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Community banks: Diversify your loan book with 
variable-rate senior secured commercial and 
industrial loans

Highlights

■ Banks with more diversified loan books are in better shape to withstand current 
volatility (and future periods of industry stress).

■ Variable-rate, short-duration C&I loans provide a sound investment in a rising-rate 
environment.

■ A carefully selected portfolio of these senior C&I loans (acquired to meet or exceed 
bank policy) can be a strategic complement to existing bank portfolios.

Recent banking troubles underscore the importance of gap management

Banks have been resilient through the pandemic — until a few weren’t. Some institutions 
failed to incorporate fundamental economics and core asset/liability gap management 
banking principles, and the fallout may have far-reaching impact, including consequential 
new regulation. The collapse of these banks is grabbing global headlines and raising 
concerns about broader risk in the regional and community banking system. 

Recent struggles in the banking industry are likely to accelerate consolidation, a trend 
that we have helped our community bank clients navigate in recent years. How does 
industry consolidation affect our bank clients? How can we help them compete? What are 
the consequences of a shrinking small community bank market within rural communities? 
And how can banks add loan growth efficiently, and with heightened risk awareness 
and stewardship?

While the ultimate fallout of recent bank collapses remains to be seen, two things 
are certain: 

■ Banks with more diversified loan books are in better shape to withstand this
period of volatility. The banks that have come under the most pressure have
concentrated positions in low-yielding (lower than current market rates),
long-duration securities and loans with fixed rates. When interest rates rose
sharply (raising and shifting the yield curve), assets subject to mark-to-market
values plummeted — trouble escalated from there.

■ Banks that managed their securities’ maturities to address potential interest rate
movements mitigated their AOCI positions and the potential impact on available
equity and liquidity.

Over the past several years, we have worked with many community banks to incorporate 
variable-rate C&I loans (otherwise known as senior loans) into their overall book of loans. 
Senior syndicated loans are an established asset class and represent a core capital 
market that is active and growing. In the current environment, we believe these loans 
are even more compelling for banks looking to diversify their portfolios and minimize 
exposure to interest rate risk.

Variable-rate senior secured commercial and industrial (C&I) loans 
can enhance diversification and potentially lower risk in a rising-
rate environment.
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Variable rates minimize interest rate risk

Senior secured loans are floating rate, which means their coupons reset each quarter 
along with prevailing interest rates. As a result, senior loans have low sensitivity to 
changes in interest rates.

Historically, the prevailing market rates were determined by US Libor. However, this rate 
index is in the process of being phased out and replaced by a secured overnight financing 
rate (SOFR). 

Below are additional features of senior secured loans:

Large corporate borrowers

 ■ Borrowers in the senior loan market are typically national or large regional 
companies.

 ■ Nationally syndicated loans help finance large transactions, such as the corporate 
acquisitions and mergers you see in the financial press. 

 ■ Large borrowers have some inherent advantages over smaller ones, including 
operations spanning multiple economic regions, large customer bases, deep supply 
chains, access to multiple public and private capital markets, and staying power in 
tough times. 

 ■ The loan terms are generally five to seven years.

 ■ Loans amortize in whole or part, and they generally have strong, proven cash flows 
and attractive interest coverage ratios.

 ■ Although many borrowers are leveraged at levels higher than their investment grade 
counterparts, the debt is typically secured by a first lien on all assets.

Origination process

 ■ The loans are generally originated by the largest banks in the country. 

 ■ The origination process involves a sponsor (or borrower) that initiates the transaction 
with an agent bank. That bank structures and negotiates the transaction — ultimately 
setting pricing and timing — and then gathers a syndicate of other banks (some 
fulfilling administrative activities) and institutions to complete the transaction. 

 ■ The institutions that acquire large portions (known as “assignments”) of the 
transaction include larger commercial banks, asset managers and other 
institutional investors.

Robust secondary market

 ■ Once a primary loan transaction has closed, senior loans trade in a very active and 
deep secondary market — banks can acquire the loan from one of the syndicating 
banks, or an institution can divest a loan that it previously acquired. In other words, 
there is always a liquidity outlet.

Strong track record of low defaults

The chart below shows incidences of default by broad rating cohort in the US loan market 
since 2000. For context, the orange bars are generally considered “bank-appropriate” 
credit risk. The light orange bars are riskier. The gray bars represent all default incidence 
in the market. 
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Loans rated BB or better have historically had minimal defaults 
US loan market defaults by issuer count

As of 12/31/22. Source: Morningstar LCD.

