LORD ABBETT® June 2025

Investment Perspectives

CLO Equity: A History of Resilience
Across Market Cycles

Despite bouts of market volatility, CLO equity tranches, on average, have not experienced a significant
negative return experience if held throughout their life.

Thomas Baker

Andrew Fox Product Specialist

Investment Strategist

Aron P. Grufstedt
Managing Director,
Portfolio Manager

KEY TAKEAWAYS

e  Broadly syndicated bank loans (BSLs) possess several characteristics that have made them an optimal asset class to serve as
the collateral in a structured credit product.

e There are opportunities to add value from active management not only in the management of the underlying loan collateral in a
CLO, but also in the management of the liability structure, including decisions about when to issue, reset, or refinance.

e Some of the best performing vintages of CLO equity have been issued before and during volatile market periods.

An Introduction to the CLO Framework

Collateralized Loan Obligations (CLOs) are special purpose vehicles (SPVs) that invest in a diversified pool of senior secured bank
loans. CLO issuers raise capital to fund these structures by issuing tranches of debt, each representing varying levels of risk and
return. The cash flows from the underlying loans are distributed to the CLO investors based on the seniority of the tranche they hold
(see Figure 1). The highest-rated (AAA) tranche receives payments first and has the lowest risk, while the equity tranche, which
receives the residual cash flows from the assets that exceed what is owed to the debt, represents the “first-loss” capital but offers
higher potential upside.

Figure 1. Revisiting the CLO Capital Structure
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Because an investment in the equity tranche of a CLO represents a leveraged exposure to bank loan assets, short- and long-term
returns for CLO equity investors are influenced by the performance of underlying bank loans, which are driven by interest payments,
credit losses, and impacts from trading. On average, the equity tranches of redeemed CLO deals have experienced positive internal
rates of return (IRRs) over the life of each vintage (based on 2003-2020 vintage data) according to BofA Global Research. In fact, some
of the highest-returning vintages of CLO equity were from deals originated just prior to the global financial crisis (GFC) in 2007 and at
the onset of the COVID-19 pandemic in 2020, shown in Figure 2. In our view, there are several important reasons for this.

Figure 2. Historically Strong CLO Equity Results Were Generated During Volatile Periods

Median IRR data comprised of redeemed (non-static) deals from vintages 2007 and 2020
and the weighted average across 2003-2020 vintages.
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Source: Bank of America (BofA) Global Research as of February 2025. IRRs comprised of redeemed, non-static deals. Non-static deals refer to CLO structures
that allow for active management of the underlying loan portfolio. A vintage is the year the CLO was originated. The historical data shown above are for
illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not
reflect the deduction of fees or expenses, and are not available for direct investment. Past performance is not a reliable indicator or guarantee of future
results.

The Appeal of BSLs as CLO Collateral

The first reason is the depth and soundness of the BSL market. As an asset class, the bank loan market now stands at nearly $1.5
trillion outstanding.! This provides a broad array of sectors and issuers for CLO managers to choose from when sourcing attractive
credits. In addition, BSLs are typically senior in borrowers’ capital structures, and are issued with floating rate coupons. These structural
features help mitigate both credit and interest rate risk.

'J.P. Morgan Research as of March 2025.
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Figure 3. Bank Loans Have a History of Low Default and Estimated Loss Rates

Annual bank loan default and estimated loss rates
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Source: J.P. Morgan Research as of December 2024. *Estimated loss rate calculated as annual default rate (including distressed exchanges) * (100% - annual
average recovery rate). The historical data shown above are for illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or
any particular investment. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment. Past
performance is not a reliable indicator or guarantee of future results.

Figure 3 shows that the BSL market has historically experienced relatively low defaults and low loss severities through multiple credit
cycles due to the senior and secured nature of the asset class.

Additionally, loans are typically issued with limited call protection given to lenders, which has led to frequent prepayments prior to
maturity. This feature can benefit CLO equity in weaker markets. While it may seem counterintuitive, when BSL prices are deteriorating,
a portion of issuers typically still elect to pay off their loans ahead of schedule, even in the face of significant economic turmoail. This
occurred during the GFC in 2008 and 2009, when almost one quarter of BSL issuers repaid their loans ahead of maturity. Because
prepayments typically occur at par, this dynamic creates unencumbered capital that can be put to work by CLO managers at prevailing
discounted market rates.2 During such periods of volatility, the flexibility to invest in loans at elevated spreads and discounted prices
can lead to meaningful price upside as those investments mature at par or are sold at a gain. This can help to enhance returns and
potentially mitigate or even overwhelm the impact of credit losses that may stem from defaults over the same period.

Structural Attributes of the CLO Vehicle

The difference between what a CLO pays to finance its debt (liabilities) and the return it receives from its BSL holdings (assets), or the
arbitrage (“arb”), is at the core of what drives performance for the equity tranche investor. This spread between cost of capital on the
debt and collateral return flows down the waterfall debt stack, paying each debt tranche as agreed, with excess cash flows—net of
credit losses and fees—accruing to the equity investors. A typical CLO vehicle has several attributes that distinguish it from other types
of waterfall securitized products. While most securitized products are limited in their ability to adapt to changing markets, CLO
managers are able to actively manage both the assets (BSL collateral) and the liabilities (CLO debt tranches).

