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Summary 
Fair Oaks’ core belief is that the CLO market generates consistent, repeatable, and superior 
risk-adjusted returns over multiple market cycles versus other credit strategies.  
 
CLOs offer: 
 Attractive yield versus similarly rated credit assets 
 Historically low default rate through multiple market cycles 
 Minimal interest rate risk 

 
 
Collateralised loan obligations (“CLOs”) offer floating-rate exposure to credit, more specifically 
senior secured corporate loans. There is growing interest in alternative investments, and in 
floating-rate credit in particular given the currently attractive yields and minimal interest rate 
risk. CLOs are well positioned to access this market while uniquely benefiting from intrinsic 
features supporting investors. 
 
CLOs can offer high yields in excess of other equivalently rated credit assets as their structure 
provides a wide range of investment options to investors.  
 
The secured nature and positive historical track record of the underlying floating-rate 
assets, coupled with the credit protections of the CLO structure, has resulted in a very 
low default record for rated CLO notes through multiple credit cycles. For example, no 
AAA-rated CLO note has ever defaulted.  
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The structure of a CLO 

 
Overview 
CLOs are actively managed diversified portfolios of senior secured loans, typically from 100-
300 large corporate issuers. While loans typically have extended settlement periods, CLOs 
settle on a T+2 basis in Europe as they are tradable securities, providing liquidity to investors. 
Each CLO is efficiently financed by long-term debt notes and a first-loss equity note. This 
combination of diverse underlying senior secured loans, coupled with the structural integrity 
and flexibility of the CLO structure, enables CLOs to stand apart in the credit markets. 
 
Debt notes sequentially receive quarterly interest payments through a cashflow waterfall. 
Payments are first made to senior debt notes (rated AAA), then in turn to junior debt notes 
(rated BB or single-B), with net excess cashflows paid to the equity tranche. 
 
Subordination provides protection to debt notes as credit losses flow up through the capital 
structure. This has resulted in CLOs having lower historical default rates than similarly rated 
and even higher rated corporates. 
 
As a result of the range of credit ratings assigned to CLO debt notes, CLOs attract a broad and 
stable investor base, from banks, pension funds and insurance companies to specialized asset 
managers and hedge funds. Consequently, the CLO market now stands at over $1 trillion in 
size, making it an established and liquid asset class. Given the 25+ year track record, liquidity 
profile and opportunity for exposure to loans, CLOs are a key asset class for investors to 
consider in order to diversify a portfolio. 
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CLO collateral: senior secured bank loans 
Broadly syndicated loans (“BSL”), otherwise known as senior secured bank loans, form the 
majority of the assets within a CLO. These are loans to large corporates, often backed by 
private equity, with a minimum EBITDA/facility size, rated BB+ or below and syndicated by 
banks to a range of institutional investors. 
 
While BSLs are high-yield by nature, their first-lien position within the capital structure means 
that, in the event of default, loans can achieve higher recovery rates than junior debt such as 
high-yield bonds. From 2002-2021, the average recovery for first-lien term loans was 76%, 
compared to 39% for second-lien and 35% for unsecured notes.1 The average default rate of 
loans has also been historically lower than that of high-yield bonds.2 
 
A CLO must adhere to multiple portfolio guidelines, requiring active management to ensure 
compliance with regular tests. These tests ensure that a minimum diversification level and 
maximum level of risk is maintained. 
 

 

CLO financing: rated debt and first-loss equity tranches 
A CLO is similar to a financial institution as it uses long-term, non-recourse, non-mark-to-
market debt to finance the acquisition of a diversified portfolio of senior secured bank loans. 
The debt is issued as rated tranches and a first-loss equity note. Through this structure, CLOs 
offer varying levels of risk and return, with CLO notes benefiting from protection against credit 
losses through subordination (with the first loss borne by the equity note) and cashflows 
flowing through a “waterfall”. 
 
