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Summary

We expect new issuance to remain strong in 2024 with an increase in loan
supply and continued momentum of private credit CLO. We are forecasting an
uptick of 5-10% in CLO issuance to $121-127bn under our baseline scenario vs.
a drop of 10-20% to $92-104bn under the stress scenario.

Private credit CLO volume in 2024 is expected to grow to a range of $25-30bn.

With 45% of CLOs exiting RP by end of 2024, we estimate a total refinance/reset
volume of $15-30bn depending on the future movement of new issue spreads.

Credit fundamentals are poised to weaken further into 2024 but at slower pace,

and they may potentially bottom out by mid 2024 before rebounding in later 2024.

Our baseline scenario projects a 10% CCC and 1.5% default rate in CLO
portfolio, compared to 12% CCC and 2.5% default rate in stress scenario.

We expect to see increased manager consolidation and tiering. For 2024, we
predict the Junior OC cushion to shrink to 2.1% - 3.3% (from 4.5% currently)
amid rising downgrades and defaults, and the cash-on-cash yield for equity to
decline to 9%-13% (vs. 15.8% in 2023).

CLO spreads may remain choppy at least through the 1st half 2024. We expect
AAA spreads to tighten to 150-160bps over SOFR and BB spreads to stay
steady at 750-850bps in baseline scenario, vs. a widening to 200-210bps and
1000-1200bps respectively in stress scenario.
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Macro Scenarios

Looking forward into 2024, we think the major CLO themes are going to be tethered to the rate path and economic
condition, where two scenarios are in focus:

1. baseline scenario which assumes inflation continues to cool down as Fed wraps up rate hikes and starts rate cuts
later next year, with minimal or minor impact to the economy.

2. stress scenario which assumes inflation remains stubbornly high into 2024 and Fed ends up overtightening,
causing a hard landing for the economy.

Issuance

It's fair to say that CLO vastly outperformed market expectation in 2023 despite a rocky year of Fed tightening and market
volatility. YTD, the CLO new issuance totaled $109.45bn as of November, only 11% lower than that of the same period
last year.

Major headwinds this year to CLO issuance include constrained loan supply, challenging arb, and pullback of US banks.

On the loan supply side, soaring borrowing cost, high volatility and sharp drop in M&A/LBOs resulted in a 22% decline in
leveraged loan volume in 2023. 2024 will likely see a pick up of loan supply on the back of a more benign macro
backdrop, providing more collaterals for CLO managers to choose from.

Loan spreads generally tightened in 2023 against elevated costs of funding for CLO debts, pressuring the arb throughout
the year. However, we are seeing loan spreads to range bound or biased to widen amid increase of supply, improving the
arb for new issuance.

Demand from US banks pulled back in the wake of regional bank failures and increased regulatory scrutiny. And we don’t
see things change significantly in 2024, though the Basel Ill endgame proposal to lower the risk weight floor can be a
positive. Meanwhile, Japanese investors are likely to become more active next year on the back of a stronger yen
prospect and lower FX hedging cost on BOJ rate hikes.

The private credit CLO issuance totaled $24.16bn YTD, accounting for a record high 22% market share. Rapid growth of
Private Credit CLO issuance is another tailwind for CLO issuance volume next year and we expect this momentum to
continue.

Overall, we forecast CLO issuance in 2024 to remain robust in our baseline scenario with a 5-10% uptick in volume from
2023’s full year estimate of $115bn, for a total issuance of $121-127bn with Private credit CLOs accounting for around 20-
25% of total market share (on par with 2023).

We see a major market downturn in our stress scenario, with a forecast of 10-20% decline of issuance volume to $92-
104bn. The private credit CLOs may account for 25%-30% of the market, higher than this year given that borrowers will
likely rely more on private lenders for financial support under distress.

