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Introduction
As the impact of late-cycle sentiment and lower interest rates
heightens across global capital markets, the subsequent effects have
reverberated within the leveraged loan market. In this tenuous
environment where an earnings miss can cause loan prices to
instantly drop 10-50 points, we find ourselves asking how to best
navigate these choppy waters. As we assess the underlying
fundamental quality of the market, we have taken a closer look at the
B3 rating category, which has been the largest detractor to index
performance this year alongside CCC-rated loans. We speculate
whether the market might be failing to discern the distinction
between the technical and fundamental pressure that has resulted in
the broad-based punishment of lower quality loans amidst the
headlines of idiosyncratic events. This has especially manifested
itself in the confusion surrounding the loan facility rating vs.
corporate family rating (“CFR”) as it relates to CLO appetite for this
paper. As such, we believe B3 CFR rated loans with a B1/B2 facility
rating offer attractive value amidst what we view to be an
overexaggerated “buyer’s strike.” In the following thought piece,
we investigate the “haves” and “have nots” in today’s below
investment-grade market and reveal how discerning credit
selection can mitigate both technical and fundamental
trends alike.

fallen by 10 points for the year-to-date period ending September 30,
2019. Due to our focus on credit fundamentals, Ares did not own any
of the loans that fell during the single session and only a single digit
percentage of the 107 for the year-to-date period(2,3). Though the
increased volatility in single issuers has generated broad-based
headlines in the media, these dramatic price moves have been driven
by idiosyncratic issues. Conversely, we believe the broader
downward trend of B3-rated loans presents an opportunity that is
largely technical in nature.
The market bifurcation has been particularly apparent within the
B3/B- segment as retail capital, which once comprised as much as
20% of the leveraged loan holder base, has steadily left the market
since late 2018 to comprise less than 9% of the market today(4).
Meanwhile CLOs, which have grown from 43% of the market in 2013
to a majority of the leveraged loan holder base today, are limited in
their enthusiasm to take on lower-rated credits. This shift in holders,
combined with growth in the single-B segment (approximately 40%
in 2007 to 62% as of October 31, 2019(5)) has resulted in the lower
segment of the market struggling to find a natural buyer, which has
been clearly evidenced over the past few months by the
aforementioned dispersion across average prices by rating tier.

Background
U.S. bank loans have recently received more attention and scrutiny
than usual as dispersion amongst credits is at recent highs. The
bifurcation in the loan market that first began at the end of the 2Q’19
has since resulted in the underperformance of lower tiered credits
relative to the broader market. This trend is most clearly
demonstrated by the dispersion in loan prices across ratings tiers in
the Credit Suisse Leveraged Loan Index (“CSLLI”), as seen in the
following chart(1).
As fears of a global slowdown grew over the summer, investor
tolerance for more storied credits evaporated as certain loans gapped
down on the heels of earnings misses, reduced guidance, and
liquidity concerns, while performing loans continue to be bid close to
par. This year, the market has seen 23 out of 1,960 names in the
CSLLI fall by more than 10 points in one day, while 107 names have

As the single-B portion of the market has grown, investors have
become increasingly concerned with the market’s ability to digest
this lower-tier supply and the underlying fundamental quality of this
segment. While we do agree that lower quality loans warrant further
scrutiny, we also believe that the market does not fully comprehend
the composition of this ratings cohort.
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So What is the market missing?
One key nuance to the B3 narrative that we believe both the market
and media outlets are misunderstanding is the distinct difference
between B3 corporate family rating and the loan facility rating.
While B3 corporate family rated issuers represent approximately
30% of the loan market, B3 facility-rated loans represent just 8% of
the loan market. Importantly, the facility level is a primary driver of
CLO performance, as there are limits on facility-level CCC-rated
exposure within a CLO, typically set at 7.5%. However, it should be
noted that CLOs are not forced sellers if these limits are breached;
rather, managers are unable to add additional CCC-rated exposure
and are required to mark-to-market this excess exposure.
While much has been said about the potential downgrade impact to
CLOs, we ultimately believe that the following thought experiment is
instructive in dispelling the myths surrounding this risk. The median
overcollateralization (“OC”) cushion for CLOs today stands at 4.28%,
while median CCC-exposure is 3.30%(6). In the unlikely event in
which all B3 facility-rated loans are downgraded, sending median
CCC-exposure to approximately 12% in the median CLO, market
prices on these loans would need to be less than 20 cents—a truly
apocalyptic scenario—to trigger deleveraging in the median CLO.
Though we note that CLOs do have tests that measure exposure to
corporate family ratings, the impact of failing these tests results in
limitations on a manager’s ability to buy additional B3 or lower
corporate family rated debt. In today’s market environment, we have
observed a pickup in downgrades. When combined with recent
heavy B3 CFR issuance, these tests have consequently been
pressured, leading to a “buyers’ strike” as each new B3 primary loan
issuance potentially triggers a further repricing of the secondary B3
loan market. In short, we believe the technical pressure of
the “buyer’s strike” on B3-rated loans and the loan
market’s subsequent lag in identifying this trend has led to
an interesting opportunity for discerning institutional loan
investors.

