
 

AGL Commentary June 2021           

NOT A NEW, NEW WORLD BUT A CHANGING ONE FOR INVESTORS 

Note:  In this AGL Commentary we discuss challenges facing investors, especially price volatility 

and its central role in performance outcomes. This follows in a subject format addressing 

pertinent issues and questions discussed with many of you recently. These views and analytics 

are not conformist ones, and address several misconceptions prevalent in the marketplace.  As 

mentioned in prior AGL commentaries, we continue to make the case that Broadly Syndicated 

Loan (“BSL”) strategies are additive to all institutional and HNW portfolios to generate current 

cash income. 

Inadvertent Investing Paradox 

Most investors seek returns from price appreciation. Along the way, the mark-to-market (MtM) 

Net Asset Value informs both the current valuation of the investment and unrealized 

gains/losses. These “marks” form the basis for performance reporting and analysis. In the past 

“money earning money” strategies were part of the investing model. With zero and near zero 

interest rate policies, such investments as such as coupon clipping bonds, passbook savings, 

and money market accounts, are history. There continues to be demand for real yield, and who 

would not want a 7% annuity? The current inflation concerns, as the economy reignites after 

Covid-19, suggests higher rates, but these are likely to continue at anemic levels. 

Surrendering to fate 

Investment outcomes increasingly reflect future random outcomes and less target goals 

achieved by executing a specific investment plan. This makes investors who require liquidity at 

specific times particularly vulnerable. As a result, investing has become more like roulette than 

conservative savings plans that many are too young to remember. 

Price-based investment strategies continue to be the mainstay investments for individuals and 

major institutions alike. A major shortcoming is that performance outcomes and analyses 

thereof reflect market prices. These market externalities are out of an investor’s or its 

fiduciary’s control. While manager value added can be assessed on a relative basis (higher or 

lower gains/losses than peers), market forces override everything, and there are many of them. 

Forces driving prices include 1) market sentiment, 2) market “technicals” (a shortage or surplus 

of assets in demand), and 3) the fundamentals that underpin actual asset performance. 

In the past, price-based strategies (mostly public and private equities) had impressive long-term 

performance. Going forward, valuations are high and continued appreciation is questionable. 

Meanwhile the traditional “diversifier”, fixed income, is experiencing compressed yields, and 

while the risk-free rate is rising slightly, yields are expected to be “lower for longer” (and a rate 

increase could further depress valuations thanks to MtM). Whether interest rates rise or not, or 

by a lot or a little, there is widespread agreement the bond “bull market” of past decades is 
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over, as the “zero bound” of risk-free rates has capped meaningful fixed income price 

appreciation. In addition, price volatility is now as big an issue for this asset class as it is for 

equities. In both cases valuations and prospects for price volatility are high. 

Going forward, price variability will likely have a bigger but a more unpredictable effect on 

returns. In the past this was less of a concern. Price dips and periods of volatility were seen as 

interruptions in an upwards price trajectory reflecting long term economic expansion and actual 

performance for equities, bonds and most everything else. But these trends are now in question 

due to perceived changes in demographics, the effects of technology, especially AI, on labor, 

and other structural factors. Creating further uncertainty is unprecedented monetary and fiscal 

“experimentation” underway now. 

What is an investor to do? 

Diversification across asset classes and multiple strategies has long been the mainstay of 

prudent investing. This “mosaic” has been evolving to give greater weight to income generating 

strategies, including allocation to new sectors. Allocations to Direct Lending and the expanding 

search for infrastructure and the like, plus use of leverage, are prominent examples. 

Importantly, Direct Lending (an opportunity created by higher bank capital requirements 

imposed by regulators post GFC) remains untested by a major recession such as 2009. 

Under Allocated Opportunity Due to Multiple Misunderstandings 

One income-based strategy which has been overlooked by many institutional investors, is the 

hybrid fund structure of investing in non-investment grade corporate broadly syndicated bank 

loans (“BSLs”) using structured credit leverage. Investors are aware of this strategy, but many 

misunderstand it. 

Private credit but liquid 

BSLs are often conflated with High Yield which are public securities. BSLs are a form of private 

credit, indeed the original and established version. Originating banks learn and use extensive 

nonpublic information to analyze, structure and underwrite them. Indeed, it is expected that a 

competent banker will probe, analyze, and factor in all relevant borrower information, most of 

which is private, including to evaluate the three “Cs”: a borrower’s Character, Competence and 

Capacity to repay. While the substantive content of this is available to BSL investors or 

managers, including direct ongoing access to borrowers, owners, and the agent banks, this is 

not the case if managers elect to be “public side”. In that case they are legally “walled off” from 

this non-public information. The vast majority of BSL investors and managers are public side 

High Yield crossover investors and fiduciaries (estimated to be 75% +, whereas only 25% of 

BSLs, as computed by S&P/LSTA Leveraged loan Index, have borrowers with public securities 

outstanding, so this is mainly a Private Credit universe). These managers and investors miss out 

on the private side information that better informs individual BSL valuations, and critically, 
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portfolio optimization, plus risk management. This access to “private side” information, which is 

ongoing, is high value added for those that can take advantage of it. 

