
                                          

US Bank Loans – Attractive Yield without the Rate Risk  

Summary 

Due to their floating rate coupons that move directionally with short term interest rates, bank loans 

are used as a hedge against rising interest rates in addition to a source of yield. When US economic 

growth began slowing in late 2018, prospects for US Federal Reserve (Fed) easing prompted 

investors to flee bank loan funds. From July, 2019 to March, 2020, the Fed slashed rates five times 

bringing the lower bound of the Fed Funds rate from 2.25% to 0%, extending the exodus from loan 

funds. As of November 30, floating rate loan funds experienced 26 consecutive monthly net 

outflows totaling over $84 billion. However, with short term rates currently near zero, bank loans 

have little remaining downside to falling rates due to their imbedded floors. Meanwhile, credit 

fundamentals have started to rebound and should continue to improve in 2021 on receding COVID-

19 risk and rebounding economic growth.  At an average price below par and 5.1% yield, we believe 

loans offer attractive absolute and relative value while providing insurance against future rate 

increases. 

 

Declining Rates Created a Headwind for Loans 

The waning effects of the 2017 tax cuts coupled with a government shutdown and rising global trade 

tensions contributed to slower US economic growth in the second half of 2018. Dimming growth prospects 

prompted the Federal Reserve to cut the Fed Funds Rate by 0.25% in July 2019. This was the first of five 

cuts, including the dramatic 1.00% cut in March 2020 which lowered the Fed Funds rate from 2.25% to 0%. 

Other short term US dollar rates experienced similar declines. From December 2018 to November 2020, 

three-month LIBOR, the base rate for most bank loans, fell 2.58% to 0.23%.   

Chart 1: Fed Funds Rate and 3-Month LIBOR Declined in Recent Years  

  
 Source: Bloomberg, as of December 31, 2020 
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As the financial press reminds us on a regular basis, fixed coupon assets such as Treasuries, Investment 
Grade corporate bonds, and High Yield bonds are characterized by an inverse relationship between yield 
and price. All else equal, declining interest rates benefit the prices of fixed coupon assets by making their 
future coupon streams more valuable to investors. However, the floating rate nature of bank loans creates 
the opposite effect. Declining short term rates translate directly into lower coupons for loan investors, albeit 
with a few months lag. From February 2019 to November 2020, the average bank loan coupon fell 2.1% 
from 6.2% to 4.1%.     
 

Chart 2: Loan Coupons Fell Alongside Declining Short-Term Rates 

 
Source: Credit Suisse Leveraged Loan Index, as of 5 January 2021 
 

The negative effect of lower rates on floating rate bank loans was not lost on investors. Fund flows into 
bank loan mutual funds came to an abrupt end in October 2018. For the final three months of 2018, loan 
fund investors withdrew a massive $21 billion from loan funds, including over $15 billion in December alone.  
Outflows continued through 2019 and 2020 with retail investors pulling an additional $38 and $25 billion, 
respectively, from the market. As of November 2020, the loan market witnessed 26 consecutive monthly 
outflows totaling a combined $84 billion. This streak of outflows was finally broken in December as investors 
poured a modest $521 million into loan funds for the month. For context, loan mutual funds comprise less 
than 8% of the $1.2 trillion US bank loan market while collateralized loan obligations (CLOs) are the largest 
loan holders at about 60%. 
 

Chart 3: US Loan Funds - First Month of Inflows in over Two Years ($B) 

 
Source: JP Morgan 
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Loans Have Little Downside to Further Rate Declines 
 

With short term rates near zero, we believe loans are now largely insulated from additional rate declines 

due to their LIBOR floors. A LIBOR floor creates an absolute minimum base rate. The base rate for any 

loan with a floor is the higher of LIBOR or the floor. For example, with 3-month LIBOR at 0.24%, a loan with 

a 0.50% floor will have a base rate of 0.50%. As of December 31, 2020, 99% of the US bank loan market 

has an imbedded LIBOR floor. Most loans (58%) have a floor of zero meaning they would be susceptible 

to declining LIBOR only until that rate reaches zero. For these loans, there is only 24 basis points of potential 

additional coupon erosion should LIBOR fall to zero or below.  Meanwhile, 41% of loans have LIBOR floors 

that are currently “in the money”. Their floors are higher than LIBOR, protecting them from any additional 

rate decline.   

