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

KEY INSIGHTS
■■ Total collateralized loan obligation (CLO) issuance in 2020 is likely to be 

meaningfully below the 2019 level, providing technical support for the market.

■■ The pace of credit rating downgrades in the bank loan market has moderated 
over the last few months, and capital markets have reopened to loan issuers.

■■ These supportive factors, combined with the attractive yields and solid structures 
of some CLOs, have allowed us to find value in certain CLOs.

Attractive Yields, Slowing 
Bank Loan Downgrades 
Support CLOs
Analysis can uncover value in collateralized  
loan obligations.

Total CLO issuance in 2020 is likely 
to be meaningfully below the level 
from 2019, with new CLO deals 

continuing to lag last year’s pace in 2021. 
While the bank loan market experienced 
heavy credit rating downgrades in March 
and April, the pace has moderated 
over the last few months, and capital 
markets have reopened to loan issuers. 
Combined with the attractive yields 
and solid structures of some CLOs that 
enhance their credit, these factors have 
allowed us to find attractive value in 
certain segments of the market. 

Portfolios of Bank Loans

CLOs are portfolios of bank loans,1 
corporate debt that typically has high 
yield credit ratings, that are structured 
into slices, or tranches. Unlike other 
types of securitized credit, a third-party 
collateral manager actively manages 

the underlying loan portfolio. Most 
of the CLO 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 sits at the bottom of the capital 
structure, 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. 

Slowing New CLO Issuance

After issuance stalled at the peak of the 
market volatility earlier in the year, new 
CLO issuance increased month over 
month beginning in April. We believe 
that new deals will roll out at a rate of 
about USD 6 billion per month over the 
remainder of the year. This pace would 
bring the total new 2020 issuance to 
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1 Also referred to as leveraged loans.
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about USD 70 billion, which would be 
a decrease of about 35% from last year. 
However, an increase in loan issuance or 
higher outflows from loan funds, which 
would boost available supply, could 
cause the 2020 new CLO total to be 
modestly higher. Compared with 2019, 
we also anticipate lower CLO issuance in 
2021 unless there is a meaningful pickup 
in mergers and acquisitions or private 
equity activity that boosts loan issuance. 

This muted outlook for new CLO supply 
should be a supportive technical factor 
for the market, with all else being equal. 
However, because CLOs are a major 
source of demand for bank loans, a 
slower pace of new CLO issuance 
is a negative technical factor for the 
underlying loans that make up CLOs. 
Overall, we expect the positive technical 
support from a lower level of CLO 
issuance to outweigh the technical 
headwinds for the loan market. 

Rapid Credit Rating Downgrades of 
Underlying Loans

The economic recession triggered by 
the coronavirus pandemic has obviously 
impacted the businesses of many bank 
loan issuers. Moreover, in our view, 
underwriting standards had deteriorated 
throughout 2018 and 2019. This shift 
was reflected in higher leverage and 
looser protective covenants.2 The lower 
underwriting standards also negatively 
affected the ratings mix of the loan 
market, which becomes increasingly 
important in a downturn or recession 
when there is more downgrade activity. 

Since March, the credit rating agencies 
have downgraded about 40% of the 
loan market, with most of the actions 
coming in March and April after the 
initial onset of the pandemic. The pace 
of downgrades has moderated since 
then. In July, both the number and total 
volume of loans upgraded outpaced the 
number and volume of downgrades.

However, the rating agencies have been 
slower to downgrade CLOs, especially 
those rated higher than BBB. As a 
result, we could see some near-term 
rating actions on A and AA rated 
CLOs, particularly on those with weaker 
structures and collateral. However, we 
think that AAA rated CLOs are unlikely 
to see downgrades unless the agencies 
change their methodologies.

Anticipated Loan Default Rate Lower 
Than Originally Expected

During the depths of the economic 
shutdown in late March and early April, 
we anticipated a prolonged recessionary 
environment that would trigger a large 
spike in the default rate on bank loans 
over the next year. However, since 
then we have witnessed the effects of 
massive monetary and fiscal stimulus 
as well as the progress made toward 
containment and treatment of the virus. 
While defaults increased to 3.9% in July, 
the highest level in five years,3 we now 
anticipate a lower peak default rate than 
we originally feared. 

