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T. ROWE PRICE INSIGHTS
ON U.S. FIXED INCOME

KEY INSIGHTS
■■ Collateralized loan obligations (CLOs) are a type of securitized debt that can offer 

value compared with other types of bonds with similar credit quality, including 
investment‑grade corporates.

■■ Detailed analysis of a CLO’s structure, the collateral manager, and the credit 
quality of the underlying loans is essential to managing risk in the segment. 

■■ We have exposure to select high‑quality CLOs that currently provide meaningful 
yield above corporates and other securitized debt with similar quality and volatility.

Looking Under the 
Hood at CLOs
Collateralized loan obligations can offer relative value.

Collateralized loan obligations 
(CLOs) are a type of securitized 
debt that can offer value 

compared with other types of bonds 
with similar credit quality, including 
investment‑grade corporate debt. 
However, detailed analysis of a CLO’s 
structure, the collateral manager, and 
the credit quality of the underlying 
bank loans is essential to managing 
risk in the segment. In our diversified 
bond strategies, we have exposure to 
select high‑quality CLOs that currently 
provide meaningful yield above 
corporates and other securitized debt 
with similar quality and volatility. 

Actively Managed Portfolios 
of Loans

CLOs are portfolios of bank loans, 
which have high yield credit ratings, 
that are structured into slices, or 
tranches. A third‑party collateral 
manager actively manages the CLO 
portfolio, which sets the CLO structure 

apart from most types of securitizations, 
which are backed by discrete pools 
of assets. Most of the debt tranches 
have credit ratings that range from 
AAA to BB, depending on the amount 
of credit enhancement—support 
from the cash flow structure of the 
CLO. The equity tranche has no credit 
enhancement and does not pay a 
coupon, instead receiving all remaining 
cash after debtholders have received 
their expected principal and interest 
payments. The CLO manager receives 
extra fees if the equity investors reach 
return targets.

For a period of time after selling the CLO 
tranches to investors to fund the deal, 
the CLO portfolio manager reinvests the 
principal payments on the bank loans 
owned by the CLO in new collateral. 
This reinvestment period, which can 
be as long as five years, assumes that 
the current holdings pass a variety of 
coverage tests that examine whether the 
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portfolio meets certain quality guidelines 
and can generate enough cash to make 
interest payments. These compliance 
tests include limits on loans that have 
been downgraded to CCC or defaulted.

After the reinvestment period, or if 
the CLO fails the coverage test, the 
highest‑rated tranches have priority to 
receive the cash flows from principal 
and interest payments on the underlying 
bank loans. These higher‑rated pieces 
offer the lowest yields of the various 
tranches because of their seniority in 
the capital structure. The equity tranche 
has the lowest priority on cash flows 
but the highest potential yield if all debt 
obligations are met. 

Solid CLO Structures

Unlike some other types of 
securitized debt, such as non‑agency 
mortgage‑backed securities, CLOs did 
not experience major defaults during 
the financial crisis of 2007–2009. The 
limited CLO defaults that did occur only 
affected lower‑rated tranches. From an 
investor’s point of view, CLOs issued 
after the financial crisis have better 
structures that incorporate higher 
levels of credit enhancement, which 
reinforces our confidence that CLOs 
could endure another sustained period 
of broad stress in markets. CLOs also 
now pay meaningfully higher spreads 
above LIBOR1 than they did before the 
financial crisis.

Deteriorating Quality of 
Underlying Loans

The quality of the bank loans underlying 
CLOs has deteriorated in recent years 
as the size of the CLO market has 
vastly expanded. “Covenant‑lite”2 loans 
now account for the vast majority of 
CLO collateral. Bank loan borrowers—
particularly those that issue only loans, 
not bonds—now often have higher 
overall leverage from a corporate point 
of view. This can potentially make it 

more difficult for them to meet their 
debt obligations, particularly in an 
economic downturn. CLOs also have a 
meaningfully larger allocation to B rated 
loans than was common before the 
financial crisis.

This trend makes rigorous fundamental 
analysis key to selecting CLOs as 
portfolio holdings. At T. Rowe Price, 
analyzing CLOs for potential purchase—
or monitoring current CLO exposures—
involves close collaboration between 
securitized debt analysts and global 
high yield credit analysts. Securitized 
debt analysts specialize in examining 
CLO deal structure as well as CLO 
portfolio managers in terms of track 
record, experience, and style. CLO 
debt investors can negotiate the terms 
of the deal with the collateral manager 
in seeking to ensure that adequate 
structural protections are in place, 
adding another layer of complexity for 
specialized analysis. 

Our global high yield credit analysts 
are very familiar with the fundamental 
credit quality of the individual bank loan 
issuers that make up a particular CLO’s 
collateral pool as well as the overall 
credit trends in the loan market. 

Relatively Liquid Secondary Market

Unlike individual bank loans, which 
may have longer trade settlement 
times, the secondary market for CLOs 
is relatively active and liquid. Most 
trading tends to occur in tranches 
rated AAA and BB (the highest 
rungs of the investment‑grade 
and noninvestment‑grade ratings 
categories). The investor base for 
CLOs has broadened since the 
global financial crisis with increased 
participation from asset managers, 
supporting liquidity in the market. 

1 The London interbank offered rate.
2 Covenants provide legal protection for debtholders against a deterioration in the borrower’s fundamental credit metrics. “Covenant‑lite” debt places 
fewer restrictions on the borrower and thereby provides less control for debtholders.