In addition to the asset diversification and credit enhancement of CLO notes provided by its 
structure, intrinsic features support noteholders and have enabled CLOs to weather multiple 
market cycles with low default rates – no European AAA CLO note has defaulted and the 
annualised 10-year default rate for BB notes is only 0.22%.3 CLOs do not have any significant 
currency or interest rate mismatch. Floating-rate assets are matched with floating-rate 
financing and any currency mismatch is hedged. Unlike banks, CLOs strictly manage the 
maturity of assets and liabilities as CLO notes have longer maturities than the loans they 

  Broadly syndicated loan High-yield bond 

Interest rate  Floating rate Fixed rate 

Seniority  Senior lender Senior or Junior lender 

Security  Secured on borrower’s assets Usually unsecured 

Term  5-7 years 7-10 years 

Primary market access  Broadly syndicated among sophisticated investors 

Rating  Sub-investment grade 

Secondary market  Yes 
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finance and regular tests ensure compliance throughout the CLO’s lifecycle. For example, if a 
tranche’s test is breached, self-correction mechanisms allow for the redirection of cashflows 
until tests are met, directing cashflows away from more junior tranches and the equity note. 
 
Crucially, CLOs benefit from no mark-to-market risk, meaning they are not forced to post 
margin or sell assets during market downturns. Ultimately, performance of CLO notes is 
primarily driven by actual default losses, not mark-to-market volatility. During 2008 and 2020, 
CLOs demonstrated their resilience to stressed market conditions. CLOs issued just before 
periods of stress were able to benefit most from volatile markets given their non mark-to-
market, actively managed portfolios.  
 

 
 

CLO lifecycle 
During the life of a CLO, the vehicle is actively managed to add value and reduce credit risk. 
The CLO manager trades loans and adjusts the positioning of the portfolio to take advantage 
of changing market conditions (subject to investment guidelines and compliance of tests). 
 
After the end of the reinvestment period, loan principal repayments are used to pay down CLO 
liabilities, starting from the most senior AAA CLO notes and following the same “waterfall” as 
interest payments. Often the CLO is called before maturity, meaning the CLO debt is repaid at 
par, realising any current market discount. 

AAA 

AA 

A 
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BB 
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B 

Payments flow through the capital structure 
 
Equity receives residual income 

Credit losses flow up the capital structure 
 
Overcollateralisation protects against credit loss 

http://www.clo-etf.com/


Introduction to CLOs 

Fair Oaks Capital |  6 
 

Please refer to the disclaimer in this document. Visit www.clo-etf.com for key risks and glossary. Past 
performance is no indication of future results. Inherent in any investment is the potential for loss. 

 
 

Key risks of CLOs and the mitigants 
Credit risk 
Credit losses within their loan portfolios are the ultimate driver of performance for CLOs. 
Therefore, CLOs aim to minimise this risk through: 

Closing/Ramp-up 

CLO Loan Par Balance 

Non-call period Deleveraging 

Re-investment Period 

Understanding key events during a CLO’s lifecycle such as non-call 
period, re-investment period and deleveraging 
 
Non-call period 
During the non-call period, a CLO is unable to be called. This means this is the minimum period during which the 
CLO will be outstanding and during which the deal cannot be refinanced/reset. This period is typically 1 to 2 years. 
 
Re-investment period 
During the re-investment period, a CLO manager can actively trade the portfolio of loans, enabling a CLO manager 
to mitigate risks within the portfolio by selling loans, as well as invest in new loans. Trading is subject to portfolio 
limits and ongoing tests set out in a CLO’s documentation. This period is typically 3-5 years. 
 
Deleveraging 
After the end of the re-investment period, the CLO structure naturally deleverages (also known as amortizes) over 
time as loan repayments are limited from being reinvested. Instead, loan principal proceeds are typically used to 
repay CLO noteholders in the same waterfall sequence as interest payments, first repaying the AAA notes 
completely before repaying lower tranches. While theoretically this occurs until no CLO debt notes are outstanding, 
in practice the deal is typically called by the CLO equity holder around 2 years after the end of the reinvestment 
period when the deal has sufficiently deleveraged. 
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 Avoiding idiosyncratic risk through a diversified portfolio of loans across multiple 
sectors. 

 Structural credit enhancement and ‘self-correcting’ features, such as excess interest, 
overcollateralisation, and potential cashflow diversion. 

 Active management by the CLO manager with loan portfolio constraints. 
 
While loan default rates have spiked during stressed periods, there has never been a sustained 
level of loan default losses over several years that was high enough to cause a significant 
number of CLO (junior) notes to default. 

