Quarterly Loan Market Commentary 
US loan market overview
US economic conditions went from bad to worse in
Q2, as the headwinds of the ongoing war in Ukraine,
accelerating inflation, a potential recession, unresolved
supply chain challenges, and new COVID-19 variants
were joined by rapidly rising interest rates. Institutional
investor sentiment across almost every asset class
turned decisively negative, and loans were no exception.
Loan issuance activity stalled and secondary loan
prices declined abruptly, causing new CLO formation
to become more challenging, while the heavy retail
loan investor inflows (mutual funds and ETFs) of Q1
suddenly reversed course, and retail outflows grew
throughout May and June. While not comparable
to the 2020 COVID-19 cycle, the loan market in
Q2 experienced similar price volatility and loan
issuance disruption, making it a difficult market for all
participants. The consolation for loans was that the
declines in other US asset classes were much worse.

US new-issue loan issuance
When taking into account worsening market conditions,
it was remarkable that new loan issue volume topped
USD 56 billion in Q2. While it was the weakest quarter of
issuance since the trough of the COVID-19 cycle in Q2
2020, and also down 60% compared to Q2 2021 levels,
this outcome was perhaps a small victory for banks and
loan issuers anxious to clear transactions.

1

Loan issuance volume started the quarter briskly and
April accounted for over 60% of quarterly volume, but
investor ‘risk-off’ sentiment soon took hold. In May and
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June, many new loan launches were strategically tabled
or just struggled to find sufficient demand without
flexing pricing much wider.
Of the loan issuance that did come to market
successfully, a majority (USD 37.6 billion) were to
support M&A transactions, while refinancings (USD
13.3 billion), dividend recapitalizations (USD 630
million), and other financings (USD 4.4 billion) made up
the difference. Within the M&A total, LBOs contributed
USD 19.5 billion, private equity-sponsored M&A added
USD 7.2 billion, and corporate M&A totalled USD 10.9
billion. Refinancings were logically lower in light of rising
loan margins, making opportunistic loan refinancings
unworkable. Fortunately, the massive USD 178.5 billion
of refinancings completed in 2021 took significant
pressure off most loan issuers needing to address
near-term debt maturities, leaving over 75% of all
outstanding loans due no sooner than 2026.
Also notable with this latest ‘risk-off’ investor sentiment
during Q2 was that new issue loans rated B- or B3
dropped to only 34% of the total issuance market, just
one quarter after posting a record high total of 51%.
Notably, new loans rated B+ or B1 were the largest
beneficiary of this shift in issuance risk quality, with
B+ or B1 rated loans totalling 40% of all Q2 US loan
issuance.
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US new-issue loan spreads

US Loan Secondary Trading

European loan market overview

New issue loan spreads for B/B+ rated loan issuers
tightened initially during April to SOFR + 393bps
(compared to SOFR + 453bps in Q1) due to strong
investor demand driven by increased retail inflows. But
soon institutional and retail investors conceded that the
constant negative market headwinds were taking a toll
on the US economy, and most investors retreated to the
sidelines during May and June.

With market sentiment waning in the face of anticipated
volatility and credit risk, the secondary loan market went
into a broader sell-off during Q2. The US Leveraged Loan
Index (LLI) plunged from 97.72% on 1 April to a two-year
low of 92.16% by 30 June. Negative investor sentiment,
driven by a growing list of adverse economic conditions
building up over several quarters, now had to also account
for an aggressive Fed rate increase cycle. This quickly
proved too much for the loan market to overlook.

Macro volatility in Europe in Q2 2022 proved to be
almost too much to overcome, and European leveraged
loan market new issuance came to a near halt,
following an already quiet Q1 with the escalating
conflict in Ukraine. While the loan market was not
completely dislocated and some new loans did clear,
the cost of execution was high in regards to loan margin,
OID, and terms.