Exhibit 1: 2024 CLO Issuance Forecast

BSL Issuance Private Credit Issuance Refinance/Reset

($bn) ($bn) ($bn)
2021 156 20 235
2022 106 12 22
Est. 2023 87 25 18
Proj. 2024 (baseline) 94-98 27-30 25-30
Proj. 2024 (stress) 67-75 25-28 15-20

Source: Yield Book, LSEG LPC (November 2023)



Year to date, CLO refinance/reset volume totaled $16.92bn across 37 deals as a number of short-dated 2022 deals with
wide spreads sought to reduce their funding cost. As more and more existing CLOs exit reinvestment period (RP) and
start amortizing, we think CLO managers might be motivated to keep up AUM level by pursuing refinance/reset. 34% of
outstanding CLOs are currently out of RP and there is another 11% by the end of 2024.

Out of these deals, 49 deals with a total volume of $22bn are currently in the money for a refinance/reset, by comparing
the deal’'s Weighted Average Cost of Capital (WACC) with the recent new issuance WACC level of 2.19% in November.
We estimate a total refinance/reset volume of $15-30bn depending on the future movement of new issue spreads.

Exhibit 2: CLOs Exiting Reinvestment Period

Count Par ($bn) \ Par %
Total Outstanding US CLO 1830 913 100%

Exiting RP by end of 2023 652 306 34%
To exit RP in 2024 203 97 11%
Refi/Reset Candidate 49 22 2.4%

Source: LSEG LPC, Trepp, Yield Book (November 2023)

Credit Review

On the fundamental front, both CCC% and default rate increased significantly in 2023 but have showed signs of
stabilization in recent months.

Rising interest rates are pressuring issuers with loans of near-term maturities as refinancing become more challenging for
companies with weak cash flows and profit margin amid a slowdown of economy. We also saw companies from some
industries such as healthcare, entertainment, and telecom suffering from waning consumer demand and soaring operating
cost.

The default rate for CLO collateral started the year at 57 bps, ramping up to 1.04% in June (a new high in two years)
before sliding down to 84 bps in October with signs of stabilization. To put it in the context of overall loan market, TTM
institutional loan default rate started the year at 1.7% and rose to a 12-month high in July at 3.0% and stabilized at 2.9%
in October (according to LSEG LPC).

Meanwhile, CCC% has gone up to 7.87% in September (before dropping slightly to 7.84% in October), from a low of
5.80% in March, amid asset downgrade waves throughout the year.

On the other hand, CLO loan price rallied in the 2nd half of 2023, to 94.65 in October, more than 2 pts higher than the end
of 2022, reflecting favorable technical condition in the loan market as well as resilient financials of issuers in face of
economic uncertainty.

However, we think the credit fundamentals are poised to deteriorate further into the 2024. As Fed keeps the rate hike
option on the table, financing condition will remain tight and volatile. Persistent high interest rate and slower economic
growth can burn cash reserve for many issuers, especially those with high leverage and lower rating, and cripple their
capability to serve or refinance existing debts. In addition, as many CLOs are exiting reinvestment period, the trading
restrictions for amortizing deals will limit CLO’s ability of trading out CCC or default assets, contributing to elevated CCC
and default exposure.

Nevertheless, we look for the pace of credit deteriorating to continue slowing down, and potentially bottom out by mid-
2024 before rebounding in later 2024 as macro backdrop improves.



In the baseline scenario, we forecast the CLO CCC% to peak at 10% in 2024, and the CLO default rate to rise to 1.5%
(roughly 1/3 of the peak TTM loan default rate of 4.5% in 2020), while we see CCC% reach 12% and the CLO default rate
climb to 2.5% in the stress scenario.

Exhibit 3: Weighted Average Price, CCC %, Defaulted % of CLO collateral in 2023
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Manager Performance

In the primary market, manager tiering exacerbated in 2023 due to challenging market conditions, with an average AAA
spreads dispersion of 50bps between top managers and new entrants/smaller managers. We tracked 40 CLO managers
with new issuance in 2021-2022 have not yet issued a deal in 2023. The majority of these managers are trailing behind
the market average on AUM, Junior OC cushion and Equity NAV.