Not All B3-Facility Rated Loans Are Created Equal
As alluded to above, while corporate family ratings are regularly
tested by CLOs, we note that CFR downgrades alone do not lead to
deleveraging or a CLO “blow up.” However, B3 corporate family
ratings can be less efficient for CLOs, and possibly ineligible in
certain funds failing the tests described above. Within the B3 CFR
segment of the market, we are directing our attention to relative
value differences between loan-only capital structures and more
traditional capital structures (with junior debt beneath the first lien)
and what we believe are mispriced risks between the two. The basis
for this mispricing is driven by the presence of this junior capital –
while improving the risk profile of the first lien, it often results in a
lower corporate family rating, potentially subjecting the loan to the
impacts of the technical pressures described above. Drilling down
into the single-B subset of the market, we find that not only
do loan-only structures offer less absolute yield but also

carry significantly more leverage through the security,
making them even less compelling on a spread per turn of
leverage basis in general.
Single-B
Loan-Only
Issuers(7)

Single-B Loan
Issuers with
Subordination(7)

Average
Leverage

5.06x

4.75x

Spread per Turn
of Leverage

86

104

Furthermore, loan-only issuers have historically demonstrated lower
recovery rates than loan issuers with subordination, as evidenced by
a historical average recovery rate of 56% compared to an average
recovery rate of 71% for those loans with subordination(8). We find
that by assuming a 2.1% historical average default rate for single-B
risk and implied loss rates, expected returns on loan-only names are
only 6.2% compared to 6.7% for loans with subordinated debt,
suggesting that loans with subordination are the better buy for
investors focused on identifying lower risk, well-performing loans(9).
The B3 CFR segment also further presents an attractive relative
value opportunity in comparison to B1/B2 bonds when looking at the
most liquid segment of the market (loan tranche sizes > $1 billion).
As of October 31, 2019, the average B1/B2 facility-rated loan with a
B3 CFR is yielding approximately +200 bps more relative to
comparably-rated high yield bonds. In comparison, this relationship
in less-technically dislocated environments has historically seen
loans trade 75 bps tighter than high yield bonds as a result of their
secured position in the capital structure(10).

Conclusion: Where do we go from here?
From a fundamental perspective, there have certainly been credits
with idiosyncratic issues, such as Deluxe Entertainment, 4L/Clover
Technologies, and McDermott International, amongst others;
however, we feel that a very attractive technical opportunity has
developed in the lower-rated bank loan market that is distinct from
credit-specific concerns. The diminished demand for leveraged loans
from retail accounts, coupled with the growing supply of lower-rated
B3 corporate family rating debt, has led the CLO community to
either oversell or outright abandon the lower-rated segment of the
market. As highlighted above, many of these B3 CFR secured loans
are rated B1 / B2 at the facility level, which are currently trading at
the 95th percentile on a spread basis compared to similarly-rated
high yield bonds. We eventually expect to see that the relationship
between bonds and loans will normalize. Ultimately, we find that
the current disconnect provides an attractive risk-adjusted
return opportunity for investors with sector knowledge
and industry insights such as Ares whom are positioned to
take advantage of this technical dislocation.