The loan pricing necessary to clear the current roster
of launched loans jumped higher, ending Q2 at SOFR +
460bps. To counter the sharp sell-off in the secondary
loan market, original issue discount (OID) for new
loans averaged 315bps in Q2. Depending on the loan
transaction, the reality was that certain higher risk loans
had to offer as much as 500-700bps OID during June,
bringing the average yield of new loans (loan margin plus
OID) to 7.55% for the second quarter. Despite new issue
loans in the latter half of Q2 being saddled with expensive
pricing, at least the loan market remained constructive and
open for business.
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During periods of economic weakness and market
volatility, it is often observed that investors will sell
their most liquid assets first to raise initial cash. As
loans typically enjoy good liquidity and recovery value
compared to other assets classes such as bonds,
mortgages, ABS, and equity in difficult markets, it was
no surprise to see this unfold again in Q2. Despite
loans trading down quickly, selling off loans was often
a preferred choice to create quick cash for many
investors. And with this sell-off, loan returns for the LLI
declined to -4.6% for first half of 2022.

Source: S&P LCD, June 2022. For illustrative purposes only.

Many arranger banks that were sitting on underwritten
loans with terms agreed in a very different risk
environment were generally unwilling to risk bringing
these loans to the general syndication market in fear of (i)
unreasonable pricing demands that could establish bad
market precedence; or (ii) a hung loan syndication. This
left a marketplace where only a few issuers and arranger
banks felt either confident, or perhaps desperate, to test
the ever-weakening market conditions in Q2 to complete
a new loan syndication. While many headwinds prompted
a ‘risk-off’ investor environment that is not dissimilar
to COVID-19 in 2020, this year could prove to be more
challenging for investors and issuers. The prospects of
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European new-issue loan issuance
Despite April loan issuance starting well, market
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conditions
deteriorated and new European institutional
loan180
issuance declined in Q2 to EUR 6.6 billion, the
160 quarterly total posted since 2012. This compared
lowest
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rather
unfavourably to the EUR 16.8 billion just posted
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in Q1
and was dwarfed by the issuance total of EUR 41.5
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billion
from a year ago in Q2 2021. While it remains to
80
be seen if the decision to withhold syndication of certain
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loan facilities in the face of such weak investor demand
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was warranted, it at least seemed to be a popular choice
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arranging banks.
0
4Q17

3Q18

2Q19

1Q20

4Q20

3Q21

2Q22

European new-issue institutional loan volume
25

In EUR billion

20
15

3Q18

2Q19

1Q20

4Q20

3Q21

2Q22

6.0%

550

5.5%

500

5.0%

450

4.5%

400

4.0%

350

3.5%

YTM

Source: S&P LCD, June 2022. For illustrative purposes only.
Feb-21

Jun-21
Institutional loans

Oct-21

Feb-22

Jun-22

Pro rata loans

Source: S&P LCD, June 2022. For illustrative purposes only.

European new-issue loan spreads
While the supply of new loan issuance was rather small in
Q2 2022, investor demand was equally muted. Average
new issue loan margins and all-in yields jumped to
EURIBOR + 448bps and 5.14% respectively, compared
to EURIBOR + 413bps and 4.36% in Q1. On the few
new issues launching in Q2, OID averaged 200-400bps

