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Introduction 
The investing world is experiencing the dynamic interplay between 1) Covid-driven behavioral and 
economic changes, 2) exponential liquidity growth, and 3) evolving political dynamics. This is accelerating 
changes in asset return expectations and prompting reconsideration of legacy allocation models. 

At the epicenter is Fixed Income (“FI”) which traditionally was a mainstay of investment portfolios. FI 
products had perceived stability that offset equity volatility and produced meaningful levels of cash yield. 
The future will be different. For both new FI investments and existing ones, there is limited or inverse 
price appreciation potential. The coupons may be satisfactory or better for existing FI holdings, but new 
ones offer compressed cash yields below existing targets. These transformations are akin to identity 
change and a challenge especially for new FI investments. 

By contrast, bank loans, specifically Broadly Syndicated Loans (“BSL”), continue to generate sustained net 
cash credit spreads at the same or wider levels. The overall cash yield is little changed, as the rate 
component, LIBOR, is both floating and sits at the bottom of the yield curve (so has the shortest distance 
to fall). This sustained cash yield, and immunity from price vulnerabilities of fixed rate products, makes 
this asset class a candidate to address the emerging void in traditional FI investments. 

The transformation of Fixed Income is a challenge that can be addressed several ways. This includes new 
selection criteria targeting future outcomes in lieu of asset classes defined by past performance. Bank 
Loans will have a new role here. 

Fixed Income Transformation 
For decades, traditional FI had three salient characteristics: 1) cash coupons with meaningful levels of 
recurring income, 2) relatively stable total returns including price appreciation on a long-term basis, and 
3) limited but periodic price volatility when rates gyrated (such as the 2018 Fed Guidance Surprise). With 
rates now near the “zero bound”, FI has effectively transformed from a mainly cash income product to a 
price based one. For new FI investments, especially incremental ones, the three key characteristics have 
been upended: 1) cash coupons at historic lows with real levels in some cases negligible, 2) the era of 
bond price appreciation likely over unless the Fed embraces negative interest rates  and 3) volatility is 
likely to increase with the shift to price, not coupon, as the main driver of total returns. 

This transformation, effectively an identity change, affects all categories of FI. It is a large universe 
encompassing 1) pure rate products, mainly Governments (which have a flight to safety aspect), 2) a wide 
variety of instruments with both rate and credit risk such as corporate bonds including High Yield, and 3) 
pure credit ones such as Private Credit, especially BSLs, which are floating rate and tethered to the short 
end of the yield curve. This transformation driven by rate compression has been underway for a long time, 
and the term “search for yield” is standard market vernacular. This process has been so slow, and the 
feared rising rate regime hasn’t happened, and may not for years. This “Waiting for Godot”1  aspect may 

 
1 Waiting for Godot, play by Samuel Beckett 
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have induced procrastination in the absence of a catalyst for change, and likely presents an existential 
threat to many FI investments should rates rise and continue to do so.  

This has major implications. First, the textbook “60-40” Equity + FI portfolio paradigm may no longer make 
sense, as the stabilizing cash component of FI diminishes. Second, with returns more price driven, in 
periods of volatility, equity and FI price moves are less likely to offset each other. Third, with the prospect 
of limited price upside, investment models may need to become more proactive to realize gains versus 
holding paper profits, which may continue but may not. As it has been said, much FI is now more about 
“yield free price risk”. How much interest rate-based price upside is there? A secure portfolio foundation 
may have become a trapdoor. 

Another problem is absence of a predictable stream of income to grow the base of investable assets, and 
to fund distributions. Traditionally many FI products offered safety (typically measured by price stability 
or appreciation), attractive cash yields, and scalability, so allocations could “move the needle” return wise. 
The core attributes of FI have been eroded, along with the benefits these provided, in combination, to an 
overall investment portfolio. Where can this trifecta of safety, attractive cash returns, plus scalability, be 
found today? 

