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Fixed income investing:
Alternatives to traditional bonds 

• Senior Secured Loans (SSL) are collateralised loans and creditors 
have priority over bondholders in the event of insolvency. 

• Asset-Backed Securities (ABS) are securities whose income 
payments and hence value are derived from and collateralised (or 
“backed”) by a specified pool of underlying assets. 

• Mortgage-Backed Securities (MBS) are securitised mortgage loans.

• Collateralised Loan Obligations (CLO) securitise loans. Improved 
credit quality (credit enhancement) can result from the securitisation 
structure.
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In the case of Senior Secured Loans (SSL), a lead bank syndicates the loans for the company  
and passes them on to a consortium of creditors. Professional investors act as creditors here, 
including other banks, special-purpose vehicles, such as CLO (see below), or fund managers.  
The reason to issue SSL for a company is to reduce interest rate costs by means of collateralisation. 
Collateralisation is the act where a borrower pledges an asset as recourse to the lender in the event 
that the borrower defaults on the initial loan. Especially for firms with bad credit ratings SSL 
enable them to get at least any funding. From the investor’s point of view, SSL have some 
features that make them especially interesting to diversify in a fixed-income portfolio. Because of 
their collateralisation, they have priority in the event of a company insolvency. As a result, claims 
by SSL creditors are serviced prior to those of bondholders. Therefore, the SSL of a company 
that typically has a credit rating lower than BBB- can still receive an investment-grade rating as it 
has a higher credit quality than a bond that such a company would issue. Another feature is 
the borrower’s option of early redemption. Consequently, investors have to take into 
consideration that they cannot rely on the time period over which they will receive regular 
income. The capital may be repaid sooner and then has to be invested again. On the other hand, 
SSL normally have an extremely short duration and are therefore barely affected by interest rate 
changes. Conversely, speculative bets on price gains are almost impossible. 

Especially when interest rates are low, investors who focus on regular 
income from their investment look for alternatives to traditional bonds. 
Because when interest rates are low, bond investors often can only achieve 
their targeted income by substantially scaling up risk. For this reason,  
they increasingly have to switch to bonds with a low credit rating and 
comparatively higher interest rates, or raise the duration significantly  
and hence their bond portfolio’s sensitivity to interest rate changes1. 
However, among the securities available for building a diversified fixed-
income portfolio, there are alternatives to traditional bonds. Senior 
Secured Loans (SSL), Asset-Backed Securities (ABS), Mortgage-Backed 
Securities (MBS) or Collateralised Loan Obligations (CLO) offer investors 
various access points to credit markets beyond standard bond purchases. 
 
The basic idea or investor motivation in fixed-income investing is to achieve more or less regular 
income from an investment – beyond the price development of the purchased security. Bonds  
are the security class that is traditionally used for this purpose. They are supposed to work  
as follows: The investor (buyer of a bond) grants credit to the bond issuer and receives regular 
interest payments in return. At the end of the term, the bondholder gets the loan capital back 
again. However, bonds represent only one part of the credit market. Since there are stringent 
requirements and a great deal of effort is involved in the issuance of a bond, this form of debt 
capital procurement is only possible for the public sector (government bonds) and large companies 
(corporate bonds). Besides these, however, there are many different forms of loan – from consumer 
credit or loans to companies through to mortgage loans for real estate financing. Here, too, capital 
is lent and the debtor is supposed to make regular interest payments. However, these loans (as well 
as the interest payments based on the loans) normally cannot be traded (unlike bonds) and 
therefore are not available to fixed-income investors in their search for income. But various 
structured investment products serve exactly this purpose from the investor’s point of view. At any 
rate, they can provide professional investors, such as fund managers, with access to other credit 
markets, thereby tapping potential for a further diversification of their fixed-income portfolios.

Senior Secured Loans: 
Collateralised 
corporate loans

1Explanations can be found in investmentcampus “Fixed Income: Basic concepts for bond investors.”

