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Busting the CLO CCC myth

Whenever there is a period of macro volatility a predictable article tends to come out in the broader financial
press. It typically goes along the lines of [insert negative macro event] is predicted to cause a spike in CCC loans
in CLOs. This will cause them to breach their 7.5% limits and force the CLO managers to sell their CCC loans at
distressed prices. It's an enticing premise — any forced selling of low-priced assets usually is — however, it's incorrect
as it's just not how the CCC tests work in CLOs.

Also, despite these articles, no AAA-rated CLO has ever defaulted in over 25 years (when rating agency data first
started being collected).” As we have mentioned before, this is a track record that covers multiple crises including
the Global Financial Crisis, Eurozone crisis, and COVID. So why, despite these headlines, do AAA-rated CLOs have
a clean track record of zero defaults and how do CCCs fit in?

CLOs are designed and have been tested to weather periods of market volatility. They've achieved this record, in
part, because they are non-mark-to-market structures (there are no margin calls on CLO debt) and because of
numerous tests built into the structure. These tests aim to ensure there is sufficient loan collateral to protect the
CLO investors throughout the lifecycle of the deal. CLO debt notes are designed to be ‘over-collateralised’ — there
are more assets (underlying loans) backing the note investment than is owed on that investment. Many people
will be familiar with the example of a mortgage whereby a bank typically lends less than the property is worth.
This provides the bank with a cushion to receive their money back in the event of a mortgage default as the
property can decrease in value and still be worth enough to pay the mortgage back in full.

In CLOs, a typical deal may have €225m AAA debt but €375m assets backing them. This provides a similar cushion
for the AAA investors. In a simplified example, the assets could experience €150m of losses before they are worth
less than the amount owed on the AAA-rated CLO debt.
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To consistently measure this over-collateralisation, each CLO specifies a series of over-collateralisation tests.
These all work in a similar way. You take the total amount of assets in the deal (the underlying loans) and divide
it by the CLO debt (e.g. the AAA tranche). We call this an over-collateralisation ratio (OC Ratio). If the OC ratio is
above this limit, the test passes. If it is below the limit, then cash flows that would have been paid to the
subordinated notes (equity) of the CLO get redirected to increase the ratio back to an acceptable level.

To ensure the CLO protects noteholders from a buildup of lower quality loans, the OC ratio may be impacted by
the current level of CCC's in a deal. While the CCC bucket in a typical CLO is set at 7.5%, it is important to note
that this is a pre-emptive provision. If exceeded, it is only the excess above 7.5% that is measured differently in
the OC ratio calculation by being included at market value rather than at par value. We can distill the impact of
CCCs on this test in three brief takeaways:

1. The 7.5% CCC number matters in that it is the percentage at which the OC ratio test cushions will start
decreasing in a deal, but it is not a hard limit at which CLO managers must sell loans.

2. 7.5% is not the number at which cashflows will always divert. Fair Oaks’ modelling of a recent CLO
transaction shows the CCC percentage will have to rise to more than 15% to trigger a diversion.?

3. Even if the CCC balance climbs, the CLO is not forced to sell loans — while the manager may elect to sell
because they think the value of those loans will deteriorate further, this is an active choice. If they decide
to do nothing and the CCC balance climbs to a sufficiently high level, the CLO debt protections will
automatically kick-in and redirect cashflows from the equity to the AAA investor.

The CCC excess is a little complicated and that unfortunately can create some confusion when generalists
comment or write about it in the press. Importantly, the CCC excess is not a forced liquidation trigger but
rather a pre-emptive measure aimed at offering additional protection to CLO debt investors. These tests
protect CLO investors and have resulted in the robust credit performance observed over the last 25 years!

If you are looking for additional details about how CCCs impact a CLO’s cashflow waterfall please read our
whitepaper,

Should you have any queries, please do not hesitate to contact us.
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Endnotes

1. S&P's, "Default, Transition, and Recovery: 2023 Annual Global Leveraged Loan CLO Default And Rating
Transition Study", 27-Jun-24.

2. Fair Oaks Capital as at 09-May-25. Illustrative example using Trinitas Euro 9 CLO. Analysis assumes CCC
trading price of 50c.
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FOR INSTITUTIONAL AND INFORMED INVESTORS ONLY. NO OTHER PERSONS SHOULD RELY ON THE
INFORMATION CONTAINED WITHIN THIS DOCUMENT.

Marketing communications issued in the European Economic Area (“EEA”): This document has been issued and
approved by Gestion Fondo Endowment, Agencia De Valores, S.A. which is authorised and regulated by the Spanish
Comisién Nacional del Mercado de Valores (CNMV) as an authorised investment firm in accordance with the Directive
2014/65/EU of the European Parliament and of the Council of 15 May 2014 on markets in financial instruments, as
amended (MiFID).

Marketing communications outside of the European Economic Area (“EEA”): This document has been issued and
approved by Fair Oaks Capital Limited and its affiliates (together “Fair Oaks Capital”). Fair Oaks Capital Limited (FRN:
604090), 1 Old Queen Street, London SW1H 9JA, is authorised and regulated by the United Kingdom Financial Conduct
Authority.

Past performance is no indication of future results. Inherent in any investment is the potential for loss. Target
returns and distributions are hypothetical targets only and are neither guarantees nor predictions or projections
of future performance. There can be no assurance that such targeted returns will be achieved or that the
product will be able to achieve its investment objective, policy or strategy or avoid substantial losses. Any
decision to invest should be based on the information contained in the appropriate prospectus and after
seeking independent investment, tax and legal advice. The content of this document does not constitute
investment advice nor an offer for sale nor a solicitation of an offer to buy any product or make any investment.

No undertaking, representation, warranty or other assurance is given, and none should be implied, as to, and no
reliance should be placed on, the accuracy, completeness or fairness of the information or opinions contained in this
document. Any views expressed in this document were held at the time of preparation and are subject to change
without notice. The information contained in this document is subject to completion, alteration and verification. Save
in the case of fraud, no liability is or will be accepted for such information by Fair Oaks or any of its directors, officers,
employees, agents or advisers or any other person.

The distribution of this document in jurisdictions other than the United Kingdom may be restricted by law and therefore
persons into whose possession this document may come should inform themselves about and observe any such
restrictions. In particular, information contained within this document is not for distribution in or into the United States
or Canada. Any failure to comply with these restrictions may constitute a violation of the securities law of such
jurisdictions.

Please refer to the disclaimer of this document. Past performance is no indication of future results. Inherent in any investment is
the potential for loss.

Marketing Communication. Copyright © 2025 Fair Oaks Capital Ltd. All rights reserved. 3



	The CLO Investor
	Endnotes
	Disclaimer