 
Historical European defaults vs CLO default thresholds4 

 
 

Extension risk  
If loans are not repaid as initially expected, and instead amended to extend maturities, this can 
prolong the CLO’s amortisation (deleveraging) profile, meaning principal repayments of CLO 
debt can be later than anticipated. CLO documentation has evolved to limit a CLO manager’s 
participation in these transactions. 
 

Analysing different CLOs 
While CLO structures and documentation are somewhat standardised, each CLO is different, 
warranting individual analysis of each CLO and constant monitoring of portfolios. This analysis 
should include a fundamental review of loan portfolios, as well as detailed analysis of the deal’s 
structure, documentation, current metrics, and the CLO manager’s track record and style. 

Source: Fair Oaks Capital, Intex and Pitchbook LCD as at 30-Sep-24. 
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Advantages associated with CLOs 
Liquid corporate credit exposure without taking 
idiosyncratic risk 
CLOs offer an efficient access to an attractive asset class, floating-rate credit, wihile avoiding 
some of the credit and liquidity risks of investing directly in loans or loan funds. Unlike a loan 
fund, in which investors take a pro-rata share of credit losses, CLO debt holders mitigate 
against such idiosyncratic risk through structural subordination. Bank loan fund liquidity is also 
constrained by long settlement process (loan assignment). Conversely, CLO notes are 
securities and settle on a T+2 basis in Europe, enabling investors to gain exposure via open-
ended funds with daily liquidity. 
 

Attractive spread pick-up within credit 

 
 
The spread of CLO debt tranches offers investors enhanced risk-adjusted returns within 
alternative credit and versus similarly rated corporates, while also catering to different investor 
risk appetites.5 For example, AAA-rated CLOs can offer a meaningful spread pick-up versus 
similarly rated and even lower-rated BBB corporates. 
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Floating rate debt with minimal interest rate risk 
Given their floating-rate nature, CLOs offer investors minimal interest rate risk. This means that 
CLOs do not suffer the same pricing sensitivity to changing interest rates as fixed-rate high-
yield bonds. 
 

Active portfolio management by CLO manager 
As a CLO manager actively trades the portfolio over the lifecycle, CLOs can mitigate risk and 
take advantage of developing market conditions, despite not being marked-to-market. This 
enables managers to manage default risk from any downward credit migration, participate in 
new transactions as other loans are repaid, and ensure continued compliance with all 
diversification requirements and coverage tests required by the CLO structure. When investing 
in a well-managed fund of CLOs, there are ultimately two investment teams examining the 
loan portfolio – the CLO manager and the investment manager selecting the CLO note. 
 

Defensive and long track record of minimal defaults 
Given the structural subordination and credit enhancement features embedded within CLOs, 
cumulative defaults since 1981 have been significantly lower than that of similarly rated 
corporates.6 
 

10-year cumulative default rates of global CLOs and corporates between 1997-2023 
and 1981-2023, respectively 

Source: S&P Global as at 27-Jun-24 and 28-Mar-24. 
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Accessing the CLO market 
Traditionally, the CLO market was largely reserved for institutional investors such as banks and 
pension funds. Given the CLO market’s growing size and efficient trading, more open-ended 
funds have offered exposure to CLOs in recent years. Today, investment is now possible 
through ETFs, allowing additional market participants to gain access to the CLO market. 
 

Conclusion 
CLO market key points: 
 CLOs provide exposure to diversified pools of senior secured loans with non-mark-to-

market financing. 
 CLOs offer different risk-return profiles with CLO debt notes rated AAA through B and 

unrated CLO subordinated CLO notes (or “CLO equity”). 
 CLOs can provide a valuable addition to a diversified fixed income portfolio given their 

attractive risk-adjusted return and floating-rate nature. 
 CLOs offer a substantial yield increase compared to similarly rated bonds. 
 CLOs have experienced default rates far below similarly rated corporate bonds. 
 CLOs are an established and liquid market with a 25+ year track record and the global 

CLO market is over $1 trillion in size. 
 