Figure 1: Senior Secured Loans and bonds: typical characteristics

Source: Invesco, Moody’s, S&P. Schematic representation for illustration purposes only.

Investment-grade bonds High-yield bonds Senior Secured Loans

Coupon Fixed Fixed Variable money market 
rate plus spread

Term 6–7 Years 5–7 Years 5–7 Years

Duration ca. 5–6 Years ca. 4–5 Years < 0,5 Years

Early redemption No No At any time

Collateralisation No No Yes

Default rate p.a. ca. 0.15–0.20 % ca. 2–3 % ca. 2–3 %

Recovery rate ca. 45 % ca. 35 % ca. 66 %

Trading mode Fungible / exchange-listed Fungible / exchange-listed Transferable, not listed
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 “Asset-Backed Securities” (ABS) involve securities whose income stems from the interest 
payments and repayments of various loans. These loans can be granted by banks or credit-card 
companies, for example. In order to meet the higher capital requirements stipulated by new 
regulations, and to be able to make funding available for more loans, these original lenders can 
transfer their liabilities to special-purpose vehicles founded specifically for this objective, and 
thereby remove the loans from their balance sheets. The special-purpose vehicles then securitise 
the loans and issue securities again (as ABS), which can be purchased by investors. Among the 
items that are securitised in ABS are, for example, loans, corporate or consumer credit, credit 
cards, leasing or future cash flows. The safety of ABS strongly depends on the quality of the 
assets that are behind the original loans. There are big differences, and a very detailed analysis is 
needed to determine how reliable an investment in an ABS really is. To spread the risks, ABS are 
collateralised with many different loans. Furthermore, the minimum investment amounts for ABS 
are very high, and ABS are also subject to strict access rules due to their complexity. For this 
reason, they are normally only used by professional investors. 
 

Insight

Senior Secured Loans (SSL)
Senior Secured Loans are normally floating-rate, collateralised loans to companies. They are 
syndicated by banks and are thus made available to investors. Because of their collateralisation, 
SSL creditors have priority and are serviced before bondholders and shareholders in the event of 
a payment default. This is the reason for a recovery rate which has historically been significantly 
higher than that of more commonly used bond categories. These loans can be redeemed by the 
borrower at any time.They have an extremely short duration and are therefore exposed to very 
few risks when interest rates change.

Asset-Backed 
Securities:  
Securitised loans

Figure 2: How do Asset-Backed Securities work?

Basis: simple ABS transaction

Source: Invesco. Schematic representation for illustration purposes only.
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Asset-Backed Securities (ABS)
Asset-Backed Securities (ABS) are securitised assets. With these securities, originally illiquid assets 
– such as loans from banks or companies – are converted into tradable instruments. For this 
purpose, the assets are combined in a loan pool, managed by a special-purpose vehicle (SPV), 
which securitises these loans and sells them to investors. Through ABS, banks can take pressure  
off their balance sheets under the new regulatory requirements and release capital for new loans, 
while companies can finance themselves without the help of banks. For investors, new asset classes 
with attractive interest rates become available. The character of the asset classes depends on the 
tranches the SPV may be subdivded in. Different tranches may have different risk return profiles. 
The disadvantage is that the direct relationship between the borrower and lender is eliminated. 
For investors, it is not clear to see what the structured products are comprised of.
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Mortgage-Backed Securities (MBS) can be seen as a special form of ABS. The loans that are 
bundled into MBS are originally backed by property mortgages. 
 