“Hybrid” Investment Options for Long Term Investors 
Hybrid investments are ones that have aspects of both FI and equity. These can be classified as 
“alternatives”, and are often structured in a fund format, with limited liquidity, even if the underlying 
assets have observable market prices. The investments can offer compelling long term returns but require 
a similar time horizon. These are for investors seeking actual cash outcomes generated by performance 
across time, versus moments in time. This requires willingness to forgo near term liquidity, and the ability 
to tolerate interim valuation volatility where underlying assets are liquid. The short-term price 
movements of underlying assets may not reflect, and can obscure, the desired long-term performance of 
a Hybrid Investment strategy. Some Hybrids are considered desirable precisely because no observable 
prices are available, so are “marked-to-model”, such as Direct Lending strategies (small corporate loans 
to small companies). A common and attractive attribute of Hybrid Investments is ongoing cash flow, 
where short-term price appreciation is not the core driver of return. As such, Absolute Returns (cashflow 
plus long-term price appreciation of assets), not Total Return (short term price change plus cashflow), is 
the objective and guidepost. Another feature of Hybrid Investments is limited availability of benchmarks, 
although what is better than a stream of steady cash? 

The term hybrid often reflects the framework of combining an asset class with desirable characteristics, 
together with a fund format providing specific structural benefits. We think the best Hybrid Investment 
of this type is the BSL asset class invested on a diversified basis through a re-investable fund structure 
using locked-in non-mark to market leverage (i.e. no price-based margin calls). Levered BSL funds are 
certainly a hybrid, as the fund equity has limited liquidity even though the underlying investments are 
liquid. BSLs, as discussed below, have the attractive combination of safety, steady quarterly cash 
generation, and liquidity, plus investment scalability. Leverage can magnify these attributes, including 
safety. 
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BSLs- A Superior but Misunderstood Asset Class 
BSL’s unique combination of attractive attributes can be misunderstood by some investors, along with 
their suitability for using long-term cash flow-based leverage. 

First, what are BSLs? 

BSLs are originated by banks to a diverse borrower universe of over 1,000 borrowers at the core of the US 
economy. These total approximately $ 2 Trillion with 70% held by non-banks as investors. This borrower 
cohort largely sits between multinationals financed in public markets, and Small and Medium sized 
Enterprises (“SME”) typically funded by Direct Lending.  
 
BSLs are a “full cycle” asset class. Each is secured by the borrower’s assets, has seniority over unsecured 
debt and equity, and is structured by a bank to be repaid in event of borrower adversity, with ability to 
foreclose on a borrower’s business/assets similar to a bank’s rights to foreclose on a delinquent mortgage. 
In such event, the BSL is repaid first. Many BSL investors reflexively sell when a loan’s credit worthiness 
downshifts. Ironically, this is exactly when the seniority and security of BSLs have the most value, so 
retaining the asset in many cases produces a better outcome. 
 
Importantly, BSLs have explicitly scheduled contractual interest payment and repayment obligations in 
cash. These can be forecast, including for downside scenarios. Distributions to investors occur quarterly, 
like clockwork. 
 
All BSLs are rated by S&P and Moody’s and are issued and traded in a private market which is liquid. For 
investors, a key point is that BSLs are not dependent, like many assets, on a sale for return of principal. 
These can be held until repayment, and due to prepayments from deleveraging and/or M&A, have a 3-
year average life despite a 7-year final maturity at issue. 
 
Banks, in their traditional role of intermediating deposits, which of course are expected to be 100% 
“money good”, invested mainly in corporate loans. Taken as a whole at the portfolio level, these were 
considered the best investments to make. While portfolios can have problems if they contain 
concentrated credit exposures and/or underpriced risk, the opposite is true if well diversified, and risk is 
appropriately priced or better. 
 
BSL’s hallmarks are safety at the portfolio level, contractual cash payments, and liquidity. They are floating 
rate. 
  