In 2023, CLO managers have focused on maintaining a healthy collateral portfolio through active management and
discretionary trading. They also ramped up the bond bucket at discount price to rotate out of CCC loans and to improve
asset credit profile. Their performance has resulted in better debt structural protection, especially for deals within RP, as
the average Junior OC cushion improved from 4.1% in January to 4.5% in October. Only 5.2% of deals in RP failed the
Junior OC test in October (vs. 18.6% for deals out of RP).

Separately, equity performance remained robust as the cash-on-cash yields add up to 15.8% for the full year 2023, just a
tad lower than the 17.2% last year.

On the other hand, managers have struggled with par build amid high market volatility and limited liquidity. The cumulative
par build YTD averaged at -0.3% at the end of October. The par burn is also a result of rising asset defaults coupled with
plunging loss recovery, which has declined to below 40% (vs. a historical average of 60%).

We expect to see increased manager consolidation and tiering in manager performance in 2024. Smaller managers may
continue to struggle to print new deals. As a large portion of deals exit RP, managers with less capital will be facing more
difficulty in deal resets and maintaining AUM.



Exhibit 4: CLO Junior OC Cushion and Equity Cash on Cash in 2023
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In our baseline scenario with a CCC% of 10% and a default rate of 1.5%, the excess 2.5% CCC assets (on top of the
7.5% haircut threshold) will result in a par burn of 0.75% (assuming the CCC asset average market price of 70). After
adding the erosion from the default rate increase of 0.66% (over current 0.84%) with 33% loss recovery reflected by
default loan market price, the Junior OC cushion would likely drop to 3.3% from the current level of 4.5%. In the
meantime, the equity cash-on-cash yield, according to our latest projected profit margin, will likely stay around 4% in
1Q24, while distribution of later quarters might be softened by the rising default/downgrade and decline to 2.5-3% area.
Overall, the full-year 2024 equity distribution is expected to be around 12-13%, moderately lower than this year.

Under our stress scenario with 12% CCC and 2.5% default rate, the Junior OC cushion could drop to 2.1% from current
4.5%. We expect more deals to fail junior OC test with equity cash distribution diverted to senior tranche paydown. The
quarterly equity payment might weaken to 2% in certain periods but still sum up to 9%-10% for the full year.

Exhibit 5: 2024 CLO Junior OC Cushion and Equity Cash-on-Cash Forecast

Scenario Junior OC Cushion  Equity Cash on Cash

Current Level 4.5% 15.34%
Baseline Scenario 3.3% 12-13%
Stress Scenario 2.1% 9-10%

Source: Trepp, LSEG Yield Book (November 2023)

Spreads Outlook

While CLO spreads have tightened for the year, they were choppy over the course, driven by inflation/jobs data and
macro conditions. And we expect them to be subject to persistent market volatility at least through the 1st half 2024.

Across the capital stack, AAAs continue to look cheap relative to IG and AAAs of alternative securitized products, and the
increase of Japanese bank demand may help tighten the spreads. BBs offer attractive total return at current level,
specifically for deals with sufficient structural protection and muted asset downgrades and defaults. The potential rate cuts
and rebound of credit fundamental in later 2024 may trigger spreads compression for BBs, as clear signs of a soft landing
of the economy emerge.



On the flip side, we would caution about a potential negativity for the spreads, which is floating rate products may lose
some appeal in a falling rate environment, tampering CLO demand to some degree, though we don’t consider it to
become a major headwind.

For the BSL AAA spreads, we expect them to tighten to 150-160bps over SOFR by the end of 2024, as a result of
declining market volatility and robust investor demand in baseline scenario. The BB spreads will likely stay steady in the
750-850bps context as investors remain wary of the tail risk. Under our stress scenario, we would look for AAA spreads to
widen to 200-210bps over SOFR, and BB spreads to blow out to 1000-1200bps area amid severe market distress.

Exhibit 6: 2024 BSL CLO Spreads Forecast

Year BSL AAA spread (bps) BSL BB spread (bps) \
2021 112 662
2022 241 829
2023 (as of November) 178 794
Proj. 2024 (baseline) 150-160 750-850
Proj. 2024 (stress) 200-210 1000-1200

Source: LSEG Yield Book (November 2023)
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