
 
 
 
AGL Investment Note January 2022 
 
Re: Role of BSL Investment Strategies in a Rising Rate Environment 
 
Topic # 1: Market conditions (prevailing uncertainties-rates, inflation, Omicron, etc.) 
 

• We share the view that strong economic growth in the US will continue and is fueled by 
demand of consumers in healthy financial condition 

• The post 2Q2020 environment is the start of a new cycle, not a continuation of the one 
starting 2010 

o The US has always had rolling, “mini” recessions in various industries and sectors 
reflecting both sub-cycle and structural factors (carbon extraction is an example 
of the former and traditional retail outlets the latter) 

o This will continue, and some sectors will grow faster than GDP 
• Covid is driving record setting M&A and LBO activity across the economy as businesses 

adjust their models to new requirements and opportunities including changing spending 
patterns and ongoing digitization trends 

• A record level of BSL new issuance has resulted from this wave of investment, and a 
robust BSL supply has kept all-in spreads (asset returns to CLO investors) at elevated 
levels 

o This is notwithstanding an accompanying record issuance of CLOs that continues 
to be stimulated by institutional debt investors’ search for yield, especially 
floating rate securities with public ratings (and CLOs offer the only scalable rated 
floating rate debt investment) 

o This demand has compressed CLO liability spreads (cost of funds for the CLO 
equity investor), so the continued elevation of BSL all-in spreads has improved 
the net interest margin differential (net asset spreads less fund debt costs) for 
CLO equity investors, which make these even more compelling investments 

o This M&A and LBO issuance, plus associated BSL and CLO new production, is 
ongoing and likely to continue, and benefits all BSL based products including the 
AGL Core Fund 

• BSL credit quality continues to be good and is supported by ongoing corporate 
profitability 

o In the case of new loans, while the very competitive and record level of 
M&A/LBO has increased company purchase prices, this reflects acquiror focus on 
growth opportunities not “cutting fat”, and is being financed by larger equity 
contributions, not more debt; as a result, BSL leverage as measured by multiples  
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of borrower cash flow is attractive or adequate, and less than or similar to levels 
prevailing pre-Covid 

o Inflation presents some companies with a “cost pass-through” challenge, which 
in many cases appears short term, but is stimulating a continuing prioritization 
on productivity improvements 

• While ‘market timing’ is not advised, including for BSL investments, some times are 
better than others 

o This is an opportune period in which to enter or increase exposure to BSL based 
products 

 
Topic # 2: The BSL Asset Class; AGL’s Investment Philosophy & Model 
 
• The BSL asset class is a myriad of portfolios consisting of highly diversified pools of BSLs, not 

single loans, all representing the senior and secured debt of mid and large cap mostly 
private companies 

o This is a unique form of credit exposure to the US economy, including in high growth 
sectors, that can only be accessed by this investment channel (public issuers are 
mostly multinationals) 

• In the context of asset class allocations, in addition to added diversification, this offers the 
unprecedented combination of 1) a safe repository for invested capital, 2) stable risk 
profile, and 3) annuity-like cash income streams 

o The safety can result from investing in highly diversified pools of BSLs, which in the 
case of CLOs, is enforced by the structure itself 
 In AGL’s funds, these portfolios consist exclusively of hundreds of senior 1st 

Lien (secured) loans to companies that are large enough to access a 
sophisticated capital market, and which have high financial transparency and 
deep secondary market liquidity 

 Most leveraged borrowers do ok in recessions, and many do better 
 The asset class has a well proven multi-cycle track record, and the prospect 

of loss at the fund portfolio level, if highly selective and well-diversified, is 
statistically remote 

o The stable risk profiles that BSL portfolios can achieve results from both 1) rigorous 
individual asset selection (and ongoing reassessment) and 2) incorporating each loan 
in a granular, purposefully constructed and actively managed portfolio 
 First, individual BSLs must be to credit worthy borrowers, have suitable terms 

including risk adjusted returns, and be part of capital structures robust 
enough to withstand cash flow projection-based stress testing 
 Selection must be informed by a financial performance assessment of 

future loan repayment in full, irrespective of duress 
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 This initial and ongoing analysis can be materially advantaged by 
access to non-public information by ‘private side’ investors like AGL, 
which elect to not invest in securities- namely bonds (High Yield is the  
largest leveraged finance asset class and existed for a decade before 
BSLs emerged from the banking system as a new form of investment) 

 AGL’s investment model is further enhanced by a “maker”, bank 
origination/agent, approach to financial analysis, due diligence and 
direct access to managements and PE sponsors (which in prudent 
banking terms is the “3 C s”: know the borrower’s character, 
competence, and capacity) 