Floor Loan Count Market Weight 

No Floor 26 1.2% 

Zero Floor 808 58.1% 

0.25% - 0.50% 22 1.4% 

0.75% - 1.00% 821 39.1% 

> 1.00% 12 0.3% 

Source: Credit Suisse Leverage Loan Index as of December 31, 2020 

With Upside from Rebounding Fundamentals 

Meanwhile, loan fundamentals, which troughed in Q2 2020, have begun to rebound.  Leverage and interest 

coverage showed improvement in Q3 and we expect additional credit repair in Q4 and over the course of 

2021. Defaults, which jumped from 1.6% in 2019 to a 5-year high of 4.26% in September, have receded to 

3.95% as of December 31. JP Morgan expects the default rate to fall to 3.5% in 2021, in line with historical 

average, and further improve to 2.0% in 2022. 

Chart 4: Loan Fundamentals Improved in Q3 

 
Source: S&P Global Market Intelligence, Credit Stats as of 3Q 2020 
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Chart 5: Loan Defaults Expected to Moderate in the Coming Years 

 
Source: JP Morgan 
 

As of year-end, the average bank loan price is $95.7 with a 3-year yield of 5.1%. We believe at these levels 

bank loans offer attractive value relative to both fundamentals and especially compared to other fixed 

income assets which have significantly higher duration.  Although we do not expect short term rates to rise 

anytime soon, rising rates are not necessary for loans to perform well in 2021 and beyond. Bank loans offer 

an attractive yield today while also providing insurance against future rate hikes. 

Chart 6: Loans offer Attractive Yield with Low Duration Risk 

 

Source: ICE BofA U.S. High Yield Constrained Index (YTW); Credit Suisse Leveraged Loan Index (3yr Yield); ICE BofA European 

High Yield Constrained Index (YTW); Credit Suisse Western European Leveraged Loan Index (3yr Yield); JP Morgan EMBI Global 

Diversified Index, Barclays US Corporate Index; ICE BofA US Insured Bond Municipal Securities Index; ICE BofA US Mortgage 

Backed Securities Index. As of December 31, 2020. Inflation estimate represented by Consensus 2021 CPI YOY Change from 

Bloomberg. 
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Disclosures 

This is a financial promotion and is not intended as investment advice. The information provided within is for use by 
professional investors and/or distributors and should not be relied upon by retail investors.  
 
The Bank of New York Mellon Corporation (“BNY Mellon”) holds the majority of The Alcentra Group (or “Alcentra”), which is comprised 
of the following affiliated companies: Alcentra Ltd. and Alcentra NY, LLC. Assets under management include assets managed by both 
companies. Alcentra NY, LLC and Alcentra Ltd. are registered with the U.S. Securities & Exchange Commission under the Investment 
Advisers Act of 1940.  
 
Alcentra Ltd is authorized and regulated by the Financial Conduct Authority – Registration number 196845 - and regulated by the 
Securities Exchange Commission – Registration number 801-74223. Registered office for Alcentra Ltd is 160 Queen Victoria Street, 
London, EC4V 4LA, UK. Alcentra NY, LLC is regulated by the Securities Exchange Commission – Registration number 801-62417. 
Registered office for Alcentra NY, LLC is 200 Park Avenue, New York, NY 10166, USA. 
 