For any further information, please contact credit@aresmgmt.com.
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ENDNOTES
(1)

Source: Credit Suisse. As of October 31, 2019. Note: Upper Tier includes Split BBB and BB; Middle Tier includes Split BB, B, and Split B; Lower Tier includes Split CCC
and Default.
(2) Note: Excludes Ares Managed CLOs.
(3) Note: Ares owned 8 out of 107 loans that fell by 10 points for the year-to-date period ending September 30, 2019. Past performance is not indicative of future results.
(4) Source: JP Morgan Market Intelligence. Post-crisis historical average recovery rate calculated based on annual recovery rates from January 1, 2010 through YTD 2019.
As of September 2019.
(5) Source: Credit Suisse Leveraged Loan Index. As of October 31, 2019.
(6) Source: Wells Fargo CLO Market Update. As of September 10, 2019.
(7) Source: Credit Suisse Leveraged Loan Index, Ares QR2. As of June 30, 2019.
(8) Source: JP Morgan Market Intelligence. As of June 19, 2019.
(9) Source: Credit Suisse Leveraged Loan Index, Ares QR2. As of October 31, 2019.
(10) Source: Credit Suisse Leveraged Loan Index, ICE BofAML Single-B U.S. High Yield Index. As of October 31, 2019.

Index Definitions
The Credit Suisse Leveraged Loan Index (“CSLLI”) is designed to mirror the investable universe of the $US-denominated leveraged loan market. The index
inception is January 1992. The index frequency is daily, weekly and monthly. New loans are added to the index on their effective date if they qualify according to the
following criteria: 1) Loan facilities must be rated “5B” or lower. That is, the highest Moody’s/S&P ratings are Baa1/BB+ or Ba1/BBB+. If unrated, the initial spread level
must be Libor plus 125 basis points or higher. 2) Only fully-funded term loan facilities are included. 3) The tenor must be at least one year. 4) Issuers must be domiciled in
developed countries; issuers from developing countries are excluded.
The BofA Merrill Lynch Single-B US High Yield Index is a subset of The BofA Merrill Lynch US High Yield Index including all securities rated B1 through B3,
inclusive.
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Legal Notice and Disclaimers
The views expressed in this article are those of the author(s) as of the date of the article. Ares has no obligation to provide updates on the subject in the future. The views
are provided for informational purposes only, are not meant as investment advice, and are subject to change. Moreover, while this article expresses views as to certain
credit investment opportunities, Ares may undertake investment activities on behalf of one or more investment mandates inconsistent with such views subject to the
requirements and objectives of the particular mandate. Ares and its affiliates cannot guarantee the accuracy or completeness of any statements or data contained in this
material.
These materials are not an offer to sell, or the solicitation of an offer to purchase, any security, the offer and/or sale of which can only be made by definitive offering
documentation. Any offer or solicitation with respect to any securities that may be issued by any investment vehicle (each, an ‘Ares Fund’) managed by Ares Management
LLC or any of its affiliated entities (collectively, ‘Ares’) may be made only by means of definitive offering memoranda, which will be provided to prospective investors and
will contain material information that is not set forth herein, including risk factors relating to any such investment. Any such offering memoranda will supersede these
materials and any other marketing materials (in whatever form) provided by Ares to prospective investors. In addition, these materials are not an offer to sell, or the
solicitation of an offer to purchase securities of Ares Management Corporation (‘Ares Corp’), the parent of Ares Management LLC. In the United States, Ares Fund
securities may be offered through our affiliate, Ares Investor Services LLC, a broker-dealer registered with the SEC, and a member of FINRA and SIPC.
The securities/investment process mentioned in this research paper may not be suitable for all investors. This research paper does not provide tailored investment advice
and has been primarily for distribution to institutional investors and market professionals. In making a decision to invest in any securities of an Ares Fund, prospective
investors should rely only on the offering memorandum for such securities and not on these materials, which contain preliminary information that is subject to change
and that is not intended to be complete or to constitute all the information necessary to adequately evaluate the consequences of investing in such securities. Ares makes
no representation or warranty (express or implied) with respect to the information contained herein (including, without limitation, information obtained from third
parties) and expressly disclaims any and all liability based on or relating to the information contained in, or errors or omissions from, these materials; or based on or
relating to the recipient’s use (or the use by any of its affiliates or representatives) of these materials; or any other written or oral communications transmitted to the
recipient or any of its affiliates or representatives in the course of its evaluation of Ares. Ares undertakes no duty or obligation to update or revise the information
contained in these materials.
