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A recent article in The Atlantic highlighting potential default risks for large banks may conflate two structured loan 
products with very different risk profiles: CLOs and CDOs. Collateralized loan obligations (CLOs) invest in sub-investment-
grade bank loans widely used to fund leveraged buyouts. They tend to have less risk than CDOs because they consist 
of senior, secured loans, have less exposure to derivatives and leverage, and are broadly diversified. Collateralized debt 
obligations (CDOs) — investing in mortgage-backed securities that were central to the subprime debt crisis in 2007-2010 
— tend to have higher risks due to their concentration and exposure 
to derivatives and leverage. The Fed’s action on Thursday to preserve 
banks’ capital addressed the potential threat of $700 billion in losses 
on consumer and corporate debt and real estate — not CLOs.

The magazine’s characterization of the default risk that CLOs pose to 
large banks appears overstated to us for several reasons. CLOs — a 
$625 billion market — generally represent less than 20% of Common 
Equity Tier 1 (CET1), a component of core capital that banks use as 
a primary source of funds (chart). The vast majority of CLOs held by 
banks are in AAA-rated tranches, which have not had a single default 
since 1994. Overall, leveraged loans recently have had a 70% recovery 
rate, reflecting their senior position in the capital stack. Although 
default rates could increase in the current recession, Fed actions 
to bolster capital requirements and its recent massive economic 
support make it unlikely that conditions would worsen to the point 
that CLO risks would impair large banks.

Although not a primary risk factor for banks, CLOs could become 
an issue for investors seeking higher income yields in lower-rated 
tranches with potential for rising default rates. As a result of the 
pandemic-related recession, there are more serious credit risks beyond 
CLOs, including the potential for rising default rates in corporate credit 
generally, as indicated by the Fed’s most recent bank stress tests. 
The $1.4 trillion leveraged loan market — only a fraction of which is 
invested in CLOs — remains an area of concern due to the volume 
of covenant-lite loans issued with fewer protections for lenders. We 
believe that the CLO structure is unlikely to amplify risks to the banking 
center in the way that CDOs did during the Great Financial Crisis.

The views expressed represent the opinions of certain GIM portfolio managers as of June 29, 2020 and are not intended as a recommendation of any security, 
sector or product. Opinions here are based on information from third parties gathered in good faith and believed to be accurate, but accuracy is not guaranteed. Past 
performance is not indicative of future performance. Investment in CLOs or CDOs involves substantial risks, including the risk of the loss of principal. This report 
includes a discussion of projections, which are assumptions of how the market or an instrument will perform in a given set of circumstances. These assumptions 
can change due to a variety of economic, market and political factors.  Accordingly, actual performance performance may vary from any opinion reported herein. 
For institutional advisor use only, not intended to be shared with retail clients.

Notes: The levels reported refer to exposures relative to Common 
Equity Tier 1 (CET1) capital computed as the sum of drawn and 
undrawn bank facilities, and of CLO holdings.  (As of 12/31/19)
Source: Financial Stability Board, Supervisory data covering US, 
EA, UK and JP banks
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