So why misunderstood? 
 
For several reasons. 

1. One or many? There is a widespread misimpression that an individual BSL is the Asset Class, when it is 
actually portfolios of BSLs that constitute it. By analogy, consider a single individual versus a population. 

A portfolio of BSLs can have (not all do) two levels of safety. The first is diversification, which explicitly de-
fangs concentration risk, both by multi industry exposure and avoidance of some sectors, plus dilution of 
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idiosyncratic borrower risk with low average position sizes that are capped. Such investor portfolios can 
have approximately 200 discrete borrowers or more, not 20. By analogy consider a supermarket versus a 
bakery. 

At the loan level, the senior secured position of each loan ensures priority of payment in the event of a 
problem. This is where the second safety layer comes in. The multitude of loans at the portfolio level 
generates a vast array of individual cash flow streams which in aggregate amply absorb any realized losses. 
This consolidated interest income stream is net of Loss Given Defaults and/or deemed defaults, which are 
sales of loans in anticipation of default, (collectively “LGD”), without reducing principal. Any realized losses 
affect the level of return, but not the return of invested capital. As an analogy consider how the octane 
rating of a full tank of gasoline in a car can affect engine performance, but not the ability to drive to the 
destination. The critical element of the safety of invested capital is discussed further below. 

While individual BSLs can be risky, indeed some extremely so, a diversified BSL portfolio is often the 
opposite. It delivers safety, predictable cash returns, and the benefits of individual loan liquidity to 
proactively manage risk and optimize a portfolio’s risk adjusted return composition. This net cash flow 
steam from the consolidated credit spread by itself generates 4-5% per annum. Together with the floating 
LIBOR (and its SOFR replacement in whatever final form this takes) reference rate, when not close to zero 
like now, it produces an even more attractive cash yield. 

Many asset classes offer comparable levels of return, but not this low risk profile. 

2. Market-to-Market (“MtM”) “Trap”. Most investors measure performance by price change across time 
intervals, both because it is required (fair value accounting), but also due to convention. While important 
information, this reflects the liquidation value, and/or cost of re-balancing a portfolio. In the case of long-
term BSL strategies which generate dependable future cash flows, MtM does not value the future cash 
flow streams of such strategies, which are effectively annuities. The whole point of safe and stable cash 
returns is missed.  

MtM values are important, but so are the past and future estimated performance (including conservative 
scenario analysis) in cash on cash terms, which can include realized gains over time. MtM by itself does 
makes sense for high turnover trading based BSL strategies, or where investors need broad redemption 
rights. However, for longer term BSL strategies where underlying borrower performance harnesses the 
safety and cash flow benefits that BSL portfolios produce over time, this is not sufficient.  

The importance of liquidity cannot be overstated. The fact that both individual and portfolios of BSLs can 
be bought and sold, is a big plus, as it enables proactive risk management and portfolio optimization (an 
option not available to SME Direct Lending). But the advantages of liquidity, and related requirements of 
fair value reporting, should not create the illusion of conveying the full picture. It ignores the value of 
future cash generation by multi-year assets constituting the BSL portfolio. Valuations based on the 
judgment of other market participants, that is prices, introduces a random element and can omit this 
underlying performance. Both MtM and cash on cash actual performance metrics taken together provide 
a more holistic view, and at least is a reminder that either one by itself is incomplete. By analogy, consider 
the concept of synergy where the whole is greater than the sum of the parts. 
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3. Is there any Alpha? A third misconception is that BSLs are liquid assets similar to debt securities, with 
all information in the public domain.  Ironically, BSLs were once highly illiquid as a bank only activity, and 
only recently became an asset class. They are now arguably more liquid than many investment grade 
corporate bonds. But is it an asset class bereft of alpha opportunity? This can be true for public side 
investors who all have the same information. Private side investors, however, can access much of the 
confidential information underpinning the underwriting of BSLs by banks, including cash flow projections, 
and more importantly, access to borrower managements and owners. A key benefit of Private Credit is 
that loans are not securities, and trading is over the counter via bank trading desks. The advantages of 
non-public information are available only to the private side of the BSL investor base familiar with loan 
underwriting level information. 

