for compelling returns and protections
throughout their existence. With market volatility

likely on the horizon, educated investors may unearth
attractive opportunities in this growing market segment.
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Barings is a $362+ billion* global investment manager sourcing differentiated opportunities and building
long-term portfolios across public and private fixed income, real estate and specialist equity markets. With investment
professionals based in North America, Europe and Asia Pacific, the firm, a subsidiary of MassMutual, aims to serve

its clients, communities and employees, and is committed to sustainable practices and responsible investment.

IMPORTANT INFORMATION

Any forecasts in this document are based upon Barings opinion of the market at the date of preparation and are
subject to change without notice, dependent upon many factors. Any prediction, projection or forecast is not
necessarily indicative of the future or likely performance. Investment involves risk. The value of any investments
and any income generated may go down as well as up and is not guaranteed by Barings or any other person.
PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. Any investment results, portfolio
compositions and or examples set forth in this document are provided for illustrative purposes only and are not
indicative of any future investment results, future portfolio composition or investments. The composition, size of,
and risks associated with an investment may differ substantially from any examples set forth in this document. No
representation is made that an investment will be profitable or will not incur losses. Where appropriate, changes
in the currency exchange rates may affect the value of investments. Prospective investors should read the offering
documents, if applicable, for the details and specific risk factors of any Fund/Strategy discussed in this document

Barings is the brand name for the worldwide asset management and associated businesses of Barings LLC and its
global affiliates. Barings Securities LLC, Barings (U.K.) Limited, Barings Global Advisers Limited, Barings Australia

Pty Ltd, Barings Japan Limited, Baring Asset Management Limited, Baring International Investment Limited, Baring
Fund Managers Limited, Baring International Fund Managers (Ireland) Limited, Baring Asset Management (Asia)
Limited, Baring SICE (Taiwan) Limited, Baring Asset Management Switzerland Sarl, Baring Asset Management Korea
Limited, and Barings Singapore Pte. Ltd. each are affiliated financial service companies owned by Barings LLC (each,
individually, an "Affiliate”). Some Affiliates may act as an introducer or distributor of the products and services of
some others and may be paid a fee for doing so

NO OFFER: The document is for informational purposes only and is not an offer or solicitation for the purchase

or sale of any financial instrument or service in any jurisdiction. The material herein was prepared without any
consideration of the investment objectives, financial situation or particular needs of anyone who may receive it.
This document is not, and must not be treated as, investment advice, an investment recommendation, investment
research, or a recommendation about the suitability or appropriateness of any security, commodity, investment, or
particular investment strategy, and must not be construed as a projection or prediction.

Unless otherwise mentioned, the views contained in this document are those of Barings. These views are made

in good faith in relation to the facts known at the time of preparation and are subject to change without notice.
Individual portfolio management teams may hold different views than the views expressed herein and may make
different investment decisions for different clients. Parts of this document may be based on information received
from sources we believe to be reliable. Although every effort is taken to ensure that the information contained in
this document is accurate, Barings makes no representation or warranty, express or implied, regarding the accuracy,
completeness or adequacy of the information.

Any service, security, investment or product outlined in this document may not be suitable for a prospective
investor or available in their jurisdiction

Copyright and Trademark
Copyright © 2023 Barings. Information in this document may be used for your own personal use, but may not be
altered, reproduced or distributed without Barings’ consent.

The BARINGS name and logo design are trademarks of Barings and are registered in U.S. Patent and Trademark
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