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As investors consider the pending transition from virus-related trepidation to a potential reflation scenario as vaccines 
unlock the potential of significant monetary and fiscal stimulus, U.S. leveraged loans are frequently re-emerging in 
allocation discussions. They have attributes that fit both sides of the transition: attractive spreads and seniority in the 
capital structure amid investors’ search for yield in a still-uncertain economic environment as well as minimal duration and 
floating-rate coupons in an environment where inflation expectations and interest rates continue to tick higher. 

Although yields across the credit sectors declined during 2020’s market recovery amid historically low interest rates and 
narrowing credit spreads, a yield of about 4.90% on the benchmark leveraged loan index could provide up to 90 bps in 
additional yield relative to the broader high-yield bond index.1 A portion of that advantage is derived from the third of the 
leveraged loan market that has LIBOR floors of 50-75 bps (LIBOR continues to sit at about 25 bps) and spreads that 
generally remain about 75 bps wide to those in the U.S. high-yield bond market.2 Room for price appreciation also remains 
in some of the more COVID-affected names, and about 38% of the market is bid above par. 

While some may point to the callability of loans as potentially limiting further price appreciation, the economic uncertainty 
from the virus, amongst other factors, underscores the importance of loans’ first lien status at the top of the capital structure 
even with credit fundamentals set to improve. And although recovery rates declined with the prevalence of loose 
documentation and loan-only capital structures, recovery rates ticked higher to start 2021, indicating that a possible trough 
was set in late 2020. Furthermore, leverage loan default rates are expected to decline from 4.3% in 2020 to 3.5% this year 
and 2.0% in 2022.3 

Credit Selection to Drive Alpha Generation 

The pending improvement in fundamentals does not lessen the need for credit research. Rather, it only raises the 
importance of credit selection and risk management in order to capitalize on the attributes mentioned above. 

Over the past decades, the loan market’s composition has transformed significantly. After comprising slightly more than 
one third of the market in late 2002, B rated issues now comprise nearly two thirds of the market with the CCC segment 
comprising more than 10%. Meanwhile, the share of BB issuers has declined by more than half since late 2002 (Figure 1). 
The shift in credit quality would be a significant concern in an economic downturn amid generally elevated leverage levels 
and loose documentation standards. 

 

 

 

 

 



U.S. LEVERAGED LOANS: FROM TREPIDATION TO POTENTIAL REFLATION  February, 2021 

For Professional Investors Only. All Investments involve risk, including the possible loss of capital. 

FIGURE 1: THE MARKET HAS SHIFTED TO A HIGHER-RISK COMPOSITION IN RECENT YEARS 

 
Source: Credit Suisse U.S. Leveraged Loan Index. Composition profile is normalized by credit rating excluding the non-rated sector. 

In addition, as loan prices rise, their callability creates a more asymmetric return profile. Therefore, in order to capture the 
sector’s attractive carry opportunities, a conservative, well-researched approach is warranted and supports our preference 
for BB rated names - particularly given the relative value profile compared to Bs and CCCs (Figure 2) - as well as some 
select B rated names. The desired portfolio profile may also involve a relatively concentrated set of about 225 issues (from 
a market of nearly 1,700 credits) as well as attractively priced high yield bonds and/or perpetual preferred securities. 
Accurate issue selection in a concentrated portfolio also indicates the possibility that its default rate could be notably less 
than what is recorded in the broader market. 

FIGURE 2: BB LOAN PRICES REMAIN BELOW THE 2020 HIGHS, AND DISCOUNT MARGINS REMAIN WIDE OF 
RECENT TIGHTS 

 
Source: Credit Suisse and PGIM Fixed Income. 