“Unpacking” BSL Excess Returns 
For investors aware of it, the ongoing appeal of diversified portfolio BSL asset class returns, is more than 
the safety and predictability of aggregate credit spread cash flows. It is also the amount of credit spread 
that is consistently generated in excess of what would be attributable to both expected and unexpected 
losses, plus the performance history of the demonstrating relatively stable returns. This “extra” return, 
especially on a risk adjusted and relative value basis, plus stability, compares very favorably to other FI 
corporate credit spread products such as High Yield and Direct Lending. 

This “extra” return has several components but one big driver. 

The terms excess spread, and excess return, can have different meanings depending on the context. For 
this discussion, the term excess spread is at the individual loan level, and excess return is at the level of a 
diversified portfolio. The BSL senior secured loan excess spread is the combination of 1) the return 
required to compensate for expected losses (such as calculated by Rating Agency probability based ratings 
downgrade formulas or proprietary bank credit models), and 2) the return factor to compensate for 
unexpected loss (such as Black Swan events). If the expected loss is A, the unexpected loss is B, and the 
credit spread is C, then A + B = C (ignoring other costs). When realized losses are meaningfully less than 
expected and unexpected losses (A + B), the result is excess spread. At the portfolio level, assuming each 
loan investment is made with the appropriate credit spread (C) and purchase price, each BSL’s excess 
spread is reflected in the consolidated interest income of the total portfolio. As less than 100% of these 
loans will or did default (for a diversified portfolio a 100% default scenario or anything similar is 
tantamount to total economic collapse), much of the premia for expected and unexpected losses priced 
in at the individual loan level is paying for expected and unexpected losses that did not or will not occur. 
The result is a surplus (due to overestimation of LGDs). The loan losses that do occur are funded by the 
aggregate income streams to produce net income, which includes this recurring residual excess return. 
The long-term BSL investor can capture these individual loan excess spreads as portfolio excess returns. 
An analogy would be accumulating savings to fund a future purchase such as house which turns out to 
cost less, so extra cash is left over. 

These cumulative loan level excess spreads, on a net basis at the diversified portfolio level, are the prime 
driver of overall excess returns. Two additional factors contribute as well.  
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The first additional contributor to portfolio level excess return, albeit small, is the imprecision of borrower 
and loan level ratings by S&P, Moody’s, and Fitch. These are high value added, but are quantitatively based 
with limited qualitative overlay, and generally conservative. While some individual ratings may not be, in 
aggregate they are. As such, the ratings-based component of expected loss pricing has extra cushion.  

A more significant additional contributor to excess returns, is the variability across cycles of all-in spreads 
(contractual spread + purchase price discount amortized over 3 years). For BSL strategies that are long 
term, the prepayments can be and are reinvested by design, such as in fund structures that facilitate this 
(i.e. 5 year reinvestment period for funds using leverage). As recessions occur, there is a counter cyclical 
effect of spreads widening on new issue loans, and prices decreasing on existing ones. This reflects many 
factors including perception of increased overall risk and reduced investor demand for “risk” assets. This 
can be a powerful portfolio level effect, as investment “re-cycling” benefits from a historical average BSL 
prepayment rates of 30% annually, and from proactive portfolio rebalancing, both opportunistically and 
for risk management. 