Senior loans’ track record of low defaults is due, in part, to their senior secured status. The 
loans have the most senior claim on all the issuer’s assets in the event of bankruptcy. 

To be fair, a loan that is stressed may sell at a market price below par. But if a bank 
employs best practices and looks to divest a loan at an early sign of stress, there is a good 
chance it can sell near par and avoid that potential problem. Compare that scenario to a 
loan the bank has acquired from another bank and now wants to sell. Just about the only 
option is to sell the loan back to the original bank, which may or may not want it.

How community banks can benefit from senior loans

When you consider these loans in terms of risk-adjusted returns, a syndicated portfolio 
compares well to a typical local C&I small market portfolio. In addition, these loans are 
much more efficient to originate and service.

Traditionally, this asset class was the domain of the large money center banks, and they 
kept it to themselves. These banks, driven by volume and efficiency, would invite other 
banks that could take large, efficient positions in these loans and help the transaction to 
complete its syndication smoothly. Community banks have had difficulty accessing the 
syndicated loan market due to the size and scale required to sustain a corporate lending 
function within their institutions. That’s changing.

Firms like Voya work directly with the agent banks to consolidate all the borrowers’ data, 
such as agent information memoranda, and third-party industry, borrower and economic 
data. Voya analysts re-underwrite the transactions to bank-like standards for their client 
banks. The institutions that acquire these loans also analyze and re-underwrite them to 
their own standards — meaning any given transaction has many analysts and attorneys 
going through the structure. Rating agencies also review and rate these transactions. 
Regulators review the transactions during the Shared National Credit exams.

Within this spectrum, there is a clear and large “bank-appropriate” volume of loans within 
the market. While a “black swan” event may occur, even then, when examining how 
these transactions weathered the past several years relative to a regional middle-market 
portfolio, this market remains a good place to have C&I exposure. The relative value and 
efficiencies of senior loans, combined with liquidity and flexibility that banks simply do not 
have with a local C&I portfolio, indicate these loans are earning assets that community 
banks should consider.
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Risks of investing in senior loans: Below investment grade loans involve a greater risk that borrowers may not make timely payment of interest and principal on their loans. They also involve a 
greater risk that the value of such loans could decline significantly. If borrowers do not make timely payments of the interest due on their loans, the yield on a portfolio invested will decrease. If 
borrowers do not make timely payment of the principal due on their loans, or if the value of such loans decreases, the value of a portfolio invested will decrease. Demand for loans: An increase 
in demand for loans may adversely affect the rate of interest payable on new loans acquired by a portfolio invested, and it may also increase the price of loans in the secondary market. A 
decrease in the demand for loans may adversely affect the price of loans in a portfolio invested, which could cause such portfolio’s value to decline.

This commentary has been prepared by Voya Investment Management for informational purposes. Nothing contained herein should be construed as (i) an offer to sell or solicitation of an offer to 
buy any security or (ii) a recommendation as to the advisability of investing in, purchasing or selling any security. Any opinions expressed herein reflect our judgment and are subject to change. 
Certain of the statements contained herein are statements of future expectations and other forward-looking statements that are based on management’s current views and assumptions and 
involve known and unknown risks and uncertainties that could cause actual results, performance or events to differ materially from those expressed or implied in such statements. Actual 
results, performance or events may differ materially from those in such statements due to, without limitation, (1) general economic conditions, (2) performance of financial markets, (3) interest 
rate levels, (4) increasing levels of loan defaults, (5) changes in laws and regulations and (6) changes in the policies of governments and/or regulatory authorities. Past performance is no 
guarantee of future returns.

The opinions, views and information expressed in this commentary regarding holdings are subject to change without notice. The information provided regarding holdings is not a 
recommendation to buy or sell any security. Fund holdings are fluid and are subject to daily change based on market conditions and other factors.
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A carefully selected portfolio of senior loans acquired to meet or exceed bank policy can 
be a strategic complement to existing bank portfolios. Regulators will favorably consider 
a loan purchase program that demonstrates conservative quantity and credit structure, 
thorough risk identification, risk mitigation, and aggressive monitoring.

However, before a community or small regional bank makes the leap, there are several 
factors to consider. Among them: Are your growth and asset mix (particularly loan 
types and concentration) consistent with your credit policy? Are there other lending 
opportunities in your market, and are they available within your footprint? Do you have the 
internal resources to assess and manage corporate lending?

We welcome the chance to explore these questions with you. To learn more about the 
opportunity in senior loans, please contact Voya Investment Management.