European loan secondary trading
With diminished loan demand from European
institutional investors during Q2, loan bids, as
measured by the European Leverage Loan Index (ELLI),
tumbled from 97.33% on 1 April to 89.61% on 30 June.
While not as deep as the loan sell-off experienced
during the trough of the COVID-19 cycle in 2020, this
drop was a clear sign that investors have turned
‘risk-off’ en masse. And with that Q2 loan sell-off,
the ELLI posted a -7.5% return for the first half
of 2022.
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US collateralized loan obligations
The US CLO market continued to grow in Q2, with new
issuance hitting USD 40.2 billion (85 CLOs) compared to
USD 31.2 billion (63 CLOs) in Q1. This was a surprisingly
strong result, given the bearish market sentiment for US
loans. Despite macroeconomic uncertainties and rapidly
rising rates, many CLO investors remained engaged on
purchasing new CLO liability tranches, although they
sought much wider spreads and were more selective over
managers chosen. The top and bottom of the CLO liability
stack continued to be the biggest challenges in securing
new CLO capital. Large US banks, often the anchor AAA
liability tranche purchaser for new issue CLOs, were
notably absent from the market in Q2. Some banks chose to
pursue higher relative returns in other asset-backed credit
segments, while other banks instead chose to conserve
balance sheets in the face of broader economic weakening.
But a combination of newer investors, broadly syndicated
AAA tranches, higher liability spreads, and investor-friendly
structure changes did help get many CLOs priced in Q2,
despite considerable headwinds. Even as CLO liability
tranche spreads continued to rise higher week after week,
CLO issuance remained feasible as the purchase price of
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asset collateral (loans) also continued to decline, providing
sufficient discounted margin to meet equity return hurdles.
The challenge for most CLO managers issuing in Q2 was
successfully slipping through the narrow window to execute
under a ‘print and sprint’ CLO issuance strategy. An entire
portfolio of loans had to be quickly purchased at deep
discounted prices, while the issuing vehicle simultaneously
locked in CLO liability tranches at spreads sufficient to
generate the target equity arbitrage sought. Additionally,
CLO managers needed to be flexible on structure terms,
often using shorter reinvestment periods of three or four
years (versus the standard five years) and also offering a
number of documentation concessions to appease investor
concerns. This all created a delicate balance of give and
take between issuers and investors. On average, it also
took twice as long to complete than is typical, while leaving
uncertainty until the very day of pricing.
As pricing demands from investors across the CLO capital
stack rose, the weighted average cost of capital for a new
US CLO in Q2 topped SOFR+ 218bps (compared to SOFR
+ 192bps in Q1), with AAA liabilities pricing as low as SOFR
+ 150bps in April, and rising above SOFR + 200bps by
late June. To create the minimum equity arbitrage, CLO
managers had to assemble target portfolios at an average
purchase price of 96.0-98.0%, compared to 99.0-99.5% in a
normal market environment. While the higher cost of CLO
liabilities in 2022 was still workable for new issues, the CLO
Reset market was effectively closed down.
Despite this challenging environment, 75 managers issued
148 new CLOs (USD 71.4 billion) in the first half of 2022,
compared to 92 managers issuing 171 CLOs (USD 83.2
billion) in the first half of 2021. For the rest of 2022, it
remains to be seen if the CLO issuance market will continue
to be open primarily for higher-tier managers with better
access to capital and/or stronger performance track
records, or whether a broader base of managers will be able
to hit the market.
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US CLO liabilities spreads
US CLO average coupon and weighted average cost of capital (bps)
Time frame

AAA

AA

A

BBB

BB

Q420 (LIBOR+)

137

181

250

392

737

193

Q121 (LIBOR+)

115

155

199

313

647

163

Q221 (LIBOR+)

116

171

209

318

654

168

Q321 (LIBOR+)

118

170

214

324

661

172

Q421 (LIBOR+)

116

171

216

324

659

172

Q122 (SOFR+)

136

191

232

346

698

192

Q222 (SOFR+)

159

226

284

403

750

218

Change from Q122

23

36

52

58

52

27

Change from a year ago

43

55

75

85

96

50

WACC

Source: S&P LCD, June 2022. For illustrative purposes only.

European collateralized loan obligations
In response to muted investor sentiment and marginal
growth in the European loan market, new Euro CLO
issuance in Q2 dropped to EUR 4 billion from 10
CLOs. This was the lowest quarterly issuance tally
since 2017 and a 60% decline from Q1. CLO issuance
activity actually started well in April and May with
approximately one CLO printing per week, but as
the loan market slump accelerated in June, only one
more CLO printed during the month. Despite CLO
issuers offering increasing flexibility through shorter
reinvestment periods and tighter liability structures
and documents, the challenge in Europe (similar to the
US) was navigating the rapidly increasing AAA liability
spreads between April to June, and locking in lead
investors. Euro AAA liability investors (including many
US banks) withdrew from engaging new issuers. AAA
spreads went from EURIBOR + 115bps in early April
to as high as EURIBOR + 140bps in June, with some
prospective issuers during this process failing to agree
on or lock in the right liability spreads. Beyond AAA

spreads, Euro CLOs also saw considerable widening
across the bottom of the CLO capital stack, notably
BBB, BB, and B-rated tranches. The use of B-rated CLO
liability tranches, common in Europe but less so in the
US, also became prohibitively expensive in Q2, with allin yields pushing above 10%.
With such a disjointed issuance market, the weighted
average cost of capital for CLOs in Q2 jumped to
EURIBOR + 232bps, compared to EURIBOR + 199bps
in Q1. In response to the expectations of further rising
liability spreads in the second half of 2022, where AAA
liabilities could remain above EURIBOR + 200bps,
CLO arranger banks also lowered their estimations of
total Euro CLO issuance for 2022, despite being just
six months removed from the all-time record issuance
levels (EUR 38.6 billion) posted in 2021. A CLO issuance
pull-back in Europe of as much as 20-30% is now
projected for 2022.

