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The longest equity bull market since the
Second World War led to high valuations and
increased leverage. Now as the cycle turns,
valuation multiples will inevitably contract
and high debt levels will put pressure across
the capital structure.
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TEN CREDIT MARKETS WARNINGS
THAT SIGNAL LONG-TERM ALPHA
POTENTIAL

The weak structure of the credit markets and reduced liquidity
will likely lead to increased volatility, more downgrades, increased
default rates, lower recoveries and stronger terms for new lenders
in a post Covid-19 world.

Below, Olivier Maurice, managing partner of SYZ Capital,
highlights ten warning signals that encapsulate the deteriorating
fundamentals and illustrate the potential long-term alpha
opportunities for alternative investors.

1. COMPLACENT CREDIT AGENCIES

Since the Global Financial Crisis (GFC), we have seen a sharp
deterioration in net leverage across the board. As an example, BB
rated bonds are now more levered than single B bonds were in
the GFC. The inevitable rating downgrade to come can therefore
only be a lagging indicator.

2. CORPORATE LEVERAGE EXPANDS THREEFOLD

Since 2009, GDP has grown 47% — from $14.6trn to 21.5trn —
while corporate credit markets have increased almost threefold.
While US household debt has marginally increased by 10% over
the period, and housing related debt has remained stable, the
sub-investment grade market has vastly expanded, both in high
yield bonds and leveraged loans.

3. ELEVATED LEVERAGE PUTS PE UNDER PRESSURE

Leverage has gone up on average 1.5x across the board since
the GFC, and even 3-4x for some cyclical sectors. Looking at LBO
loans, the debt level is also significantly higher. The leverage
for large LBOs is even more extreme, with a debt/EBITDA ratio
greater than 6x for roughly 60% of the universe.

4. EBITDA ADJUSTMENTS ON THE WAY

The published leverage ratios above may be misleading as
adjustments — such as add-backs, proforma, etc. — often account
for 20% of published EBITDA, which leads on average to a 1x
leverage increase from published numbers.
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5. GROWTH OF WEAKENING COVENANTS

Covenant-lite loans have increased significantly since the GFC
and now represent more than 80% of the $1.2trn US leveraged
loan market. Without these protections, company performance
can deteriorate materially before triggering a credit event.

6. RISING DEFAULT RATES

Annual default rates peaked at about 10% in the last recessions —
reaching about 13% during the GFC. This time around, as a direct
result of no or little covenants, we expect a much lower default
rate in the short term, but deteriorating metrics and potentially
higher default rates by the end of 2020.

7. LOWER RECOVERIES

The absence of covenants allows borrowers to ‘kick the can
down the road’, as lenders do not have the possibility to exercise
oversight and act before it is too late. This time around, we should
expect lower recoveries, as the credit event will likely occur when
the financial conditions and balance sheet of the borrower have
materially deteriorated.

8. PASSIVE INVESTOR BASE

Since the GFC, we have seen a tremendous growth in passive
investment products, or actively managed ones with rigid
investment mandates, often associated with liquidity mismatch.
As per leveraged loans and particularly relevant for the private
equity industry, their ownership is dominated by CLOs, which
in turn are owned by a variety of bank and nonbank lenders.
Most of these passive investors have ‘bucketed’” mandates and
may become forced sellers in a deteriorating credit environment.

9. LACK OF LIQUIDITY

Market making activities significantly declined since the GFC
because many banks exited the business and those remaining
had to shrink this activity. As an example, dealer high yield
inventories fell from $40bn to $3bn, and overall corporate bonds
inventories declined from $250bn to $30bn.
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10. RISE IN VOLATILITY

As the credit agencies catch up with downgrades, some passive
investors will be forced to dispose of securities that no longer fit
their mandate, creating opportunities

It appears that the weakest segment of the market is the lower
investment grade bonds. As these get downgraded to sub-
investment grade in an environment characterised by limited
liquidity and a much smaller natural audience for high yield
paper, the price drops of such ‘fallen angels’ will be important.

CONCLUSION

The current environment will create various opportunities for
investors toward the end of 2020 and beyond —in 2021 and 2022.
Against this backdrop, we are focused on distressed investing,
restructuring, litigation financing and secondaries, as well as
private equity since not all companies will be equally affected.
High growth can still be found in a recessionary environment for
diligent and selective investors. At SYZ Capital, we are poised to
take advantage of such market conditions, but remain patient
and disciplined, two key success factors when investing in a
downturn.

CONTRIBUTORS

Olivier Maurice, Managing Partner
E. omaurice@syzcapital.com

This marketing document has been issued by the SYZ Group (hereinafter referred to as “SYZ”). Itis not intended for distribution to or use by individuals or
legal entities that are citizens of or reside in a state, country or jurisdiction in which applicable laws and regulations prohibit its distribution, publication,
issue or use. Users are solely responsible for verifying that they are legally authorised to consult the information herein.

This material is intended for informational purposes only and should not be construed as an offer or solicitation for the purchase or sale of any financial
instrument, or as a contractual document. The information provided herein is not intended to constitute legal, tax, or accounting advice and may not be
suitable for all investors. The market valuations, terms, and calculations contained herein are estimates only and are subject to change without notice.
The information provided is believed to be reliable; however the SYZ Group does not guarantee its completeness or accuracy. Past performance is not
an indication of future results.