Unless you are notified to the contrary, the services mentioned are not insured by the FDIC (or by any governmental entity) and are 
not guaranteed by or obligations of BNY Mellon NA or any of its affiliates. BNY Mellon NA assumes no responsibility for the accuracy 
or completeness of the above data and disclaims all expressed or implied warranties in connection therewith. © 2020 The Bank of 
New York Mellon Corporation. All rights reserved. 
 
This presentation is proprietary and not to be reproduced or redistributed in whole or in part without the prior written consent of 
Alcentra. 
 
Key Risks 

Past performance is not indicative of future results. 

The value of investments and the income from them is not guaranteed and can fall as well as rise due to market and currency 
movements. 

Unless you are notified to the contrary, the services mentioned are not insured by the FDIC (or by any governmental entity) and are 

not guaranteed by or obligations of BNY Mellon NA or any of its affiliates. BNY Mellon NA assumes no responsibility for the accuracy 
or completeness of the above data and disclaims all expressed or implied warranties in connection therewith. © 2020 The Bank of 
New York Mellon Corporation. All rights reserved. 

A potential client should consider the strategy’s investment objectives, risks, charges and expenses carefully before investing. 

Portfolios are subject to investment risks, including possible loss of the principal amount invested. Material in this publication is for 

general information only and is not intended to provide specific investment advice or recommendations for any purchase or sale of 
any specific security or commodity.  

Investments in sub-investment grade debt are speculative and involve special risks, and there can be no assurance that an account’s 

investment objectives will be realized or that suitable investments may be identified. Many factors affect performance including 
changes in market conditions and interest rates and in response to other economic, political, or financial developments. An investor 

could lose all or a substantial portion of his or her investment. No investment process is free of risk and there is no guarantee that the 

investment process described herein will be profitable. No investment strategy or risk management technique can guarantee returns 
or eliminate risk in any market environment.  

This presentation is proprietary and not to be reproduced or redistributed in whole or in part without the prior written consent of 
Alcentra. 

All views, opinions and estimates in this report constitute the best judgment of Alcentra as of the date hereof, but are subject to change 
without notice, and do not necessarily represent the views of Alcentra. The information in this presentation may contain projections or 
other forward-looking statements regarding future events, targets or expectations regarding the strategies described herein (including 
those introduced by the terms “may,” “target,” “expect,” “believe,” “will,” “should” or similar terms). There is no assurance that such 
events or targets will be achieved, and may be significantly different from that shown here. The information in this presentation, 
including statements concerning financial market trends, is based on current market conditions, which will fluctuate and may be 
superseded by subsequent market events or for other reasons. 
 
BNY Mellon Investment Management EMEA Limited (“BNYMIM EMEA”) is authorised to issue this document for marketing purposes 
only to Professional Clients in the UK. BNY Mellon Fund Management (Luxembourg) S.A. (“BNY MFML”) is authorised to issue this 
document for marketing purposes only to Professional Clients in Austria, Belgium, Denmark, Finland, France, Germany, Italy, Ireland, 
Luxembourg, Netherlands, Norway, Portugal, Spain, and Sweden. BNYMIM EMEA Registered Office: BNY Mellon Centre, 160 Queen 
Victoria Street, London EC4V 4LA. Registered in England No. 1118580. Authorised and regulated by the Financial Conduct Authority. 
BNY MFML Registered Office: 2-4 Rue Eugène Ruppert L-2453 Luxembourg. Registered in Luxembourg with number B28166. 
Authorised and regulated by the Commission de Surveillance du Secteur Financier. 
 
BNY Mellon Investments Switzerland GmbH is authorised to issue this document in Switzerland to [Qualified Investors only]. 
Registered Office: Talacker 29, CH-8001 Zürich, Switzerland. Authorised and regulated by the FINMA. 
 



Neither BNYMIM EMEA, BNY MFML or BNY Mellon Investments Switzerland GmbH will provide investment advice in connection with 
the products mentioned in this document and are not responsible for any subsequent investment advice given based on the information 
supplied. 
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