The current point in the economic transition demonstrates why active credit selection and risk management - as opposed 
to a passive approach restricted to the largest names in an index - will likely be the most significant contributors to sector 
outperformance and alpha generation going forward. 
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Shifting to Reflation 

Investors’ anticipation of an economic recovery has been reflected across markets. While the most recent comments from 
the Federal Reserve indicate an accommodative policy stance for the foreseeable future, market activity has firmly pointed 
to a reflation scenario as the 10-year Treasury yield has jumped more than 70 bps off the lows to 1.30% and 10-year 
breakevens have surged 170 bps off the lows to 2.2%. As investors concerned about rising inflation and/or rates have 
sought principal protection as well as attractive spreads, technicals in the loan market have improved as well. Renewed 
inflows have surpassed $4.0 billion year-to-date after more than $20 billion of outflows in 2019 and in 2020 as the Fed 
curtailed its rate hikes and returned the Fed funds rate to the zero-lower bound as the pandemic spread. We anticipate 
CLO formation will also maintain a consistent bid under the loan market.   

While the primary market remains active with more than $114 billion in gross issuance through early February, much of 
the recent activity pertains to repricing or refinancing activity. Therefore, net issuance is expected to decline by 10% over 
the course of the year.4 Furthermore, we remain highly selective in the primary market and are adding only one out of four 
to five primary offerings. 

Estimates for returns in the leveraged loan sector in 2021 range between 4%-5%, which could compare well to longer-
duration asset classes as the reflation theme continues. And for investors seeking shorter-duration options, leveraged 
loans’ aforementioned yield and spread pickup pertains to short-duration high yield bonds as well (see Figure 3). 

FIGURE 3: LEVERAGE LOANS COULD PROVIDE AN ATTRACTIVE WAY TO PLAY THE REFLATION TRADE 

 

Source: Credit Suisse and ICE BofA Indices as of February 2, 2021. 

Our longer-term base case continues to call for low interest rates and inflation that generally remains below central bank 
targets. However, for reference, the Fed’s last rate hike of the prior cycle in late 2018 coincided with a leveraged loan yield 
of 6.29% as LIBOR reached nearly 2.80% even as spreads were less than 10 bps wider than in early February 2021. 
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As investors consider the shift from trepidation to potential reflation, the nuances of the coming recovery may warrant 
potential allocation adjustments. At this point, the attractive spreads on leveraged loans, as well as the value of seniority 
in the capital structure, may appeal to investors. Yet, active credit research and risk management are needed to capitalize 
on these attributes. Looking ahead, the exact shape of the recovery remains unclear given the potentially significant 
tailwinds from an unprecedented combination of global monetary and fiscal stimulus. Limited duration and floating-rate 
coupons may support the performance of leveraged loans in a scenario where the reflation narrative gains momentum. 
And as investors monitor the fits-and-starts of this progression, an allocation to leveraged loans may provide a suitable 
way to navigate the period of transition. 

 

 

 

1 Based on the Credit Suisse U.S. Leveraged Loan Index and the ICE BofA U.S. High Yield Index. 

2 Spreads in the leveraged loan market refer to a discount margin on a loan with a three-year average life. 

3 Information from J.P. Morgan as of February 1, 2021. 

4 Estimate from J.P. Morgan. 
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Important Information 

PGIM Fixed Income operates primarily through PGIM, Inc., a registered investment adviser under the U.S. Investment Advisers Act of 1940, as amended, and a 
Prudential Financial, Inc. (“PFI”) company. Registration as a registered investment adviser does not imply a certain level or skill or training. PGIM Fixed Income is 
headquartered in Newark, New Jersey and also includes the following businesses globally: (i) the public fixed income unit within PGIM Limited, located in London; (ii) 
PGIM Netherlands B.V. located in Amsterdam; (iii) PGIM Japan Co., Ltd. (“PGIM Japan”), located in Tokyo; (iv) the public fixed income unit within PGIM (Hong Kong) 
Ltd. located in Hong Kong; and (v) the public fixed income unit within PGIM (Singapore) Pte. Ltd., located in Singapore (“PGIM Singapore”).  PFI of the United States 
is not affiliated in any manner with Prudential plc, incorporated in the United Kingdom or with Prudential Assurance Company, a subsidiary of M&G plc, incorporated 
in the United Kingdom.  Prudential, PGIM, their respective logos, and the Rock symbol are service marks of PFI and its related entities, registered in many jurisdictions 
worldwide. 