A very significant benefit of having a large, diversified group of individual borrowers, in addition to an 
overall reduction of risk, is the generation of a consistent level of returns. While individual borrowers at 
the loan level are idiosyncratic, pooling a large, diversified number of them produces a “law of large 
numbers” effect. This effectively neutralizes one-off borrower risk and minimizes tail risk. A key factor at 
work here is that cumulative aggregate portfolio cash flows are already net of LGD. The excess return is 
the “surplus” after any realized losses. Implicit in achieving lower LGDs, and thereby a significant and 
consistent “surplus”, is having managers with effective business models that focus on protecting principal. 
A result is the “homogenization” of well diversified portfolios that translates into a tight distribution of 
returns that repeats itself. It is worth repeating that this relatively smooth distribution of returns is 
produced by net cash flow, not price variability. 

In summary, of the factors listed here, the first and fourth are the prime generators of safety plus 
attractive and relatively stable excess returns. These are the collective portfolio level effect of the excess 
spreads produced by each individual loan, and the suppression of idiosyncratic risk by pooling a large 
number of different borrowers. The former increases the “budget” for LGD, while the latter reduces their 
likelihood. This results in an improved portfolio level risk profile, plus enhanced and more stable returns. 

To Use Leverage or Not 
Amplifying a good thing. As just stated, but worth repeating, investing in portfolios of BSLs reduces 
individual BSL risk and both enhances and generates more predictable returns. Leverage magnifies the 
underlying beneficial core attributes of this asset class. It can enable investing in more loans which further 
increases diversification and generates more excess returns. If diversification is arguably well over the 
“efficient frontier”, the strategy can simply be scaled up (i.e. targeting approximately 200 BSLs and 
increasing position sizes, instead of expanding to 400 loans at 25bp average position sizes). 
 
Repayment from cash flow, not margin calls. These benefits are achievable only if the leverage is long-
term and has no market value triggers. This allows the inherent attributes of BSLs, safety and steady cash 
flow, to perform over time without interruption or termination due to market price declines. A market 
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value trigger structure would force asset liquidations if the loan to value ratio test is breached by reduced 
asset prices. An excellent example of the former are CLOs. These have long-term match funded debt 
without market value triggers, and cost substantially less than the consolidated BSL portfolio’s excess 
return. The same applies to using lower levels of leverage such as 2:1 or 3:1 which have more attractive 
financing terms. 
 
 A “Three Letter Acronym”. One recurring concern about structured credit leverage, that is CLO 
“technology”, is the similarity to and association with the subprime crises and real estate securitizations. 
Understood with benefit of hindsight to have been reckless, these and other factors (such as widespread 
mark-to-market leverage) precipitated the Great Financial Crisis. The CLO acronym to many investors 
signals a stigma, when in reality it should be a halo. There are superficial similarities but concrete 
differences. Both forms of securitizations pool investments from an asset class using non-recourse long 
term financing. BSL portfolios can be highly diversified and with many individual idiosyncratic risks with 
low of no correlation, especially if many are selected because of A-Recessionary (low revenue correlation 
to GDP) business models. Real Estate securitizations were the opposite. While geographic and/or property 
type diversification may have existed, all depended on a single outcome variable: rising real estate prices. 
The BSL asset class benefits from securitized leverage, whereas sub-prime and other real estate 
securitizations were destroyed by it. As an analogy, you could put a tiger in a costume, and a person in 
another one, but only one of the costumes has person inside. 
 
“Not invented here”. Another reason BSL strategies using leverage are not more widely adopted, is the 
question where should this strategy sit within an investor’s asset allocation parameters. If a strategy has 
leverage, then the junior capital layer is deemed to be equity, so how does that fit in a FI allocation? The 
cash on cash returns may be attractive long term, but the individual BSL daily prices can change, creating 
interim volatility, even if this is not representative of performance. The analogy here is if only round holes 
exist, then square pegs are not welcome. 
 
BSL performance facts are readily available. It is a highly transparent asset class, especially in the CLO 
investment format, as specific and comparable fund performance metrics can be accessed in Intex ™. Loan 
and fund level research from Rating Agencies and bank research teams are published continually. The 
numbers are there to be analyzed. Lastly the performance speaks for itself. 