 AGL’s deep banking DNA in originating, structuring, distributing, and 
managing credit, is an outlier in the asset management industry, 
which has mostly “taker” buyside experience and mindsets, including 
limited knowledge of the depth and quality of private information 
that can be available, including one on one access to borrowers 

 Second, to reduce negative portfolio performance variability over time, 
including muting business cycle effects, portfolio construction and 
management must deliberately maximize diversification and specifically 
minimize intra-portfolio correlation of individual BSLs 

 In AGL’s investment model, this results from seeking BSL investment 
candidates with favorable characteristics measured in portfolio terms on 3 
levels: 
 The 1st criteria is the placement in AGL’s “A-B-C” formulation, 

whereby a borrower with a business model that has low or no 
sensitivity to the economy, is categorized as “A” given its ‘a-
recessionary’ financial characteristics 

o Each AGL fund portfolio targets to have 50% such “A” s 
o There are not enough “A” BSL borrowers which have the other 

requisite factors (capital structure, operational and financial 
performance, loan terms, etc.) to provide sufficient 
diversification for target levels above 50%, so the balance of 
each portfolio comprises “B” (beta) and “C” (cyclical) 
borrowers 

o While “C” borrowers have the most variable performance, 
many are in businesses that need to exist, have leading, “large 
moat” market shares, appropriate capital structures, terms, 
etc., and thereby meaningfully contribute to diversification 

o The portfolio dominance of “A” s minimizes GDP correlation, 
so any occurrence of individual borrower credit deterioration 
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is spread out over time, versus bunching together in economic 
contractions 

 The 2nd portfolio composition consideration is industry selection, and 
what to over /equal / underweight based on industry dynamics, and 
most importantly, which should be excluded (AGL has excluded 
certain industries from inception such as carbon extraction and big 
box retail as noted above) 

o Industry considerations are integral to the consideration of 
“B” and “C” borrowers 

 The 3rd element of portfolio construction and management is to 
maximize individual borrower idiosyncrasies to minimize intra 
borrower correlations even further than the A-B-C and industry 
constructs do 

o This can create an increasingly random dispersion of individual 
borrower future performance versus weakly or strongly 
correlated ones, thereby further suppressing portfolio 
performance variability 

o The goal is more linear versus episodic (industry and economy 
driven) distribution of incidences of portfolio credit quality 
change over time 

o It should be noted that the subject of credit diversification is 
generally viewed through the lens of industry categories by 
which the public rating agencies and traditional economic 
research subdivide the economy 
 This is mostly historically based (and not likely to change 

as these are quantitative models based on past 
performance) despite substantial change and the 
transformation of many sectors 

 For this reason, AGL seeks to identify idiosyncratic 
business model characteristics within these traditional 
classifications to identify more subtle points of 
differentiation affecting future likelihood of repayment of 
each BSL (also the ultimate determinant of market value) 

o AGL sees this as an opportunity for deeper analysis including 
using data mining and other quantitative tools engendered by 
the increased digitization of the economy 

 The best way I can summarize this is “The more a borrower’s credit 
performance has nothing to do with other borrowers, the better” 
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o Annuity-like cash flows are produced by this triad approach to portfolio 
construction and management: 
 The safety of invested principal ensures a consistent stream of contractual 

payments 
 A low incidence of credit deterioration over various timeframes can create a 

stable risk profile with low credit costs 
 The results are consistent net cash distributions and net income margins 

 
This ‘granular diversification framework’ is one of the two paramount goals of AGL’s 
investment model 

 
• How is this reflected in cash flows, mechanically, at the portfolio level? 

o BSL all-in spreads “price in” loss risk at the individual loan level, which translates to 
consistent aggregate excess returns at the portfolio/fund level 

o The interest income exceeds any credit losses 
o This excess is distributed as net interest income each quarter 
o Given this is a purposefully safe, indeed highly defensive, asset class, any such fund 

should have maximum protections and be prepared for worst case scenarios 
 Active management can create the equivalent of ‘rainy day reserves’ by 

increasing the economic value of the asset portfolios relative to invested 
capital (more assets in the numerator divided by fixed denominator) 

 An expanding asset base also generates more net interest income 
 This is accomplished by a dedicated team focused on daily portfolio 

optimization by replacing existing BSLs with ones more accretive to portfolio 
value and / or quality (the CLO marketplace terms this ‘Par Build’) 

 If unused, this ‘reserve’ increases investor returns 
 

Achieving material ‘Par build’ is the second paramount goal of AGL’s investment model 
 

• AGL’s investment philosophy and its practical application is the creation and management 
of BSL portfolios which repay at par whether held to maturity or not 

o This is the gold standard, as protecting invested capital in and of itself provides 
safety and generates returns 

o Relentless focus on refined levels of diversification using the AGL tri-partite 
approach contributes to a stable risk profile and steady cash distributions 

o The unexpected inevitably occurs, so the AGL investment model’s portfolio 
management imperative is to create ‘reserves’, the so-called ‘Par Build’, by 
continuous portfolio optimization 

o This increases the value of assets owned by each fund’s investors 
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o This ‘reserve’ can protect the cash distribution streams, and the expected positive 
balance at termination enhances cumulative returns. 

