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> Head of U.S. Securitized Products John Kerschner and
Associate Portfolio Manager Jessica Shill explain why
investment-grade collateralized loan obligations (CLOS)
may offer an attractive floating-rate option for fixed-income %\*
investors expecting interest rates to rise.
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Key Takeaways

e While most investors instinctually feel that rising interest rates are bad
for bonds, the opposite is often true with floating-rate bonds.

e High inflation and expectations for rising policy rates have created
demand for floating-rate securities, including CLOs. We expect this will
persist as long as markets expect the U.S. Federal Reserve (Fed) to
raise interest rates, or if the outlook for inflation remains uncertain.
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e While their yields look attractive at current levels, CLOs have a history Quick Views | Interest rates |
of seeing capital appreciation when the Fed is raising rates - as they Volatility
are expected to do in the year ahead.

The High Cost of “Insurance”
in Today's Aggregate

With bond yields | d inflation high, i t ight to ask where th
ith bond yields low and inflation high, investors are right to ask where they can Benchmark

find higher yields and less sensitivity to rising interest rates but still get diversity
from their equity holdings. One sensible answer is to consider the often
overlooked floating-rate segment of the so-called “fixed” income universe. While
most investors instinctually feel that rising interest rates are bad for bonds, the
opposite is generally/often true with floating-rate bonds. These securities do not
have a “fixed” interest rate like traditional Treasury bonds or most corporate
bonds. Instead, the yield they pay “floats” on top of a benchmark, such as the U.S.
Federal Reserve's (Fed) short-term policy rate. As such, when the Fed raises their
benchmark rate, the interest paid on a floating-rate security linked to it goes up.
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You Don’t Have to Passively Accept Duration
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to the volatility of interest rates. This is understandable given how many passive ~ Annual Outlook |

(and even actively managed) bond funds are benchmarked to the Bloomberg U.S. Interest rates | Volatility
Aggregate Bond index. The “Agg,” as it is commonly known, has almost become

synonymous with “bonds.” But while the Agg has many advantages, low sensitivity Global Bonds: A Very

to rising interest rates is not one of them. And while it does have a substantial Narrow Path for Monetary
allocation to mortgage-backed securities (MBS), which have lower durations (a Policy

measure of sensitivity to changes in interest rates), Treasuries make up the bulk

of the index and the duration of its corporate bond allocation has risen Read More —

substantially in recent years.'

In an environment like today, where yields are low, inflation is high, and interest
rates are expected to rise, investors need to be a little more thoughtful about
how, not if, they should take bond exposure. Floating-rate securities, lower-
duration asset classes (like MBS), or securities with higher yields are all viable
options. And there are a variety of established markets that can provide some or
all of these characteristics. For example, many commercial mortgage-backed
securities (CMBS) are issued with floating-rate coupons. But the rapid growth of
the floating-rate bank loan market and its more structured corollary, the
collateralized loan obligation (CLO) market, deserve a closer look given their low
interest-rate sensitivity, attractive yields, and diversity benefits.

The Bank Loan Market

While governments and large corporations typically borrow by issuing bonds,
there is a parallel - and rapidly growing - market of loans (not bonds) issued by
U.S. banks to smaller companies seeking funding. These loans, originating from
banks that fund themselves through the volatile interest rate markets, are mostly
issued with floating-rate interest to help protect the bank from losses should
interest rates rise. For the corporate borrowers, the floating-rate structure means
their interest payments could rise or fall, making financial planning a little more
complicated. But for investors, the floating-rate nature can sometimes be just
what is needed: A security that pays more income if interest rates rise and is less
sensitive to losses if fears of inflation push longer-maturity government or
corporate bond yields higher.

The bank loan market goes by a few names but is often referred to as the
“leveraged loan” market - a name which originates from its role in financing
mergers or acquisitions, including leveraged buyouts. The credit ratings of these
loans typically track this usage: They are overwhelmingly “high-yield” loans, with
sub investment-grade credit ratings and thus yields which tend to look more like
the high-yield corporate bond market.