On the debt side, the manager’s cost of capital is effectively “locked in” for the life of the vehicle at the time of inception, based off the
same rate (Secured Overnight Funding Rate or SOFR) as the underlying BSL collateral. It is also financed against the par value of the
collateral and not subject to margin requirements based on the mark-to-market pricing of the collateral. These features are important as
they provide certainty on the financing a CLO uses, which can remain in place for the life of the assets.

°Pitchbook LCD. Based on cumulative leveraged loan market repayment rates from 2008 (9%) and 2009 (15%).
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While the debt financing can remain in place—even if conditions in the market worsen—if financing conditions in the market improve,
CLO equity holders have the option to refinance the debt largely at their discretion following a non-call period. For instance, if a CLO
were to be issued during a period of wide spreads on debt, the majority equity holders retain the option to refinance at a lower spread
level once things calm down, potentially locking in a lower rate that will remain until the end of the term of the CLO. The exercise of this
optionality has the potential to provide attractive return benefits to the equity holder as the “arb” improves, allowing more capital to flow
to the bottom of the structure.

On the asset side, CLO managers actively manage the underlying loan exposure throughout the majority of the term of the vehicle. In
periods where BSL market prices decline, managers are able to take advantage of discounted loans to not only increase the yield on
the collateral pool, thereby boosting the arb, but also to “build par” by buying discounted loans that will mature at par, further enhancing
the potential for strong returns.

Below, we explore the two historical examples shown in Figure 2 that illustrate the active management of the liability and asset side of
CLOs. While every cycle is different, we believe these illustrative examples highlight two of the main components of CLO equity
performance— one case based on spread arbitrage and the other based on rapid changes in BSL collateral prices. They also illustrate
that CLO equity has features that can make it resilient to many market stressors, especially for investors who can withstand changing
market conditions and hold a tranche of CLO equity until the CLO is liquidated, reset, or refinanced.

Case 1: 2007 Vintage

In early 2007, CLO debt spreads were near all-time tights, which gave managers an opportunity to lock in a very low cost of capital for
a multi-year period. During the financial crisis of 2008-2009, BSL prices fell significantly, spreads widened, and defaults increased.
Despite mark-to-market volatility for equity investors, managers were able to reinvest early repayments (see Figure 4), maturities, and
proceeds from active trading into discounted assets in the ensuing years that yielded significantly more than the manager’s low cost of
capital. The result was a large distribution of excess yield for CLO equity investors who held throughout the period as the markets
ultimately recovered.

It is important to note, however, that the pre-crisis vintage CLOs looked very different than the structures of today, with greater leverage
and more lenient guidelines on risk-taking. While the CLO market has evolved significantly since the GFC, and current CLO deals are
structured with greater levels of credit enhancement, a key advantage of the structure is the ability of a manager to lock in an attractive
yield spread when the market sells off.

Figure 4. About a Quarter of the Bank Loan Market Repaid Loans Early Despite Volatility
Annual loan repayment rates in 2008 and 2009
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Source: Pitchbook LCD. Data is based on annual loan repayment rates of 9% and 15% in 2008/2009. The historical data shown above are for illustrative
purposes only and do not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not reflect the
deduction of fees or expenses, and are not available for direct investment. Past performance is not a reliable indicator or guarantee of future results. 4
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Case 2: 2020 Vintage

Deals in the 2020 vintage of CLO equity, which have also produced above-average performance,® were characterized by a brief but
intense decline in loan prices that quickly recovered rather than an elongated period of higher spreads, as outlined in the case of 2007.
In 2020, BSL prices fell from approximately $97 to ~$80 in a rapid turn of events as the threat of COVID-19 rattled markets.* As we
outline in Figure 5 below, BSL default rates and discounts to par tend to move in tandem. Even though spreads on the CLO liability side
were widening during the market sell-off, resulting in a higher cost of capital for managers, the steep price discounts on loans were high
enough to mitigate some of the impacts from wider liability spreads, as well as impacts from defaults and trading losses. In fact, many
opportunistic managers took advantage of the volatility and launched vehicles into this dislocated market. Because of the pull-to-par
effect as the market faced a V-shaped recovery, deals issued in 2020 that have since been redeemed displayed median IRRs of
approximately 29% compared to the asset class’s historical-weighted average of approximately 12%.5

Figure 5. BSL Default Rates and Discounts Move in a Similar Pattern
Leveraged loan index last twelve-month default rate and price discount to par, 1999 to 2025
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Source: J.P. Morgan Research (default rates including distressed exchanges) and Pitchbook LCD (loan index discount to par). Data as of April 30, 2025. Loan
discount to par data is based on the weighted average bid price of the Morningstar LSTA US Leveraged Loan Index. The historical data shown above are for
illustrative purposes only and do not represent any specific portfolio managed by Lord Abbett or any particular investment. Indexes are unmanaged, do not reflect
the deduction of fees or expenses, and are not available for direct investment. Past performance is not a reliable indicator or guarantee of future results.

