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M
any cash flow CLOs would benefit 
from the renewed potential to include 
small allocations to high yield bonds in 
their overall portfolios. 

Back in the days of CLO 1.0s, many cash flow 
CLOs had provisions for small portfolio alloca-
tions (typically 5% to 15%) to high yield bonds. In 
many cases, that flexibility — the ability to access 
a wider set of potentially attractive investments 
— offered CLO collateral managers both the 
opportunity to de-risk portfolios through moving 
up in credit quality, while also potentially build-
ing meaningful amounts of par during periods of 
market dislocation.

Many CLO collateral managers used that flex-
ibility prudently to buy quality bonds at deep dis-
counts during the 2008-09 credit cycle. During 
periods when the credit market was benign, some 
CLO collateral managers were able to capture 
gains from price appreciation as, due to their call 
protection, bonds can often trade at significant 
premiums to par.

Scope for greater industry diversification
Further, many companies only issue bonds (and 
not loans), so a prudently utilised bond bucket 
offers the opportunity for obligor and industry 
diversification within a CLO’s portfolio.

This investment flexibility could prove even 
more valuable when the credit cycle turns. 
Looking across the landscape of investment 
grade and high yield bonds in today’s market, 

there are $3.9 trillion of triple B-rated corporate 
bonds outstanding in the US, according to data 
from S&P. This compares to $2.0 trillion in total 
high yield bonds outstanding. This ratio of triple B 
to high yield is two times, which compares to one 
times as of mid-2007.

If the market experiences another wave of fallen 
angels — which could be expected if credit con-
ditions tighten — we would expect a significant 
price dislocation in the high yield bond market. 
Due to the added pressure of fallen angels 
distorting the behaviour of forced index buyers 
in high yield, we believe the price dislocation in 
the high yield bond market could be even greater 
than in the loan market.

Alas, these opportunities are not something 
that today’s typical CLO structures are able to 
take advantage of — yet. Limited by adverse capi-
tal charges for bank holders under the Volcker 
rule, CLO 2.0s cannot acquire debt securities.

While much of the Volcker rule was expected 
to limit banks’ investments in hedge funds and 
private equity funds, CLOs were caught up in the 
definition of these ‘covered funds’. These rules 
apply onerous capital charges for banks holding 
‘ownership interests’ in covered funds. 

Broader market relief in the offing?
Categorising legal form debt with investment 
grade ratings issued by securitisations as 
ownership interests strikes us as a stretch. In 
an abundance of caution, most banks today 
insist that CLOs must not be able to purchase 
high yield bonds as a condition of their 
investment. However, there have been a number 
of securitisations issued over the past few years 
— purchased largely by insurance companies — 
that do allow for bond purchases. 

Thankfully, broader market relief may be on 
the horizon as regulators have recently made 
some revisions to the Volcker rule based on 
previously received market commentary, and 
have indicated that further revisions in response 
to that commentary are forthcoming, including 
in relation to whether debt investments in CLOs 
should be expressly excluded from the covered 
fund prohibitions.

While the path to regulatory reform often 
takes many twists and turns, our hope is that with 
the passage of time, regulations and investors 
will once again welcome small allocations to 
high yield bonds within CLOs. We believe such 
changes, if enacted, will help enhance long-term 
value for CLO debt and equity investors alike.
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