AAA-rated CLO notes key points: 
 AAA-rated CLOs are positioned at the top of the CLO capital structure, offering the 

highest level of overcollateralization 
 No AAA-rated CLO has ever defaulted  
 AAA-rated CLOs offer a meaningful spread pick-up versus corporates. 
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2. Bank of America as at 30-Sep-24. Long-term average US default rate since Mar-03, when 
data is available. 

3.  S&P’s, “Default, Transition, and Recovery: 2023 Annual Global Leveraged Loan CLO Default 
And Rating Transition Study”, 10-year time horizon, 27-Jun-24. 

4. Fair Oaks Capital, Intex and Pitchbook LCD as at 30-Sep-24. European Leveraged Loan 
Index default rate by principal amount as at 30-Sep-24. Default threshold is the calculated 
annual default rate required during the entire remaining life of the deal to achieve a 
principal impairment. Analysis of recent CLO primary investment made by Fair Oaks 
Capital. For illustrative purposes only. 

5. JP Morgan as at 30-Sep-24. Euro AAA CLO primary DM, Corporate (includes Industrials 
and Financials) AAA to BBB 3-5 year maturity asset swap spread. 

6. S&P’s, “Default, Transition, and Recovery: 2023 Annual Global Leveraged Loan CLO Default 
And Rating Transition Study”, 10-year time horizon, 27-Jun-24. S&P’s “Default, Transition, 
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year time horizon, 28-Mar-24. 

 

 

Disclaimer 
 
IMPORTANT INFORMATION 
 
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 AHP Capital Management GmbH, which is 
authorised by BaFin (ID No. 10124445). NTree Deutschland GmbH is registered as a tied agent 
with BaFin (ID No. 80173272 ) and acts exclusively for the account and under the liability of 
AHP Capital Management GmbH, Weissfrauenstraße 12-16, 60311 Frankfurt am Main (Section 
3 clause 2 WpIG) within the scope of investment brokerage of financial instruments pursuant 
to section 2 clause 2 No. 3 WpIG.   
 
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”, “Fair Oaks Capital” or the “Investment Manager”). Fair Oaks Capital 
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Limited is authorised and regulated by the United Kingdom Financial Conduct Authority, FRN 
604090. 
 
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.  
 
The classes of ETF Shares (thereafter the “ETF Shares”) referenced in this document are issued 
by Fair Oaks AAA CLO Fund (the “Sub-Fund”), a sub-fund of Alpha UCITS SICAV (the 
“Company”), a public limited liability company incorporated as an investment company with 
variable capital under the laws of Luxembourg and registered pursuant to part I of the act 
dated 17 December 2010 on undertakings for collective investment. This document should be 
read in conjunction with the prospectus, the relevant supplement and the Key Investor 
Information Document (KIID) relating to the Sub-Fund and its ETF Shares (together the 
“Offering Documents”). Any offer or subscription for ETF Shares may only be made on the 
basis of such Offering Documents.  The indicative intra-day net asset value of the Sub-Fund is 
available at https://www.solactive.com 
 
Investors may not create or redeem ETF Shares of the Sub-Fund directly with the Company. 
Only Authorised Participants may trade directly with the Sub-Fund. Investors must buy and 
sell ETF Shares on the secondary market, being those stock exchanges on which the ETF Shares 
trade, although certain investors may be able to create/redeem through Authorized 
Participants. Please refer to the Offering Documents for further details. There can be no 
guarantee that an active trading market for ETF Shares will develop or be maintained on such 
exchanges or that those exchange listings will be maintained. 
 
ADDITIONAL INFORMATION 
 
Notice to Swiss investors: The distribution of the Sub-Fund is restricted exclusively to 
qualified investors in accordance with art. 10 para. 3 of the Swiss Collective Investment 
Schemes Act. Performance results referring to a period of less than twelve months are no 
reliable indicator for future results due to the short comparison period. Issuance and 
redemption commissions are not included in the performance figures. The domicile of the 
Sub-Fund is Luxembourg. For interested parties, the Offering Documents, articles of 
association as well as the annual and semi-annual reports may be obtained free of charge from 
the Swiss representative and paying agent in Switzerland: RBC Investor Services Bank S.A., 
Esch-sur- Alzette, Zurich Branch, Bleicherweg 7, CH-8027 Zurich.
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