These materials are for informational or educational purposes only.  The information is not intended as investment advice and is not a recommendation about 
managing or investing assets.  In providing these materials, PGIM is not acting as your fiduciary. These materials represent the views, opinions and recommendations 
of the author(s) regarding the economic conditions, asset classes, securities, issuers or financial instruments referenced herein.  Distribution of this information to any 
person other than the person to whom it was originally delivered and to such person’s advisers is unauthorized, and any reproduction of these materials, in whole or 
in part, or the divulgence of any of the contents hereof, without prior consent of PGIM Fixed Income is prohibited.  Certain information contained herein has been 
obtained from sources that PGIM Fixed Income believes to be reliable as of the date presented; however, PGIM Fixed Income cannot guarantee the accuracy of such 
information, assure its completeness, or warrant such information will not be changed.  The information contained herein is current as of the date of issuance (or 
such earlier date as referenced herein) and is subject to change without notice.  PGIM Fixed Income has no obligation to update any or all of such information; nor 
do we make any express or implied warranties or representations as to the completeness or accuracy or accept responsibility for errors.  All investments involve risk, 
including the possible loss of capital. These materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial 
instrument or an y investment management services and should not be used as the basis for any investment decision.  No risk management technique can guarantee 
the mitigation or elimination of risk in any market environment.  Past performance is not a guarantee or a reliable indicator of future results and an investment could 
lose value.  No liability whatsoever is accepted for any loss (whether direct, indirect, or consequential) that may arise from any use of the information contained in or 
derived from this report.  PGIM Fixed Income and its affiliates may make investment decisions that are inconsistent with the recommendations or views expressed 
herein, including for proprietary accounts of PGIM Fixed Income or its affiliates. 

The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are not intended as recommendations 
of particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding the suitability of any securities, 
financial instruments or strategies for particular clients or prospects.  For any securities or financial instruments mentioned herein, the recipient(s) of this report must 
make its own independent decisions. 

Conflicts of Interest: PGIM Fixed Income and its affiliates may have investment advisory or other business relationships with the issuers of securities referenced herein.  
PGIM Fixed Income and its affiliates, officers, directors and employees may from time to time have long or short positions in and buy or sell securities or financial 
instruments referenced herein.  PGIM Fixed Income and its affiliates may develop and publish research that is independent of, and different than, the 
recommendations contained herein. PGIM Fixed Income’s personnel other than the author(s), such as sales, marketing and trading personnel, may provide oral or 
written market commentary or ideas to PGIM Fixed Income’s clients or prospects or proprietary investment ideas that differ from the views expressed herein.  
Additional information regarding actual and potential conflicts of interest is available in Part 2A of PGIM Fixed Income’s Form ADV. 