• In summary, AGL’s investment philosophy and model focus on two interlinked goals: 
highly differentiated diversification and ‘Par Build’ to increase fund value 
 

• Separately, investment maturity is a key investment consideration, and important as BSL 
strategies are income products, which exist to generate earnings over time, not a price 
realization at a moment in time 

o The natural lifespan of a BSL portfolio-based investment product can vary between 
3-7 years or longer, and preferably at least 5 years, which reflect the benefits of: 
 Annual portfolio turnover of between 30-50% or more due to 1) an average 

life of 3 years for a new issue BSL (due to high prepayment rates despite the 
typical 7 year legal maturity at issue), and 2) intentional sales to optimize 
portfolio performance and explicitly ‘Par Build’ (the proceeds of which are 
both reinvested) 

 The ability to reinvest loan principal proceeds to capture, in periods of 
volatility and economic downturns, wider spreads/lower prices in the 
primary and secondary BSL markets respectively (in the case of CLOs, the 
liability costs remain fixed, i.e., low, unless opportunistically reduced after 
non-call expiration), and in so doing meaningfully improve a fund’s risk 
profile and cash returns 

o All AGL funds turn over approximately 60% annually due to continuous portfolio 
optimization and BSL prepayment speeds, and have projected lifespans of 6-7 years 
from inception (while structured credit leverage has longer tenors, once 
reinvestment periods end, portfolio principal cash flows prepay debt without 
penalty, thereby de-levering the fund, which AGL winds down when appropriate) 

 
Topic #3: Structured Credit / CLOs (in all formats) 
 
• CLOs use long-term, non-mark-to-market floating rate notes (no market price triggers) in 

multiple publicly rated tranches in decreasing order of seniority 
o Leverage can be as high as 11X (usually 10X) with approximately 66% of the 

capitalization as AAA notes, and so low cost (in the case of the AGL Core Fund it is 
the only debt with equity comprising the 34% balance) 

o These typically have 12-13 year final maturities, and 5 year reinvestment periods, 
after which loan principal cash flows de-lever the structure, such that shrinking BSL 
portfolios are typically sold down at opportune times, and prepay remaining 
liabilities without penalty, to optimize the fund equity returns 

o The AAA have short non-call periods, providing the equity with favorable 
asymmetric optionality to refinance at lower fund debt costs if market levels tighten 
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o The structure includes individual tranche loan to value (“LTV”) tests that are mostly 

par, not market value, based, which if triggered, divert equity cash distributions (and 
2/3rd of manager fees) in varying degrees to acquire more assets or repay senior 
notes depending on severity of a test breach,  

o It is important to note that triggering LTV tests diverts cash flows, usually 
temporarily, but does not force asset sales, and when the structure self-corrects to 
permissible LTV levels, distributions resume as before 

o This ‘self-correcting’ structure is the reason that even CLOs with poor quality 
portfolios can avoid a loss to the originally invested capital  

• This stable long-term structure, including lower leveraged versions, magnifies the BSL asset 
class attributes of 1) safety of invested capital, 2) stability of risk profile, and 3) annuity-like 
returns 

• More investors are discovering the benefits of investing in CLO equity in various forms; 
fortuitously, debt investors are increasingly attracted to the publicly rated floating rate 
notes issued by CLOs, and especially the banks to the AAA notes, which has been 
compressing CLO liability costs 

 
Topic #4: Measuring and comparing returns 
 
• For BSL based investments, including lightly levered AGL Core Fund and fully levered CLOs, 

the paramount measure of performance is ‘Par Build’, which is the net cumulative increase 
over the life of the investment of the value of the assets to the invested capital (as outlined 
above) 

o There are many additional important metrics, including credit quality/risk profile, 
returns, and others 

o Tracking these, and especially ‘Par Build’ on an absolute and comparative basis is 
essential, and there is ample and ongoing published bank research on manager 
performance metrics   