At T. Rowe Price, 
analyzing CLOs…
involves close 
collaboration 
between securitized 
debt analysts and 
global high yield 
credit analysts.
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Exposure to Highest‑Rated CLOs

The allocation to CLOs in our 
diversified fixed income strategies 
is primarily AAA and AA rated 
tranches. These currently provide 
meaningful additional yield over A 
rated corporate bonds, which have a 
similar volatility profile. We view this as 

attractive relative value. In light of the 
liquidity and credit risk in lower‑rated 
investment‑grade CLOs, we favor 
the highest‑rated tranches. However, 
we may consider tactical purchases 
of lower‑rated CLOs to try to take 
advantage of price dislocations.

WHAT WE’RE WATCHING NE X T 
Japanese banks are major investors in CLOs, particularly AAA rated 
tranches. A prolonged pullback by these banks would likely put downward 
pressure on CLO prices. The exchange rate between the Japanese yen and 
the U.S. dollar affects the hedged yield for certain Japanese investors, so 
we closely monitor the currency market for signs of change.

Key Risks—The following risks are materially relevant to the strategies highlighted in this material:

Transactions in securities of foreign currencies may be subject to fluctuations of exchange rates that may affect the value of an 
investment. Debt securities could suffer an adverse change in financial condition due to ratings downgrade or default, which may 
affect the value of an investment.

Fixed income securities are subject to credit risk, liquidity risk, call risk, and interest rate risk. As interest rates rise, bond prices 
generally fall. Investments in bank loans may at times become difficult to value and highly illiquid; they are subject to credit risk, such 
as nonpayment of principal or interest, and risks of bankruptcy and insolvency.
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Important Information
This material is being furnished for general informational and/or marketing purposes only. The material does not constitute or undertake to give advice of any 
nature, including fiduciary investment advice, nor is it intended to serve as the primary basis for an investment decision. Prospective investors are recommended 
to seek independent legal, financial and tax advice before making any investment decision. T. Rowe Price group of companies including T. Rowe Price Associates, 
Inc. and/or its affiliates receive revenue from T. Rowe Price investment products and services. Past performance is not a reliable indicator of future performance. 
The value of an investment and any income from it can go down as well as up. Investors may get back less than the amount invested.

The material does not constitute a distribution, an offer, an invitation, a personal or general recommendation or solicitation to sell or buy any securities in any 
jurisdiction or to conduct any particular investment activity. The material has not been reviewed by any regulatory authority in any jurisdiction.

Information and opinions presented have been obtained or derived from sources believed to be reliable and current; however, we cannot guarantee the sources’ 
accuracy or completeness. There is no guarantee that any forecasts made will come to pass. The views contained herein are as of the date written and are subject 
to change without notice; these views may differ from those of other T. Rowe Price group companies and/or associates. Under no circumstances should the 
material, in whole or in part, be copied or redistributed without consent from T. Rowe Price.

The material is not intended for use by persons in jurisdictions which prohibit or restrict the distribution of the material and in certain countries the material is 
provided upon specific request. It is not intended for distribution to retail investors in any jurisdiction.

Australia—Issued in Australia by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer Place, 
Suite 50B, Sydney, NSW 2000, Australia. For Wholesale Clients only.

Canada—Issued in Canada by T. Rowe Price (Canada), Inc. T. Rowe Price (Canada), Inc.’s investment management services are only available to Accredited 
Investors as defined under National Instrument 45‑106. T. Rowe Price (Canada), Inc. enters into written delegation agreements with affiliates to provide investment 
management services.

DIFC—Issued in the Dubai International Financial Centre by T. Rowe Price International Ltd. This material is communicated on behalf of T. Rowe Price International 
Ltd. by its representative office which is regulated by the Dubai Financial Services Authority. For Professional Clients only.

EEA ex‑UK—Unless indicated otherwise this material is issued and approved by T. Rowe Price (Luxembourg) Management S.à r.l. 35 Boulevard du Prince Henri 
L‑1724 Luxembourg which is authorised and regulated by the Luxembourg Commission de Surveillance du Secteur Financier. For Professional Clients only.

Hong Kong—Issued by T. Rowe Price Hong Kong Limited, 6/F, Chater House, 8 Connaught Road Central, Hong Kong. T. Rowe Price Hong Kong Limited is 
licensed and regulated by the Securities & Futures Commission. For Professional Investors only. 

New Zealand—Issued in New Zealand by T. Rowe Price Australia Limited (ABN: 13 620 668 895 and AFSL: 503741), Level 50, Governor Phillip Tower, 1 Farrer 
Place, Suite 50B, Sydney, NSW 2000, Australia. No Interests are offered to the public. Accordingly, the Interests may not, directly or indirectly, be offered, sold or 
delivered in New Zealand, nor may any offering document or advertisement in relation to any offer of the Interests be distributed in New Zealand, other than in 
circumstances where there is no contravention of the Financial Markets Conduct Act 2013.

Singapore—Issued in Singapore by T. Rowe Price Singapore Private Ltd., No. 501 Orchard Rd, #10‑02 Wheelock Place, Singapore 238880. T. Rowe Price 
Singapore Private Ltd. is licensed and regulated by the Monetary Authority of Singapore. For Institutional and Accredited Investors only.

Switzerland—Issued in Switzerland by T. Rowe Price (Switzerland) GmbH, Talstrasse 65, 6th Floor, 8001 Zurich, Switzerland. For Qualified Investors only.

UK—This material is issued and approved by T. Rowe Price International Ltd, 60 Queen Victoria Street, London, EC4N 4TZ which is authorised and regulated by 
the UK Financial Conduct Authority. For Professional Clients only.

USA—Issued in the USA by T. Rowe Price Associates, Inc., 100 East Pratt Street, Baltimore, MD, 21202, which is regulated by the U.S. Securities and Exchange 
Commission. For Institutional Investors only.
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T. Rowe Price focuses on delivering investment management 
excellence that investors can rely on—now and over the long term. 