Closing Thoughts

While CLO equity has structural advantages that have historically led to resiliency during market volatility, there is inherent credit risk in
the underlying BSL collateral that makes security selection paramount. Every market cycle presents different obstacles, and
performance dispersion can be fairly high depending on the environment. Because of that, we believe manager selection is critical for a
CLO equity investor’s experience. We believe that managers who have strong leveraged credit platforms, experience investing in bank
loans across multiple cycles, deep knowledge of the CLO structure and ecosystem, and extensive relationships in the credit markets
are best positioned to succeed in this space.

SBofA Global Research as of February 2025. Based on the median IRR of redeemed (non-static) deals in the 2020 vintage.
“4Pitchbook LCD. Based on the average price of the Morningstar LSTA US Leveraged Loan Index.
SBofA Global Research as of February 2025. Based on IRR of median redeemed (non-static) deals in the 2020 vintage and historical-weighted average

(2003-2020).
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Important Information

This material has been prepared exclusively for use by analysts, institutional
investors and their consultants, registered investment advisors, broker-
dealers, and sponsors of plans with a minimum of 100 participants. It is not
intended for, and should not be used with, small plan sponsors, plan
participants, or the public in written or oral form or for any other purpose.

The information contained herein is provided by Lord, Abbett & Co. LLC
(“Lord Abbett”). Lord Abbett is a registered investment adviser under the U.S.
Investment Advisers Act of 1940 (the “Advisers Act”), as amended, and is
subject to the Advisers Act rules and regulations adopted by the U.S.
Securities and Exchange Commission (‘SEC”). Registration with the SEC
does not imply a particular ability or training. Lord Abbett is a global asset
manager with headquarters in Jersey City, New Jersey.

Certain information provided in the material has been obtained from third
party sources and such information has not been independently verified by
Lord Abbett. No representation, warranty, or undertaking, expressed or
implied, is given to the accuracy or completeness of such information by Lord
Abbett or any other person. While such sources are believed to be reliable,
Lord Abbett does not assume any responsibility for the accuracy or
completeness of such information. Lord Abbett does not undertake any
obligation to update the information contained herein as of any future date.

Certain information contained in the material constitutes “forward-looking
statements,” which can be identified by the use of forward-looking
terminology such as “may,” “will,” “should,” “expect,” “anticipate,” “project,”
“estimate,” “intend,” “continue,” or “believe,” or the negatives thereof or other
variations thereon or comparable terminology. Due to various risks and
uncertainties, actual events, results or actual performance may differ
materially from those reflected or contemplated in such forward-looking
statements. Nothing contained in the material may be relied upon as a
guarantee, promise, assurance or a representation as to the future.

Market forecasts and projections are based on current market conditions and
are subject to change without notice. Projections should not be considered a
guarantee.

Past performance is not a reliable indicator or guarantee of future
results. All investments involve risk, including the loss of capital.
Investments are not guaranteed by Lord Abbett, its affiliates, or any
governmental agency.

The views and opinions expressed are those of the Lord Abbett author as of
the date of the material, and do not necessarily represent the views of the firm
as a whole. Any such views are subject to change at any time based upon
market or other conditions and Lord Abbett disclaims any responsibility to
update such views. References to specific asset classes and financial
markets are for illustrative purposes only. This material is not intended to be
relied upon as a forecast, research or investment advice. Neither Lord Abbett
nor the Lord Abbett author can be responsible for any direct or incidental loss
incurred by applying any of the information offered.

The information in this material does not constitute a distribution, an offer, an
invitation, a personal or general recommendation or solicitation in any
jurisdiction. This material has not been reviewed or approved by any
regulatory authority in any jurisdiction.

None of the information provided should be regarded as a suggestion to
engage in or refrain from any investment-related course of action as neither
Lord Abbett nor its affiliates are undertaking to provide impartial investment
advice, act as an impartial adviser, or give advice in a fiduciary capacity.

Mentions of specific companies are for reference purposes only and are not
meant to describe the investment merits of, or potential or actual portfolio
changes related to, securities of those companies.

Unless otherwise noted, all discussions are based on U.S. markets and U.S.
monetary and fiscal policies.

This material may not be reproduced in whole or in part or any form without
the permission of Lord Abbett. Lord Abbett mutual funds are distributed by
Lord Abbett Distributor LLC, member FINRA.

Please consult your investment professional for additional information
concerning your specific situation.

Bloomberg Index Information

Source: Bloomberg Index Services Limited. BLOOMBERG® is a trademark
and service mark of Bloomberg Finance L.P. and its affiliates (collectively
“Bloomberg”). Bloomberg owns all proprietary rights in the Bloomberg
Indices. Bloomberg does not approve or endorse this material or guarantee
the accuracy or completeness of any information herein, or make any
warranty, express or implied, as to the results to be obtained therefrom and,
to the maximum extent allowed by law, shall not have any liability or
responsibility for injury or damages arising in connection therewith.

Indexes are unmanaged, do not reflect the deduction of fees or expenses,
and are not available for direct investment.
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