MBS, backed by subprime mortgage loans, played an inglorious role during the global financial 
crisis in 2007: The diversification that was promised to investors failed when a large number of 
property owners were suddenly unable to repay their loans. The rating agencies were also often 
completely wrong with their assessments of MBS and allocated them very good credit ratings. 
For this reason, these products are often considered at least partly to blame for the financial 
crisis. On the other hand, advocates argue that the problems arose from the deficient quality  
of the underlying loans, not from the structure of the security itself. Therefore, MBS should  
also only be used by professional investors that are in the position to analyse the quality of the 
securitised loans and to determine the associated risks with reliability. In the case of MBS, it is 
not only the creditworthiness of the original debtor that is relevant, but also the evaluation of  
the mortgage’s collateral (the real estate as tangible assets). In both instances, the subprime 
mortgage loans should never have attracted investors because the creditworthiness of the 
debtors was poor. And a price slump should always have been a serious concern once the US  
real estate bubble burst.

Mortgage-Backed 
Securities: 
Collateralisation with 
mortgages

Figure 3: Mortgage-Backed Securities and their function

Individual mortgage loans are bundled into MBS and sold to investors.

Source: Invesco. Schematic representation for illustration purposes only.
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Mortgage-Backed Securities (MBS)  
MBS are securitised mortgage loans. They are differentiated between Commercial Mortgage- 
Backed Securities (CMBS), which are collateralised by commercial real estate, and Residential 
Mortgage-Backed Securities (RMBS), which are backed by private residential property. The 
advantages of MBS match those of ABS: Banks can take pressure off their balance sheets and 
release capital for new loans. Investors gain access to asset classes that would otherwise be 
unavailable to them. Here, too, the elimination of the direct relationship between borrower and 
lender, as well as the often obscure packaging of the security, are problematic. In addition, payment 
flows are not necessarily known in advance due to the possibility of early redemption. MBS can 
be – but do not have to be – split up into different tranches, which make various credit qualities 
(grades of creditworthiness) available to investors.
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Collateralised Loan 
Obligations: 
Structured corporate 
loans

Senior Secured Loans can also be combined in loan pools and structured as a special-purpose 
vehicle (SPV). In this way, so-called Collateralised Loan Obligations (CLO) emerge, which can  
be seen as a type of ABS. CLO are generally provided with a structure that forms different 
tranches. This means that incoming payments from the SSL loans are not distributed evenly, but 
rather in a particular order: Tranches with a higher rating are serviced first (“waterfall principle”). 
CLO offer an investment with higher credit quality than the average SSL included in the security 
(credit enhancement). The general advantage of structuring according to tranches is the ability to 
satisfy different risk appetites of investors because an investor can purchase individual tranches 
of the CLO in a targeted way according to the level of risk desired. 
 
The tranches are labelled in descending order of creditworthiness, usually as senior, mezzanine 
and equity. The “AAA” tranche, which forms the top segment of the senior tranches, offers the 
lowest risk of capital loss, but also a low interest rate. The equity tranche aims for the highest 
yields, but tends to have the capital-loss risk of an equity investment (hence the name) because 
buyers of this tranche are serviced last from the loans that are included in the CLO.

Unlike MBS, Collateralised Loan Obligations are not instantly linked to the financial crisis. However, 
they were also affected. During the crisis, liquidity sank dramatically, investors tried to sell CLO 
and prices declined. In the opinion of CLO advocates, the dramatic price slump was not justified, 
but rather was a temporary overreaction of investors to problems that actually affected other 
structured investments. Reference is made to the extremely low number of defaults worldwide 
– despite the recession that followed – with respect to CLO tranches with investment-grade 
ratings. 

Figure 4: Structure of a CLO with subordination and waterfall principle

Source: Invesco. Representation of a sample CLO with an assumed volume of €400 million. For illustration purposes only.
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Collateralised Loan Obligations (CLO)
CLO can likewise be assigned to the group of Asset-Backed Securities. They securitise collateralised 
loans. As is also the case with other types of ABS, CLOs involve pooling and securitising different 
assets – in this case, receivables from loans –  that are contained in special-purpose vehicles 
(SPV), and then selling them to investors as an interest-bearing security. The structuring enables 
the formation of different tranches that make investment options of a different credit quality 
available to investors. While the tranches with better ratings are used by fixed-income investors, 
the equity tranche has more of a stock-market character.
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