For investors comfortable with high-yielding sub-investment grade risk, the bank
loan market deserves a closer look as it has grown substantially in the last
decade. At nearly $1.6 trillion in June of this year, the floating-rate bank loan
market is nipping at the heels of the fixed-rate U.S. high-yield market, which was
only marginally larger at approximately $1.7 billion in June 2021.2

Bank Loans with Higher Credit Ratings: CLOs

For investors who are not comfortable with sub-investment grade credit risk but
still seek floating-rate exposure, the CLO market offers exposures over the range
of investment-grade credit ratings, including AAA and BBB. As the bank loan
market has grown, so has the U.S. CLO market (nearly tripling in the last decade
to over $800 billion) as CLOs are, in essence, portfolios of bank loans.3 They are
also actively managed by a CLO manager who pools together different loans to
create a portfolio in an attempt to produce a more diverse offering. Nevertheless,
BBB rated CLOs have historically offered yields closer to the bank loan and high-
yield corporate bond markets, as illustrated in the chart below.
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Corporate Bond Index, as of October 2021.

The relative attractiveness of investment-grade CLO yields is maintained as you
move up the rating spectrum. As shown in the figure below, CLOs with A to AAA
ratings offer a substantial premium over similarly rated corporate bonds: Over
the last five years, AAA CLOs have offered nearly two times the spread over
Treasuries that similarly rated corporates bonds have, and in the single A rating
category they have paid over 2.5 times the spread.

Figure 2: The Spread Advantage of CLOs over Corporate Bonds
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The Near-Term Outlook for and Relative Value of CLOs

CLOs in both the highest investment-grade rating category (AAA) and the lowest
(BBB) are currently trading near the tighter end of their recent range but are not
yet near the lows seen in the last cycle, in the first quarter of 2018. Like other
credit markets, they widened substantially as COVID-19 struck, then steadily
recovered from the 2020 lows. For much of this year, spreads have been stable
and thus, given their yield, offered an attractive risk-adjusted return in a period
when Treasuries were relatively volatile.

In our view, the current mix of high inflation and expectations for rising policy
rates has created demand for floating rate securities that has helped the stability
of their spreads. And as long as the Fed is expected to raise interest rates - or the
outlook for inflation remains uncertain - we expect this demand to be sustained.
While spreads could tighten further (as of the end of October, AAA spreads were
still 0.27% wider than their 2018 lows), we think both AAA and BBB rated
securities are compelling even if they remain stable at current spreads given the
yields they offer.

Figure 3: AAA and BBB CLO Spreads
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Source: J.P. Morgan AAA and BBB CLO Indices, as of 29 October 2021.

However, it is worth noting that the lows in CLO spreads were achieved during a
time when the Fed was raising policy rates - as they are expected to in the year
ahead. While positive capital appreciation during times of rising interest rates
may seem counter-intuitive, such is the nature of floating-rate securities. Between
December 2017 and the end of November 2018, when the Fed raised interest
rates 1.25%, the Agg lost 1.62%, the shorter-duration Bloomberg 1-3-year U.S.
Government/Credit Index gained 0.82%, and the J.P. Morgan AAA CLO index rose
2.55%%. Over the course of the longer tightening cycle, from December 2015 to
through November 2018, the Fed raised rates 2.25% and the AAA CLO index rose
8.63%, more than three times the return of the 1-3-year U.S. Government/Credit
index>.

Nevertheless, when absolute yield levels across many fixed income markets are
low, the yields on CLOs can look attractive regardless of their potential to see
higher prices. Currently, the J.P. Morgan AAA CLO Index has an average yield near
2.2% and the BBB Index, which is still investment grade, is yielding nearly 5%.°
Relative to the Agg, an investment-grade benchmark, which currently offers a
yield of 1.69%’, CLOs look attractive at both the lowest and the highest
investment-grade ratings.