Furthermore, the number of bank loans 
trading at distressed levels of less 
than USD 80 has notably decreased, 
indicating that the loan market now also 
anticipates fewer defaults. At the end 
of March, 28% of the bank loan market 
was trading below USD 80, but as of 
July 31, less than 10% of the market was 
at distressed levels.4

Finally, in a positive sign for loan credit 
quality, second-quarter corporate 
earnings, while undeniably poor, have 
not been as devastating as originally 
anticipated. Also, the combination of 
lower rates, large inflows into high yield 
funds, and new CLO formations has 
provided loan issuers with liquidity. With 
loan market issuance limited in the 
immediate aftermath of the crisis, many 
loan issuers accessed the secured or 
unsecured high yield bond markets to 

Less  
than 10%
As of July 31, less 
than 10% of the bank 
loan market was at 
distressed levels.

2 Covenants provide legal protection for debt holders against a deterioration in the borrower’s fundamental credit metrics.
3 Data source: Standard & Poor’s (see Additional Disclosures).
4 Data source: J.P. Morgan (see Additional Disclosures).
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meet their near-term debt obligations 
and generate cash buffers for use until 
revenue returns closer to historical levels. 
Since then, the loan new issue market 
has reopened, although it remains at 
lower issuance levels than in the high 
yield bond market.

Loan Defaults Slowly Working  
Into CLOs

As CLOs are actively managed, we 
expect loan default rates within CLOs 
to be lower. But the range of outcomes 
should be wide, with stronger deals as 
low as 1% and weaker structures over 
10%. It will take time for the loan defaults 
to work into the CLO market, but we 
believe that the market is already pricing 
in this default scenario to a large degree. 
We anticipate that BB rated CLOs, as 
well as some BBB rated tranches 
with weaker structures, will ultimately 
experience losses from defaults. 

Credit Analysis More Important 
Than Ever

The modestly better-than-expected 
economic backdrop and lighter new 

CLO issuance support our selective 
positions in higher-quality CLOs, which 
we have been adding to some of our 
diversified fixed income portfolios. 
These tranches offer higher yields than 
similarly rated corporate bonds. Also, the 
structural features of CLOs divert interest 
payments from the equity and lower-tier 
debt tranches to the higher-rated senior 
notes if overall credit quality deteriorates 
beyond a certain threshold, providing 
additional credit support.

The obvious risk to these positions is 
that a second wave of the virus prompts 
another broad shutdown of economic 
activity. However, we believe that our 
deep analysis of the credit quality 
and cash flow structures of our CLO 
holdings, paired with a strong high 
yield research platform, will allow us to 
select the deals and tranches that are 
well positioned to weather the ongoing 
uncertainty and volatility.

WHAT WE’RE WATCHING NE X T 
A relatively small percentage of outstanding CLOs have recently been 
diverting interest payments away from their equity tranches, and some 
equity slices may be indefinitely separated from payments. It could be 
difficult for the managers of these poorly performing CLOs to issue new 
deals, illustrating the importance of evaluating and monitoring CLO 
collateral managers.
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Additional Disclosures

Copyright © 2020, S&P Global Market Intelligence (and its affiliates, as applicable). Reproduction of any information, data or material, including ratings (“Content”) in 
any form is prohibited except with the prior written permission of the relevant party. Such party, its affiliates and suppliers (“Content Providers”) do not guarantee the 
accuracy, adequacy, completeness, timeliness or availability of any Content and are not responsible for any errors or omissions (negligent or otherwise), regardless 
of the cause, or for the results obtained from the use of such Content. In no event shall Content Providers be liable for any damages, costs, expenses, legal fees, or 
losses (including lost income or lost profit and opportunity costs) in connection with any use of the Content. A reference to a particular investment or security, a rating 
or any observation concerning an investment that is part of the Content is not a recommendation to buy, sell or hold such investment or security, does not address the 
suitability of an investment or security and should not be relied on as investment advice. Credit ratings are statements of opinions and are not statements of fact.

Information has been obtained from sources believed to be reliable but J.P. Morgan does not warrant its completeness or accuracy. The index is used with permission. 
The Index may not be copied, used, or distributed without J.P. Morgan’s prior written approval. Copyright © 2020, J.P. Morgan Chase & Co. All rights reserved.

Key Risks—The following risks are materially relevant to the strategy highlighted in this material: 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 high yield bonds involve greater risk of price volatility, illiquidity, and default than higher-rated debt securities. 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. 