In the United Kingdom, information is issued by PGIM Limited with registered office: Grand Buildings, 1-3 Strand, Trafalgar Square, London, WC2N 5HR. PGIM Limited 
is authorised and regulated by the Financial Conduct Authority (“FCA”) of the United Kingdom (Firm Reference Number 193418). In the European Economic Area 
(“EEA”), information is issued by PGIM Netherlands B.V., an entity authorised by the Autoriteit Financiële Markten (“AFM”) in the Netherlands and operating on the 
basis of a European passport. In certain EEA countries, information is, where permitted, presented by PGIM Limited in reliance of provisions, exemptions or licenses 
available to PGIM Limited under temporary permission arrangements following the exit of the United Kingdom from the European Union. These materials are issued 
by PGIM Limited and/or PGIM Netherlands B.V. to persons who are professional clients as defined  under the rules of the FCA and/or to persons who are professional 
clients as defined in the relevant local implementation of Directive 2014/65/EU (MiFID II). In certain countries in Asia-Pacific, information is presented by PGIM 
(Singapore) Pte. Ltd., a Singapore investment manager registered with and licensed by the Monetary Authority of Singapore. In Japan, information is presented by 
PGIM Japan Co. Ltd., registered investment adviser with the Japanese Financial Services Agency. In South Korea, information is presented by PGIM, Inc., which is 
licensed to provide discretionary investment management services directly to South Korean investors. In Hong Kong, information is provided by PGIM (Hong Kong) 
Limited, a regulated entity with the Securities & Futures Commission in Hong Kong to professional investors as defined in Section 1 of Part 1 of Schedule 1 (paragraph 
(a) to (i) of the Securities and Futures Ordinance (Cap.571). In Australia, this information is presented by PGIM (Australia) Pty Ltd (“PGIM Australia”) for the general 
information of its “wholesale” customers (as defined in the Corporations Act 2001). PGIM Australia is a representative of PGIM Limited, which is exempt from the 
requirement to hold an Australian Financial Services License under the Australian Corporations Act 2001 in respect of financial services. PGIM Limited is exempt by 
virtue of its regulation by the FCA (Reg: 193418) under the laws of the United Kingdom and the application of ASIC Class Order 03/1099. The laws of the United 
Kingdom differ from Australian laws. In South Africa, PGIM, Inc. is an authorised financial services provider – FSP number 49012.  In Canada, pursuant to the 
international adviser registration exemption in National Instrument 31-103, PGIM, Inc. is informing you of that: (1) PGIM, Inc. is not registered in Canada and is 
advising you in reliance upon an exemption from the adviser registration requirement under National Instrument 31-103; (2) PGIM, Inc.’s jurisdiction of residence is 
New Jersey, U.S.A.; (3) there may be difficulty enforcing legal rights against PGIM, Inc. because it is resident outside of Canada and all or substantially all of its assets 
may be situated outside of Canada; and (4) the name and address of the agent for service of process of PGIM, Inc. in the applicable Provinces of Canada are as 
follows: in Québec: Borden Ladner Gervais LLP, 1000 de La Gauchetière Street West, Suite 900 Montréal, QC H3B 5H4; in British Columbia: Borden Ladner Gervais LLP, 
1200 Waterfront Centre, 200 Burrard Street, Vancouver, BC V7X 1T2; in Ontario: Borden Ladner Gervais LLP, 22 Adelaide Street West, Suite 3400, Toronto, ON M5H 
4E3; in Nova Scotia: Cox & Palmer, Q.C., 1100 Purdy’s Wharf Tower One, 1959 Upper Water Street, P.O. Box 2380 – Stn Central RPO, Halifax, NS B3J 3E5; in Alberta: 
Borden Ladner Gervais LLP, 530 Third Avenue S.W., Calgary, AB T2P R3. 
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留意事項 2 
 

※本資料はPGIMフィクト・インカムが市場動向に関する情報提供としてプロの投資家向けに作成したものです。PGIMフィクスト・インカムは、⽶国SECの登録投資顧問会
社であるPGIMインクの債券運⽤部⾨です。 
 
※本資料は情報提供を⽬的としたものであり、特定の⾦融商品の勧誘⼜は販売を⽬的としたものではありません。また、本資料に記載された内容等については今後変更
されることもあります。 
 
※記載されている市場動向等は現時点での⾒解であり、これらは今後変更することもあります。また、その結果の確実性を表明するものではなく、将来の市場環境の変動
等を保証するものでもありません。 
 
※本資料に記載されている市場関連データ及び情報等は信頼できると判断した各種情報源から⼊⼿したものですが、その情報の正確性、確実性について当社が保証す
るものではありません。 
 
※過去の運⽤実績は必ずしも将来の運⽤成果等を保証するものではありません。 
 
※本資料は法務、会計、税務上のアドバイスあるいは投資推奨等を⾏うために作成されたものではありません。 
 
※当社による事前承諾なしに、本資料の⼀部または全部を複製することは堅くお断り致します。 
 
※“Prudential”、“PGIM ”、それぞれのロゴおよびロック・シンボルは、プルデンシャル・ファイナンシャル・インクおよびその関連会社のサービスマークであり、多数の国・地域で登
録されています。 
 
※PGIMジャパン株式会社は、世界最⼤級の⾦融サービス機関プルデンシャル・ファイナンシャルの⼀員であり、英国プルーデンシャル社とはなんら関係がありません。 
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