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We expect greater focus on CLO overcollateralization (OC) tests in the  sgaon@academysecurities.com
coming months as more classes potentially fail the test, and nuances in
test calculations across deals become more influential. There are currently ~ Headquarters Address:

. L. B Academy Securities, Inc.
42 CLO deals that fail their junior OC test, based on recent trustee reports. > Third Avenue, 12th Fi
The junior OC (negative) cushions on these deals range from —3bp on SRANC  New York, NY 10017
2014-2A, that just failed its class E OC test last month, to —104.7bp on HLA
2012-1A, that has been failing its class C test since August 2022 (Figure 1).
Several of the deals that are failing the junior tests also have relatively low
senior OC cushions, including ECLO 2018-3A at 2.72% and CECLO 2018-28A at 3.73%.

Figure 1. Cushions on CLO Deals Currently Failing Junior Coverage Tests

Junior Overcollateralization Cushions Senior Overcollateralization Cushions

-100 100

N
ol

75

Basis Points
Basis Points

w
3

-50

N
o

R R E E E E E R R E E R R R

Source: Bloomberg and Academy Securities

Subtle CLO documentation provisions can impact OC test calculations, and determine if deal
cashflows are friendlier to subordinate and equity classes, or rather provide greater protection
to senior bonds. When bonds breach their OC tests, coupon payments are redirected to pay down
more senior tranches principal. This cash diversion mechanism should eventually cure the OC test,
as well as improve senior OC cushions. For example, ZCCP 2019-1A E class, which breached its
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OC test in February 2023, cured the following month. The deal’s senior OC cushion also improved
to 4.16% from 98bp last month. All told, the sooner the breach happens in distressed periods,
the more protection senior bonds receive. In turn, the bonds that have failed their OC test are
switching to payment in kind (“PIK”) status, where the missed coupon payments are added to the
tranche’s principal.

In its simplest form, the OC test for each tranche compares monthly the ratio of the deal’s asset
value (OC test numerator) to the outstanding amount of the tranche and all the tranches above
it (OC test denominator). If the ratio falls below a pre-defined ratio, the test fails. For example, in
ZAIS6 2017-1A, which just failed its class E OC test, the required OC ratio percentages range from
122.6 for class A/B (senior OC tests) to 103.7 for class E (Figure 2). The class E current OC ratio is
103.56, per the deal’s last trustee report.

Figure 2. Overcollateralization Test Calculations in ZAIS6 2017-1A

Ratio Required Calculation Result
Class A/B OC 141.81% 122.60% A/B Passed
Class COC 124.56% 114.50% A/C Passed
Class D OC 113.09% 108.90% A/D Passed
Class E OC 103.56% 103.70% A/E Failed
Aggregate Principal Balance of
Collateral Obligations 294,979,713
Principal Proceeds 30,780,205
Defaulted Haircut -13,506,325
Deferring Haircut -119,028
Discount Haircut 0
Excess CCC Adjustment Amount -5,013,936
"A" Total 307,120,631

A-1-R Class 146,570,890
B-R Class 45,000,000
A-2 Class 25,000,000
“B” Total 216,570,890
C-R Class 30,000,000
“C” Total 246,570,890
D Class 25,000,000
“D” Total 271,570,890
E Class 25,000,000
“E” Total 296,570,890

Note: Numerator and Denominator figures are US Dollars
Source: Deal Documents and Academy Securities
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Rising Risk Buckets Trigger Cashflow Diversions

Deals can vary in how they calculate the OC test numerator. The calculation of the deal’s assets
value adjusts the collateral’s par value based on several risk buckets. For example, if the deal
accumulates triple-C rated exposures above a certain threshold (e.g. 7.5%), the excess exposure
should be calculated at market price, or assumed recovery levels, instead of par. Nuanced
indenture definitions of terms such as “Adjusted Collateral Principal Amount” or “Investment
Criteria Adjusted Balance” will impact the value of the OC test numerator, and as a result how
quickly the test is breached. For example, ZAIS6 2017-1A has four risk buckets that haircut the par
value of the OC test’s numerator, including defaulted, deferring, and discount obligations, as well
as excess Caa/CCC adjustment. These resulted in a haircut of 5.72% of the aggregate principal
balance in the deal’s latest OC numerator calculation, as Figure 2 showed.

Deal Thresholds Impact OC Test Numerator Calculation

We expect OC numerators to increasingly come under pressure on the heels of corporate
downgrades and credit quality deterioration. Median senior OC ratios decreased by 12bp to
131.75% across the BSL CLO universe, according to Moody’s latest CLO performance report
(Figure 3). Median junior OC ratios dropped by 11bp to 108.35%.

Figure 3. Senior and Junior Overcollateralization Ratios Across BSL CLO Universe (Median, %)
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We suggest investors track some of the following aspects on specific CLO deals:

Triple-C thresholds. Higher thresholds would cause OC tests to fail later. Rising
corporate downgrades may motivate issuers to set thresholds beyond the typical
7.5% in broadly syndicated loan (BSL) CLOs. Notably, the percentage of companies
rated CCC+ and lower could expand by 5-6% in 2023, according to S&P. CCC-
category firms accounted for 11.6% of the non-IG non-financial firm universe at
year-end 2022. Some proposals on tweaking CLO deal provisions suggested at the
time increasing triple-C thresholds to 15% to 35%, the agencies noted. Any deals
with higher thresholds would be more equity friendly, all else equal.

