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 INTRODUCTION 

Collateralised loan obligation (CLO) structures will continue to reflect CLO managers' search 
for flexibility in a difficult market, but deals will not fundamentally deviate from the existing 
CLO 2.0 template. Active management, structural protections and refinancing have aided 
the resilience of collateralised loan obligations amid a challenging period for structured 
finance. 

 Existing notes will continue to perform well, despite worsening credit quality and rising collateral 
defaults. 

 Senior and mezzanine notes will maintain their performance due to availability and levels of credit 
enhancement. 

 As speculative-grade defaults rise and recovery rates decline, some collateral quality tests start 
to come under pressure, meaning that managers' ability and skills become more important. 

 Such differentiation will be observable in the future CLO performance as was the case during the 
global financial crisis. 
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 I RECOVERY & MITIGANTS 

A key mitigant to deteriorating credit quality of the underlying assets in new CLO 
transactions (which is a consequence of the performance of the leveraged 
finance market), are sector diversification constraints that limit the CLOs' 
exposure to underperforming industries. 

The economic recovery over the coming year, post the COVID-19 pandemic, will be driven 
by three main factors: 1) government policy support, 2) development, production and 
distribution of the coronavirus vaccines 3) improved management of the issues arising 
from the pandemic. Our base-case assumes that any difficulty in controlling the virus will 
hinder and prolong the process of recovery. This is especially true in the interim, while in 
the longer term we expect better pandemic management globally, as well as the more 
widespread availability of a vaccine and/or medical treatments to reduce the weight of 
the virus as a credit risk driver. Good pandemic management will be crucial until such time 
in order to sustain a steady economic recovery globally. 

 II ASSET QUALITY 

The average B+ credit assessment rating of 2019 has been declining, and that 
decline became more severe with the onset of the pandemic resulting in an 
average B- credit assessment rating at the end of 2020. The downgrade to 
upgrade ratio remains high and the most pronounced change in the ratings 
distribution in 2020 was observed in the B- bucket which increased to 
approximately 30% from approximately 14% in 2019 (source M&G). 

Figure 1 

 
Source: M&G, S&P ELLI, LSTA as at 31/12/2020 
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The leverage for collateral in new transactions will continue to be high. Many companies 
already had high levels of debt entering into the crisis which has made it even more 
difficult for them to recover their balance-sheet strength as well as their earnings. Even 
though earnings are weak, many issuers were able to secure additional liquidity from the 
market, increasing leverage further. Meanwhile, free cash flow remains depressed in some 
sectors, particularly in those most affected by lock downs and social distancing, such as 
transportation, retail, automotive and services. Many of new low B rated issuers have high 
leverage levels which is a trend expected to continue in 2021. 

The portfolios of rated CLOs are well diversified across industry sectors and exposures to 
the weakest industry sectors will likely remain small with currently only business services 
and healthcare & pharmaceuticals, exceeding a 10% share of collateral. CLOs' exposure to 
sectors with the weakest liquidity profile, such as non-food retail, hotel, gaming & leisure 
is moderate, at around 5% each. Exposure to other hard-hit sectors, such as oil and gas 
and transportation is negligible in the region of 0.5%. High exposures to the services sector 
is mitigated by its diversity and number of issuers, which allows for further diversification 
within the sector. Lodging, leisure & restaurants, energy, transportation and retail have the 
highest share of issuers with weak liquidity and B-, weak ratings, and will likely be the 
largest contributors to defaults in the next 12-18 months. For manufacturing we expect a 
quicker recovery because those issuers' liquidity has remained broadly stable despite the 
pandemic. (source M&G, ARC Ratings) 

We believe the “collateral overlap” across deals will increase as managers will try to steer 
away from issuers and sectors most affected by the pandemic. As a result, managers will 
strive to implement CLO structures with more flexibility, in an effort to be able to adapt to 
the difficult market environments and manage their portfolios accordingly. Further 
collateral overlap is set to increase due to limited loan issuance, a limited number of 
existing and potentially new obligors, and COVID-19-driven investment considerations 
across CLO managers to steer away from sectors especially negatively impacted by the 
pandemic. A weaker overall rating distribution within the leveraged finance market limits 
managers' flexibility to select specific issuers in view of the transaction criteria they must 
adhere to (i.e. WARF, CCC limit). 