As noted, loans are not securities, and are liquid with large volumes trading in a private market 

across bank trading desks, where the bank is the counterparty to both buyer and seller, and one 

or both can be private side or public (on average BSLs have 5 daily bids and 55% of BSLs by 

count have at least 4 daily bids). The “private side” has an asymmetric information advantage, 

both in considering new issue loans, and in optimizing portfolios with secondary sales and 

purchases. Each can be informed by additional information, including what may lead to changes 

in public ratings and the effect thereof on loan prices. The public side investors all know the 

same thing at the same time, so alpha would be hard to create absent a crystal ball. The subject 

of private versus public information availability and access to borrower managements rarely 

comes up. This is because most market participants do not know its value, having only been 

public side, or prefer not to draw attention to investing with incomplete information. 
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A longstanding characteristic of the BSL primary and secondary markets are inefficiencies, 

especially the private-public information asymmetry. An advantage for some but a limitation 

for others. 

The asset class is a set of diversified income streams, not one-off risks 

A second misunderstanding is that individual BSLs are the asset class. They are not. Diversified 

portfolios of BSLs are, and this consists of the ongoing earnings power of many loans (200-300 

out of a universe of 1200) making interest payments every 3 months and doing so for years. 

This is in addition to the fact each BSL is senior, secured, and structured by banks (the most 

experienced originators of private credit) for full repayment of principal in the event of any 

borrower credit deterioration and/or economic adversity. While each BSL is secured and senior 

in a borrower’s capital structure, the reliable returns and safety result from investing in a 

diversified portfolio of 200 or more BSLs, not 10 or 50. Each BSL’s credit spread (risk free rate + 

appropriate premium or higher) at the portfolio level sums up to (in aggregate) a net excess 

return, as only a fraction of BSLs in a portfolio may incur a credit loss, if any, and certainly not 

all of them. This portfolio level combined quarterly cash net interest income stream is multiples 

above total costs and credit losses even in extreme environments. The result is protection of 

invested capital and a dependable cash annuity (discussed further below). 

Generally low risk and attractive returns 

BSL portfolios mostly generate LIBOR + 4-5% cash returns, including purchase price discounts, 

which on a combined basis as just discussed, have the potential to deliver safety, and 

predictable “carry trade” type returns.  In fund formats using light (2-3X) or full (9-11X) CLO 

leverage, the asset class level returns are multiplied. In all cases, these are net of costs, fees and 

losses, with levered returns ranging from 8-18% depending both on gearing level and manager 

capability. 

As noted, the full preservation of invested capital and annuity like returns directly reflects the 

fact that the asset class consists of portfolios, not individual BSLs. Proper diversification, 

combined with portfolio level excess returns, can effectively immunize invested capital and net 

returns against credit risk, as the portfolio income stream funds any credit losses that can 

occur, with ample returns left over after doing so. This portfolio level aggregation of individual 

loan excess spreads sums to a net excess return enabling the continuous generation of an 

annuity income stream. 
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Bank research indicates that over 98% of the junior-most capital for all CLOs (CLO equity) issued 

since 2000 had a positive IRR, meaning no loss of principal1 (at 10x leverage). Lower levered 

CLO funds (2X or 3X versus 10X) power down the net returns to 8-12%, versus 15-18%, but are 

more efficient to execute, and are immediately scalable. The question is not if a predictable 

return can be achieved, but at what target level based on using leverage or not, and if so, how 

much. 

How can investing with leverage be prudent? 

In addition, some investors are not aware that the leverage in CLOs is long term and has no 

price-based trigger like a margin loan or a total return swap (there are no requirements for 

forced selling or liquidations). This leverage is repaid by portfolio loan cash flows only, and not 

prematurely and disruptively (or worse) as can be triggered by price-based loan to value ratios 

(“LTV”).  

These long-term structures typically have a 5-year reinvestment period during which portfolio 

principal cashflows are reinvested in additional BSLs. Afterwards the portfolio principal 

cashflows repay the structured credit debt as portfolio loan repayments occur, and not as 

required by a fixed amortization schedule as there is none. The final maturity for this non-MtM 

structured credit debt is typically 12 years, but generally portfolio cash flows repay all the debt 

within 8-9 years, or earlier. This stable leverage framework has the potential to magnify the 

steady cash flow and significant excess net returns generated by BSL portfolios. 

Prevalent misconceptions 

These misunderstandings are reinforced by press stories on BSL and CLO risks. This is 

compounded by the mistaken association of CLOs with the subprime CDO debacle, despite the 

former’s stellar track record during the GFC, and more recently with Covid. Recent press articles 

on the loosening of credit standards are appropriate, but the conclusion it is a predictor of 

default is incorrect. Credit quality and debt capacity are the predictors of default, not loan 

documentation terms. As outlined, BSL portfolios can immunize against the credit risk of 

individual loans within them, and with appropriate risk adjusted loan level pricing taken as a 

whole, generate the consistent returns. There are key risks however, but these are the degree 

of a manager’s credit acumen and ability to manage a CLO’s tight rules based legal framework. 

What about credit quality and bank underwriting standards? 