Euro CLO liabilities spreads
European CLO average coupon across the stack and weighted
average cost of capital (bps)
Time frame

AAA

AA

A

BBB

BB

Q320 (E+)

136

198

286

400

630

217

Q420 (E+)

110

180

281

411

642

201

Q121 (E+)

83

136

223

330

584

167

Q221 (E+)

87

158

209

314

593

172

Q321 (E+)

99

169

218

316

607

182

Q421 (E+)

97

175

225

331

625

183

Q122 (E+)

100

208

281

393

679

199

Q222 (E+)

117

231

346

482

741

232

Change from Q122

17

23

64

89

62

49

Change from Q221

31

73

136

168

148

60

Source: S&P LCD, June 2022. For illustrative purposes only.
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Beyond liability and structural changes, CLO managers
conversely succeeded in modifying asset-level bond bucket
limits in many recent CLO issues, seeking to use high-yield
securities to further enhance average portfolio spreads and
overcollaterization tests through deep discount purchases.
Bond buckets, while more common for European CLOs
than in the US, have grown in Europe from the standard
10% to 12-15%, and even up to 20%. Ironically, these bond
bucket changes occurred just as loan prices were falling
rapidly. CLOs can once again revert to purchasing loans
much cheaper, enhancing portfolio-weighted average
spreads and improving overcollateralization tests, while
retaining better security positions with loans. However, this
added flexibility with bonds buckets will be of great value to
managers over the longer term.
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Spotlight topic: Interest base rate transition – SOFR, so good?
The start of 2022 ushered in the long-awaited, mandated
transition in the US from the USD LIBOR to SOFR interest
base rate for US leveraged loans and CLOs. New issuance
and refinancings of loans, as well as any new CLOs, had to
adopt SOFR as their interest base rate starting 1 January
2022. The initial expectation was that in a normal cycle of
loan transactions, amortization, and prepayments, as much
as half of all US loan outstanding could transition to SOFR
before the end of 2022, six months prior to the official 30
June 2023 cessation of USD LIBOR.
So where does the transition stand halfway through 2022?
Research from Bank of America (June 2022) projects that
only 12% of all loans held in US CLOs had transitioned to
SOFR through 30 June 2022. This statistic was derived
by referencing public CLO trustee reports, which offer a
broad sampling of US loan rate data since CLOs are well
diversified holders of US loans and more than a thousand
CLOs post monthly trustee reports publicly. The slower
uptake of SOFR base rates for US loans to-date is easily
explained by the much slower pace of new loan activity
in 2022, as well as much higher loan spreads prevailing
in today’s loan market, which makes refinancings of

outstanding loans in 2022 a less attractive proposition for
most issuers. From this aggregated data, it appears unlikely
the transition to half of all US loans outstanding utilizing a
SOFR base by year-end 2022 will happen.
Another element of the SOFR transition to monitor is
the adoption of credit spread adjustments (CSA) to be
combined with SOFR rates. The CSA was created to account
for SOFR being a ‘risk-free’ rate while LIBOR is a creditsensitive rate. The CSA could adopt one of several market
conventions: (i) zero CSA; (ii) an ARCC recommended CSA
curve of 11/26/43bps (coinciding with the tenor of SOFR
contracts of 1/3/6 months); (iii) a market proposed CSA
curve of 10/15/25bps (coinciding with the tenor of SOFR
contracts of 1/3/6 months); or (iv) a flat CSA (typically
10bps). Unfortunately, none of these four CSA conventions
have emerged as a dominant choice since the start of 2022.
While Zero CSA is leading the early adoption at 44%,
closely followed by a flat 10bps CSA at 39%, it is too early to
determine which of these conventions will prevail, especially
when only 12% of all loans have transitioned to SOFR
through Q2 2022. More progress will follow, but SOFR,
so good.
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