• For asset class allocations, measuring both total (cash and price) and absolute (cash) returns 
is necessary, but for the long-term investor, it is absolute, real, cash on cash returns, which 
represents real economic value, which in BSL based funds, is the cash generated and paid by 
the underlying borrowers 

o In present value terms, the economic value remains the same irrespective of interim 
price movements (a BSL generating SOFR + 5% p.a. with a stable credit profile will, 
all else equal, generate the same amount of cumulative cash returns irrespective of 
up and down price movements of the asset from a MTM standpoint) 

o For the BSL long-term investor price volatility is an opportunity, not a hindrance 
 Volatility, which is recurring, is a substantial enabler of ‘Par Build’, especially 

as many investors succumb to sentiment driven decision making, hence  



8 

 
 

          
 
AGL Credit Management LP     |     535 Madison Avenue, 37th Floor     |     New York, NY 10022     |     T: (212) 973-8600     |     www.aglcredit.com 

 
 selling, versus basing this on BSL credit fundamentals-based analysis and 

reasoned judgment of market technicals (sellers versus buyers) 
 
Questions that were asked 
 
• How do BSL product cash flow profiles fit in alongside other strategies and what about tail 

risk? 
o They are highly complementary, as these safe, stable, and robust cash flow streams 

can have a moderating overall effect where other allocations have more variable 
cash flows, and offset diminished yields from other fixed income, especially IG, as 
well as public equity dividends (you can spend cash but not NAV) 

o In portfolio fit terms, the cash flow pattern of CLOs or other BSL investment formats, 
can be an excellent pairing with the so-called J curve of PE funds, and other 
strategies where the cash is back ended into the future 

o Tail hedging for long-term investors can be a momentary panacea, as liquid asset 
classes comprised of diverse portfolios, historically have experienced mean 
reversion, where prior price levels are retraced (which in loan market is termed ‘pull 
to par’) as cycles and/or bouts of volatility run their course (given the long term 
prospects for the US economy) 

• What is the correlation of these BSL products with other asset classes and how would it fit 
in a portfolio? 

o The cash-on-cash correlation is very low, as the actual performance of senior 
secured loans is so different, and verifiably so, from other asset classes, including 
adjacent ones like High Yield and Direct Lending (small cap borrowers unable to 
access capital markets)  

o The risk correlation is also low due to both 1) characteristics of borrowers able to 
access the BSL market, combined with collateral and seniority in the capital 
structure, and 2) especially the degree to which BSL portfolios can be diversified to 
very granular levels 

o On a price basis there is correlation, as liquid assets tend to all reflect prevailing 
conditions, such as rising prices in favorable environments 
 This especially true in periods of volatility or worse, when there can be 

uniform selling of anything liquid 
 This correlation is however somewhat muted as the greater safety of BSLs 

affects their price behavior, and many investors are loath to sell them when 
they need to raise cash or simply panic 

• Why shouldn’t an investor directly invest themselves? 
o BSLs are bespoke assets created by banks to finance a specific purpose, such as an 

acquisition (which entails analyzing the yet to be formed combined entity), which  
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requires substantial experienced and expert resources, especially to gain the 
advantages of ‘private side’ investing by accessing non-public information on a 
legitimate and market sanctioned basis 

o In addition to credit analysis and selection, portfolio construction and management 
requires additional expertise and team depth, especially to engage in optimization 
whereby loan credit quality and prices are continuously assessed on a relative value 
basis, and executed via purchases and sales in the secondary market 

o Access to requisite amounts of new issue loan flow is also a key consideration, as are 
relationships with underwriting banks, and for ‘private side” fiduciaries, also to 
borrowers, PE sponsors and borrower managements 

• What can go wrong? 
o On a long-term basis not much, due to the attributes of safety and stability of risk 

adjusted portfolio performance 
 Any actual erosion of invested capital would mean many other asset classes 

would lose substantially more value, or all of it 
o The asset class has proved itself over decades; the poor reputation and travails of 

banks with respect to credit, reflects 1 or more of the following 3 problems, and in 
the worst case, all three: 
 Credit concentration 
 Mispriced risk 
 Short funding long term assets; aka asset/liability mismatch 
 These are the opposite of what a CLO structure allows, and the AGL 

investment model specifically 
o At the macro level, no matter how deep and long contractions have been (the 2020 

recession was only 45 days), the US economy is big, broad, and diversified enough to 
recover once excesses are wrung out and confidence returns 

o What can go awry is a mismatch between this strategy and an investor’s time 
horizon, need of liquidity / redemption, and return targets 

o For the long-term investor this can be a good fit together with other multiple asset 
allocations to improve cash generation and risk adjusted return profiles 

o Incredibly enough, many sophisticated investors are not aware of this opportunity, 
or have been poorly informed and so misunderstand it 

o Investors new to this opportunity will likely thank, in years ahead, the advisors 
introducing them to it 

 
 