Defaulted obligations thresholds. Higher thresholds would have a similar effect
as the triple-C bucket. OC tests haircut the value of defaulted obligations, and as
such trigger breaches earlier when defaults pick up. Deals may have 5.0% or 7.5%
defaulted obligations threshold versus the typical 2.5% limit, thereby delaying the
application of haircuts and providing less protection to senior bonds.

Discount obligations definition. The higher percentage of exposures defined
as discount obligations, the earlier OC tests are likely to fail, because discount
obligation haircuts lower the test’s numerator. CLO documents usually define
discount obligations as those purchased below 80% of par, with some potential
adjustments. For example, if the exposure has a Moody’s rating below B3, the
threshold can be 85%. Lower thresholds, for example 70%, would allow the deal
to carry more exposures purchased at significant discount at full par. This would
delay OC triggers, and as such make the deal more equity friendly.
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Academy Securitized Products Research Recent Reports

Mezz Loan Sales: A Potential Headache for CMBS Workouts

Cell Towers: Lender-Friendly Features Dovetail with Secular Tailwinds

Equity Pledges: Hotel Bossert Spotlights Dual Collateralized Loans

Timeshare ABS: Exposure to Favorible Hospitality Segments

Self Storage: Aspects to Watch as Performance Decelerates

Transitional Multifamily: Collateral Migration Away from CRE CLO Offers Different Deal Profile

The Road to Conversion: Consider Office Ground Leases and ARD Loans

Credit 2023: Advancing and Workout Approaches to Play a Central Role

Recovery Bonds: No Need to Closely Watch the Fed or the Economy Here

Hotel Receiverships: Palmer House Hilton Spotlights Stabilization Efforts

Affordable Mortgages: Fee Elimination Spotlights Convexity Profile
Office Modifications: 285 Madison May Offer a Blueprint for More to Come

Investor Non-QM: Rental Exposure with Some Structural Twists
Data Centers: A Strong Segment Juggles ABS and CMBS
Triple-A Shortfalls: Destiny Spotlights Delayed ASERs Impact

Small Balance Multifamily: Value Ahead of Slow Prepays

Future Funding: Potential Key Performance Driver as CRE CLO Pipeline Builds Up

Multifamily Prepays: Property Sales Trigger Paydowns

Manufactured Housing: Resilient Segment Amid Potential Multifamily Softness

Tender Offers: Expect More to Come, Though Not on a Predictable Schedule

NYC Multifamily: Rent Increases to Support Cashflows Amid Regulatory Restrictions

Inflation-Resistant Leases: Rent Steps Offer Some Revenue Protection, though Not Much

Industrial Delinquencies: Don’t Happen Often, but Watch Closely When They Do

Housing at a Crossroads: Single-family and Multifamily Exposures

Senior Housing: Focus on Segment Selection Amid Pandemic Impact

Hotel Reserves: Key Performance Driver after Pandemic-Driven Depletion

Disaster Performance: Pandemic Forbearance Resolutions Bode Well for Future Stresses

Government Tenants: Short Termination Notices and Specialized Properties

Russian Sanctions Impact: Lease Terminations and Forced Property Sales

Mall Foreclosures: What to Track as Servicers May Shift Away from Modifications
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Disclaimer

Although certain information has been obtained from sources believed to be reliable, we do not guarantee
its accuracy, completeness or fairness. We have relied upon and assumed without independent verifica-
tion, the accuracy and completeness of all information available from public sources.

Views and opinions expressed are for informational purposes only and do not constitute a recommenda-
tion by Academy Securities for any purpose including buying, selling, or holding any security. Views and
opinions are current as of the date of this presentation and may be subject to change, they should not be
construed as investment advice.

This information discusses general market activity, industry or sector trends, or other broad-based busi-
ness, economic, market or political conditions and should not be construed as operational, research or
investment advice. This material has been prepared by Academy Securities and is not financial research
nor a product of Academy Securities. It was not prepared in compliance with applicable provisions of law
designed to promote the independence of financial analysis and is not subject to a prohibition on trading
following the distribution of financial research. The views and opinions expressed may differ from those
of Academy Securities. Investors are urged to consult with their financial advisors before buying or selling
any securities. This information may not be current and Academy Securities has no obligation to provide
any updates or changes.

Economic and market forecasts presented herein reflect a series of assumptions and judgments as of
the date of this presentation and are subject to change without notice. These forecasts do not take into
account the specific investment objectives, restrictions, tax and financial situation or other needs of any
specific client. Actual data will vary and may not be reflected here. These forecasts are subject to high
levels of uncertainty that may affect actual performance. Accordingly, these forecasts should be viewed
as merely representative of a broad range of possible outcomes. These forecasts are estimated, based on
assumptions, and are subject to significant revision and may change materially as economic and market
conditions change. Academy Securities has no obligation to provide updates or changes to these forecasts.
Case studies and examples are for illustrative purposes only.

Index Benchmarks

Indices are unmanaged. The figures for the index reflect the reinvestment of all income or dividends, as
applicable, but do not reflect the deduction of any fees or expenses which would reduce returns. Investors
cannot invest directly in indices.

The indices referenced herein have been selected because they are well known, easily recognized by inves-
tors, and reflect those indices that the Investment Manager believes, in part based on industry practice,
provide a suitable benchmark against which to evaluate the investment or broader market described here-
in. The exclusion of “failed” or closed hedge funds may mean that each index overstates the performance
of hedge funds generally.

THIS MATERIAL DOES NOT CONSTITUTE AN OFFER OR SOLICITATION IN ANY JURISDICTION WHERE OR TO
ANY PERSON TO WHOM IT WOULD BE UNAUTHORIZED OR UNLAWFUL TO DO SO.

©Academy Securities, Inc.