Despite perceptions to the contrary, BSL credit quality overall is high. There are of course 

exceptions. But the BSL borrower population has changed in line with the US economy, and the 

business enterprise software sector in particular is growing much faster than the economy 

overall.  

  

1. Source: Wells Fargo Structured Products Research, Intex, and data provided by mgmt. teams 



6 
 

Peter Gleysteen | CEO & CIO | Direct: (212) 973-8611 | Mobile: (212) 991-8775 535 Madison Avenue | 
37th Floor | New York, NY 10022 | pgleysteen@aglcredit.com | aglcredit.com  

 

Critically, many of these and other businesses have a significant percentage of recurring 

revenues and high customer switching costs. These business model attributes support higher 

enterprise valuations, which translates to more favorable value cushions (junior capital) relative 

to a senior secured BSL. Many of these borrowers are more profitable than those in the past 

and offer more protection in the form of cash flow relative to debt service and ultimate 

repayment. BSL portfolios can generate positive returns on an “all-weather” basis, and as 

noted, banks, the most experienced originators of private credit, structure BSLs to protect 

principal in potential scenarios of all kinds. The leading banks continue to have high standards 

and a long history of credit expertise. As I emphasize repeatedly, it is properly diversified loan 

portfolios that matter, plus appropriate risk premiums for each individual loan. The opposite of 

this bulwark and safety and predictability, are of course credit concentrations, mis-priced risk, 

and illiquidity, plus at the fund level if leverage is employed, market price-based margin type 

debt.  

Volatility 

Investors are required to report performance on a fair value basis, which reflects price-based 

volatility from time to time. This reflects moment in time portfolio liquidation values, which can 

distort depictions of what matters to long-term investors. These are the steady generation cash 

flow at target levels, and the forward earnings power of BSL portfolios that delivers the 

monetization of the investment. The metrics that capture this are IRR and MOIC (multiple of 

invested capital). Perhaps counter intuitively, and importantly, for long term investors (whether 

using CLO leverage or not) volatility presents ongoing opportunities to increase the dollar 

amount of loans relative to the amount of invested capital.  As BSL price movements and 

underlying credit performance are often disconnected, this provides continuous portfolio 

optimization opportunities (sell overpriced BSLs and buy underpriced ones) and a risk 

management tool to address new risks. In addition, such investors can take advantage of forced 

or misguided selling in periods of market volatility or worse. As illustrated in the graph below, 

BSL market sell-offs subsequently “pull to par”, as would be expected for the secured and 

senior portion of a borrower’s capital structure. If a BSL is worth less than par, then in theory all 

junior capital below would be worthless, but few would advocate that at times when BSLs are 

discounted, that junior capital, including Private Equity, has no value. 

 

 

SPACE INTENTIONALLY BLANK 
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As the graph depicts, periods of volatility present ongoing opportunities for long-term 

strategies with the ability to reinvest portfolio principal cash flows. As mentioned, manager 

credit acumen and structured credit capability are key, and the opportunities are greatly 

enhanced if the investment model is private side. 

What About Now? 

Current market conditions are favorable in all respects for BSL and CLO investing, and make for 

an excellent entry point.  While long-term investing is not about market timing, some points in 

time are better than others. BSL spreads have been widening due to increased M&A and LBO 

based new issuance, in contrast to compression for most fixed income. Indeed, High Yield 

coupons (reference interest rate + credit spread) are tighter than BSL coupons (LIBOR + 

contractual spread), despite having a term rate premium. On the CLO debt side, liability costs 

are at low historic levels and expected to edge lower as record liquidity continues to permeate 

financial markets. 
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Why BSLs instead of the newcomer direct lending? 

These asset classes have a lot in common but BSLs are larger loans to bigger companies and 

vetted by a large lending group. The accessible BSL universe is also very large, so diversification 

is easily accomplished, and BSLs are liquid. Neither is the case with Direct Lending, which are 

more if not highly concentrated “ride it out” strategies. Price discovery and valuation 

transparency are also absent. With BSLs capital can be scaled and deployed quickly, especially 

with lightly levered CLOs (where the investable junior capital is multiples of the amount of fully 

levered CLO equity). As noted, BSL investing can benefit significantly from access to private 

information. Most investors and fiduciaries do not take advantage of this, due to having single 

teams manage both BSLs and High Yield and the associated private-public information “wall”. A 

direct comparison of all these strategies is worthwhile, including the components of the gross 

and net target returns. The pace of capital deployment is another consideration. BSL portfolios 

continue to stand the test of time in safeguarding invested capital and producing consistent 

long-term returns. 

A gem hiding in plain sight 

BSL portfolios are a proven “all weather” and “full credit cycle” asset class that have the 

potential to generate annuity-like returns over the long term. The framework of using CLO 

leverage amplifies these favorable attributes. This strategy is the antithesis of what harms 

credit investing: concentration, mis-priced risk, market value-based leverage and illiquidity. 

High diversification, attractive risk adjusted returns, cash flow-based leverage and liquidity are 

the hallmarks of BSL investing in the CLO format. Long term investors that are underweight or 

not invested would be well served to do so. 

Best, 

Peter Gleysteen 