Now is a good time to reconsider asset allocation parameters. Perhaps the definitions should be shaped 
by those that can achieve target outcomes, versus those becoming ancient history. 

Credit Cycle & Market Conditions 
Past and Future Performance 
 
Just how risky? BSLs are the only proven “Full-Cycle” Private Credit Asset Class. It was one of the best 
performing of all asset classes through the 2008 Financial Crisis / 2009 Great Recession, and since. The 
performance of future vintages is likely to be strong, and better than before, including the fact that the 
credit quality of the average BSL borrower has been improving over time.  
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Credit cycle surprise. To widespread relief the credit cycle downturn has been less severe than expected, 
as have market conditions. Quantum QE has been the prime mover which forestalled a possible panic and 
continues to support many markets and asset classes. Some were explicitly targeted, such as bonds 
downgraded to High Yield, and are big beneficiaries, while BSLs, which are not, have benefited indirectly. 

There has been credit deterioration in social distancing affected business sectors, and in SMEs generally, 
and most businesses have been affected by changing spending patterns to some degree (and some 
positively). This has been accompanied by a repricing of most corporate debt obligations which now offer 
wider credit spreads.  

This has impacted many existing strategies, but it is an opportunity for new ones. In the case of BSLs, 
counterintuitively, this is an excellent time to invest in BSLs. 

Why? Two reasons – Investments can be selected that offer not more risk but more return. 

Investing in 2021 and Beyond 
Greater clarity. Credit risk comprises two elements. One is financial risk, such as the amount of leverage, 
nature of covenants if any, how cash flow is presented (so-called EBITDA addbacks), etc. These are visible 
and hiding in plain sight. The other is basic credit risk that drives the fundamentals-based performance of 
any borrower. This is generally opaque and reflects sector/industry factors, specific business models, 
value proposition, elasticity or stickiness of demand, competitive positioning, and other critical 
fundamental factors. Most important is management competence and integrity plus ability to manage 
unexpected change. The shock and reality of dealing with the Covid-recession has made each borrower’s 
situation more factually evident. 

This crisis, especially the unprecedented changes to consumer behavior and spending, has made basic 
credit risk, which is generally opaque to some degree, more transparent. This makes for more informed 
so better risk management and investment selection decisions.  

More return for risk. On a go forward basis for new investments, the degree of risk is currently more 
transparent, while the full spectrum of borrower credit risk provides more return. Investors can maintain 
or increase levels of return without increasing the risk profile. As discussed, the portfolio effect, and also 
the use of leverage, can magnify this.  

The BSL market, like others, reflects the interplay of three basic factors - fundamentals, supply & demand 
technicals, and sentiment. In late 2Q we had panic selling, which stopped with the Fed QE backstop and 
accompanying fiscal injection. This was followed by several months when technicals dominated, as 
investors right sized portfolios to adjust for credit deterioration where that occurred. For BSLs, 
approximately 70% of investor (non-bank) holdings are in CLOs, and many CLO managers and others 
focused on reducing CCC and Caa rated loans, due to many downgrades. Credit fundamentals now 
dominate, and prices are higher, but still meaningfully discounted, as expected, given the ongoing 
uncertainties Covid has created, including the speed of vaccine adoption. Regarding the key subject of BSL 
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asset class excess returns, the level of individual loan excess returns coming from expected and 
unexpected losses, are both high. The latter may be at a record level. 

Timely Investment Opportunity. Given the improved risk clarity and higher risk adjusted returns BSLs can 
offer, this senior secured diversified portfolio asset class is a compelling opportunity for long-term 
investors. The entry point is favorable, and we expect this opportunity to continue through next year and 
beyond. Markets and cycles cannot be timed, but some periods of time are better than others. The BSL 
asset class is a full cycle and all-weather one, and conditions now are especially favorable for the long-
term FI and Hybrid investors. 
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