1 Bloomberg, as of 15 November 2021.

2 Securities Industry and Financial Markets Association, as of June 2021, and Bloomberg, as of 30 June 2021.
3J.P. Morgan, as of 26 November 2021.

4Bloomberg, as of 1 December 2021.

5Bloomberg, as 31 November 2021.

6Bloomberg, as of 30 November 2021. Indices are the J.P. Morgan CLO AAA Total Return Index and J.P. Morgan
CLO BBB Total Return Index. Note that quoted yields are take into consideration the forward curve for LIBOR.
7Bloomberg, as of 30 November 2021.
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Credit quality ratings are measured on a scale that generally ranges from AAA (highest) to D (lowest).

The opinions and views expressed are as of the date published and are subject to change. They are for information purposes only and should not be used or construed as
an offer to sell, a solicitation of an offer to buy, or a recommendation to buy, sell or hold any security, investment strategy or market sector. No forecasts can be
guaranteed. Opinions and examples are meant as an illustration of broader themes, are not an indication of trading intent and may not reflect the views of others in the
organization. It is not intended to indicate or imply that any illustration/example mentioned is now or was ever held in any portfolio. Janus Henderson Group plc through
its subsidiaries may manage investment products with a financial interest in securities mentioned herein and any comments should not be construed as a reflection on
the past or future profitability. There is no guarantee that the information supplied is accurate, complete, or timely, nor are there any warranties with regards to the
results obtained from its use. Past performance is no guarantee of future results. Investing involves risk, including the possible loss of principal and fluctuation of value.

Diversification neither assures a profit nor eliminates the risk of experiencing investment losses.

Fixed income securities are subject to interest rate, inflation, credit and default risk. The bond market is volatile. As interest rates rise, bond prices usually fall, and vice
versa. The return of principal is not guaranteed, and prices may decline if an issuer fails to make timely payments or its credit strength weakens.

Mortgage-backed securities (MBS) may be more sensitive to interest rate changes. They are subject to extension risk, where borrowers extend the duration of their
mortgages as interest rates rise, and prepayment risk, where borrowers pay off their mortgages earlier as interest rates fall. These risks may reduce returns.

Collateralized Loan Obligations (CLOs) are debt securities issued in different tranches, with varying degrees of risk, and backed by an underlying portfolio consisting
primarily of below investment grade corporate loans. The return of principal is not guaranteed, and prices may decline if payments are not made timely or credit strength
weakens. CLOs are subject to liquidity risk, interest rate risk, credit risk, call risk and the risk of default of the underlying assets.

Bank loans often involve borrowers with low credit ratings whose financial conditions are troubled or uncertain, including companies that are highly leveraged or in
bankruptcy proceedings.

High-yield or "junk" bonds involve a greater risk of default and price volatility and can experience sudden and sharp price swings.

U.S. Treasury securities are direct debt obligations issued by the U.S. Government. With government bonds, the investor is a creditor of the government. Treasury Bills
and U.S. Government Bonds are guaranteed by the full faith and credit of the United States government, are generally considered to be free of credit risk and typically
carry lower yields than other securities.

Actively managed portfolios may fail to produce the intended results. No investment strategy can ensure a profit or eliminate the risk of loss.
Bloomberg 1-3 Year U.S. Government/Credit Index measures Treasuries, government-related issues and corporates with maturity between 1-3 years.
Bloomberg U.S. Aggregate Bond Index is a broad-based measure of the investment grade, US dollar-denominated, fixed-rate taxable bond market.

Credit Spread is the difference in yield between securities with similar maturity but different credit quality. Widening spreads generally indicate deteriorating
creditworthiness of corporate borrowers, and narrowing indicate improving.

Duration measures a bond price’s sensitivity to changes in interest rates. The longer a bond’s duration, the higher its sensitivity to changes in interest rates and vice
versa.
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