There are concerns that a corporate distress cycle caused by Covid may in turn also affect 
the CLO market as there are thus far few signs of rising levels of distress. In fact, loan 
default rates in CLOs are trending lower than the broader market. As was observed during 
the financial crisis this is due to these deals being actively managed and having structural 
protection features which enable managers to proactively manage the distress levels and 
react to them accordingly by trading those out, while also hedging other exposures. 
Indeed, since the global financial crisis, bond buckets which provide broader credit 
exposure, and larger CCC and cov-lite buckets indicating a higher risk appetite, have 
re-emerged in CLOs without there being any material effect of default rates and broader 
stress indicators. 
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 III CONCLUSION 

It is for the reasons above that there is more resiliency in the CLO markets than some 
expected to see. Among many indicators, this is shown by the weighted average default 
rating trend, which according to recent research by Deutsche Bank, rose to a peak during 
the worst of the pandemic but has largely fallen back to normal levels. Weighted average 
spreads have followed the same trajectory, and over-collateralisation tests have returned 
to January 2020 levels.  

However, as the significant policy response to the pandemic begins to be withdrawn, we 
should expect to see financial weakness among companies emerging, potentially leading 
to a rise in defaults and distress. Ahead of any acute distress, what we have seen is a 
willingness among managers and issuers to work together to restructure, refinance, and 
renegotiate to avoid hard triggers being breached, ending up in full-blown default 
restructuring scenarios. 

The priority of CLO managers in the past three months has been to take advantage of 
locking in cheaper financing, particularly in the US, where Ocorian has worked on more 
than 200 CLO refinancing’s, sometimes closing two or three a day. 

Figure 2 

 
Source: M&G, S&P ELLI, LSTA as at 31/12/2020 
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In the European market, there has been a sudden rush of new issuance in the latter half of 
April and first half of May as demand resumes against the backdrop of society and 
economies opening up as well as investors searching for yield see Figure 2 above. The 
pipeline looks to remain very strong into the summer months. There have also been some 
interesting innovations come to the fore in new transactions, such as the reintroduction of 
bond buckets, issuance of notes in loan format and LIBOR caps, as well as in the area of 
ESG. CLO investors with dedicated ESG mandates will most likely request a more 
comprehensive and selective ESG approach as a result of the pandemic and other 
changes that brought ESG related matters into the spotlight over the past year. Meanwhile, 
ESG-compliant speculative-grade debt supply currently lags investor demand. The 
increased use of ESG investment restrictions in CLO documentation, most likely 
accelerated by the pandemic, meets a short-term demand overhang, until issuance in 
the leveraged finance market that meets such ESG criteria catches up. 

Overall we believe that collateral quality will continue to decline while structures adapt to 
the downturn. In 2021, credit quality will continue to deteriorate among new collateralised 
loan obligations in general. Structural features, specifically credit enhancement, will aid to 
maintain credit quality. As a consequence deteriorating credit quality due to the trends in 
the underlying leveraged finance market structures will become more flexible in order to 
adapt to the COVID-19 market environment.  
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 DISCLAIMERS 

This research publication is not a rating of any kind, is not related to any specific rating and should 

not be seen as an indication of a future rating of any kind. It summarizes ARC Ratings’ view as of the 

publication date. That view is based on information collected from a wide variety of sources which 

ARC Ratings believes to be reliable. Whilst ARC Ratings has adopted and implements measures 

aiming to ensure that, to the extent available in the circumstances, it has obtained reasonable 

verification of the information it uses and that such information is from reliable sources, the 

publication of this document should not be viewed as a guarantee of the accuracy, completeness, 

or timeliness of the information relied on or the results obtained from the use of such information. 

ARC Ratings does not act as a legal, tax, financial, investment or other advisor and users should seek 

professional advice from appropriate third parties where necessary. 

 

ARC Ratings, S.A. is registered as a Credit Rating Agency with the European Securities and Markets 

Authority (ESMA), within the scope of the Regulation (EC) Nº 1060/2009 of the European Parliament 

and of the Council, of 16 September, and recognised as External Credit Assessment Institution (ECAI). 

ARC Ratings (UK) Limited is registered as a Credit Rating Agency with the United Kingdom Financial 

Conduct Authority, within the scope of the Statutory Instrument Nº 266/2019, of 13 February, and 

recognised as ECAI. 

 

 CONTACT DETAILS 
 

 

ARC Ratings (UK) Limited 

30 Churchill Place 

Canary Wharf 

London E14 5RE 

UNITED KINGDOM 

+44 203 927 8600 

arcratings_uk@arcratings.com 

ARC Ratings, S.A. 

Rua de São José 

35 – 1º B 

1150-321 Lisbon 

PORTUGAL 

+351 21 304 11 10 

arcratings_eu@arcratings.com 

 

 

 Site: www.arcratings.com www.arcratings.com 

https://arcratings.com/

	CONTACT DETAILS