The recipient should conduct its own investigations and analyses of Ares and the relevant Ares Fund and the information set forth in these materials. Nothing in these
materials should be construed as a recommendation to invest in any securities that may be issued by Ares Corp or an Ares Fund or as legal, accounting or tax advice.
Before making a decision to invest in any Ares Fund, a prospective investor should carefully review information respecting Ares and such Ares Fund and consult with its
own legal, accounting, tax and other advisors in order to independently assess the merits of such an investment.
These materials are not intended for distribution to, or use by, any person or entity in any jurisdiction or country where such distribution or use would be contrary to law
or regulation.
These materials contain confidential and proprietary information, and their distribution or the divulgence of any of their contents to any person, other than the person to
whom they were originally delivered and such person's advisors, without the prior consent of Ares is prohibited. The recipient is advised that United States securities laws
restrict any person who has material, nonpublic information about a company from purchasing or selling securities of such company (and options, warrants and rights
relating thereto) and from communicating such information to any other person under circumstances in which it is reasonably foreseeable that such person is likely to
purchase or sell such securities. The recipient agrees not to purchase or sell such securities in violation of any such laws, including of Ares Corp or a publicly traded Ares
Fund.
In the United Kingdom, this document is intended only for distribution to professional clients and eligible counterparties, as defined by the Financial Services and
Markets Act 2000 (Financial Promotion) Order 2001, and such other persons to whom financial promotions can be issued within the scope of available exemptions.
Investments should only be made by persons with professional experience of participating in unregulated collective investment schemes and any other person who
receives this document should not rely upon it. In other EEA countries, these materials are available for distribution only to persons regarded as professional clients (or
the equivalent) in their home jurisdiction.
Notice to Australian Residents: The financial services are provided by Ares Management LLC or Ares Management Limited; Ares Management LLC and Ares
Management Limited are exempt from the requirement to hold an Australian financial services license under the Corporations Act (Cth) 2001; Ares Management LLC is
regulated by the U.S. Securities and Exchange Commission under U.S. laws, which differ to Australian laws; and Ares Management Limited is regulated by the UK
Financial Services Authority under UK laws, which differ to Australian laws.
These materials may contain ‘forward-looking’ information that is not purely historical in nature, and such information may include, among other things, projections,
forecasts or estimates of cash flows, yields or returns, scenario analyses and proposed or expected portfolio composition. The success or achievement of various results
and objectives is dependent upon a multitude of factors, many of which are beyond the control of Ares. No representations are made as to the accuracy of such estimates
or projections or that such projections will be realized. Actual events or conditions are unlikely to be consistent with, and may differ materially from, those assumed. Past
performance is not indicative of future results. Ares does not undertake any obligation to publicly update or review any forward looking information, whether as a result
of new information, future developments or otherwise, except as required by law. In addition, in light of the various investment strategies of such other investment
partnerships, funds and/or pools, it is noted that such other investment programs may have portfolio investments inconsistent with those of the strategy or investment
vehicle proposed herein.
This may contain information obtained from third parties, including ratings from credit ratings agencies such as Standard & Poor’s. Reproduction and distribution of
third party content in any form is prohibited except with the prior written permission of the related third party. Third party content providers do not guarantee the
accuracy, completeness, timeliness or availability of any information, including ratings, and are not responsible for any errors or omissions (negligent or otherwise),
regardless of the cause, or for the results obtained from the use of such content. THIRD PARTY CONTENT PROVIDERS GIVE NO EXPRESS OR IMPLIED
WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE. THIRD
PARTY CONTENT PROVIDERS SHALL NOT BE LIABLE FOR ANY DIRECT, INDIRECT, INCIDENTAL, EXEMPLARY, COMPENSATORY, PUNITIVE, SPECIAL OR
CONSEQUENTIAL DAMAGES, COSTS, EXPENSES, LEGAL FEES, OR LOSSES (INCLUDING LOST INCOME OR PROFITS AND OPPORTUNITY COSTS OR LOSSES
CAUSED BY NEGLIGENCE) IN CONNECTION WITH ANY USE OF THEIR CONTENT, INCLUDING RATINGS. Credit ratings are statements of opinions and are not
statements of opinions and are not statements of fact or recommendations to purchase, hold or sell securities. They do not address the suitability of securities or the
suitability of securities for investment purposes, and should not be relied on as investment advice.
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