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The Good, the Bad and the Ugly of Floating Rate Debt

Historically low interest rates, accompanied by an unprecedented investor desire for income gen-
eration, have evidently led floating rate debt instruments to take center stage in the search for 
yield. The Morningstar Bank Loan (floating rate) category has had net flows of $38.6B year to 
date through July 31st, making it the #1 category in 2013. Clients are looking toward alternative 
income sources, and bank loans have captured their attention.

With interest rates poised to rise, this class of fixed income may help protect investors from the 
risks associated with a rising rate environment. But when considering investing in floating rates, 
it is critical to understand the unique characteristics of this asset class, and the impact the current 
market and economic environment will have on their potential for return. 

In this issue of Navigator Insights, we will examine the benefits and risks associated with floating 
rates and how the current climate has led to structural changes in many of the current issues.

The Good 

Floating rates have a variable interest rate that is typically tied to a money market rate index such 
as LIBOR. They carry little interest rate risk since the interest rate of the issue periodically adjusts 
as interest rates change and is designed to keep pace with the overall market’s rate of interest.

During periods of economic growth and rising interest rates, floating rates can help inves-
tors diversify fixed income allocations and protect against interest rate risk. Unlike fixed rate 
bonds whose prices decline when rates rise, floating rate prices have been seen to remain rela-
tively constant. 

In today’s extremely low rate environment, most high grade bonds are returning a zero real return 
when interest is adjusted for inflation. Floating rates offer a higher yield and may help investors 
maintain a sufficient income stream that is protected against inflation.  

The Bad 

The primary risk associated with this asset class is credit risk. Issues are typically below invest-
ment grade, and firms issuing the debt are highly leveraged. They cannot be considered a conser-
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vative investment, and the majority of floating rates posted losses during the credit crisis. 

Floating rates are not correlated to treasuries, which can make them a beneficial component to a diversi-
fied portfolio. However, they are highly correlated to high yield (junk) bonds.  

The bank loan marketplace is typically a private one, unlike the traditional public corporate bond market. 
Because the market is private, pricing is often opaque, and liquidity constraints may negatively impact 
returns. With the amount of inflows into the category year to date, there are concerns that investors may 
be checking into Hotel California – You can checkout any time you like, but you can never leave! At least 
not without paying a steep price if everyone heads for the door at the same time. On the other hand, high 
yields have greater liquidity and better price transparency.

The Ugly

Today’s floating rates carry some additional risks that must be considered. The current high demand for 
floating rates has led to an increased frequency of new issues, many of which have more aggressive risk 
profiles than usual. Most bank loans are now structured in a way that may seek to cap interest rates unless 
short term rates rise to a predetermined point. As a result, investors may not see an increase in coupon 
payouts until money markets rise higher than is typically required for the issuer to make a change to the 
coupon rate. 

Furthermore, many of the bonds are callable. If an issuer redeems a bond before maturity, the investor 
could miss a significant portion of the rate increase. In such a scenario, the investor may never see the 
benefits of holding onto floating rates in a rising rate environment.

Investment Considerations

Floating rate funds are included in the investment universe for Clark Capital’s Navigator® Fixed Income 
Total Return strategy. Our portfolio managers consistently weigh the benefits and the risks associated 
with investing in this asset class. Up until this point, we have used high yield bonds as the primary low 
quality debt investment vehicle in the strategy. If we identify benefits that floating rates will provide above 
and beyond high yields, such as providing a cushion against rising rates or enhancing the risk profile of 
the overall portfolio, we would consider an investment in the floating rate space. 


