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Risk and reward in stressed and distressed debt

Nominal interest rates now outpace the rate of economic growth. This has significant implications for debtors whose earnings grow slower than the interest on debt

PARUL GARG

WHAT is the current outlook for
credit markets? Interest rates had
been in secular decline since the
1980s. In the aftermath of the glob-
al financial crisis, rates hovered
near zero as central banks em-
braced quantitative easing and
flooded markets with liquidity.
Among other effects, these mone-
tary policies elevated the valua-
tions of most assets, including pri-
vate and public debt.

This trend came to an end in
2022 when central banks began to
raise rates and tighten credit con-
ditions to tame inflation. Today, in-
vestors must navigate this transi-
tion. In terms of economic expres-
sion - and to take a page from Tho-
mas Piketty — we have shifted from
anr>gtoani> g world. That is,
from one where the real rate of re-
turn (r) exceeds the rate of econom-
ic growth (g) to one where nominal
interest rates (i) outpace the rate of
economic growth.

This has significant implica-
tions for debtors whose earnings
are likely to grow slower than the
interest accumulated on borrowed
funds. As our parents might say,
this is likely to “end in tears”.

Simply put, many businesses
and investments have not been
tested. Since 2009, save for a brief
period in early 2020, nominal
growth has outpaced nominal
rates. Warren Buffett famously
said: “You only find out who is
swimming naked when the tide
goes out.”

Well, the tide is going out and as
businesses refinance at higher
rates, default rates and distressed
exchanges are likely to increase at
the same time.

When revenue grows more
slowly than the cost of financing,
especially over an extended peri-
od, businesses feel the pinch. Add
to this the large amount of US cor-
porate fixed-rate debt due in the
next couple years and banks and
other traditional lenders getting

cold feet, among other factors, and
many businesses will be left vul-
nerable. Some are rolling over debt
early, even at higher rates, to avoid
potentially not being able to do so
at all later on.

Costs for high-yield borrowers
are hovering near 9 per cent. For in-
vestors, the risk focus has shifted
from the rising cost of capital to re-
financing, period.

Year to date, total US corporate
bankruptcies have been at their
highest level since 2010.

The pace of defaults is expected
to continue if not increase in 2023
and 2024, due to the lagged im-
pacts of higher rates, slower eco-
nomic growth, and inflation. This
is not business as usual.

Investors' risk appetite has also
changed. They may have felt com-

For investors,
the risk focus
has shifted
from the rising
cost of capital
to refinancing.
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pelled in the past to venture fur-
ther out on the risk continuum to
capture yield.

But now that the risk-free rate
has increased, they have less need
to do so. The tumult in the US re-
gional banking sector, with the
March collapse of Silicon Valley
Bank and Signature Bank and the
failure of First Republic in May, has
castapall overlending. Arecentre-
port on US economic activity
showed a slowdown in job growth
and a near-term deterioration of
business prospects.

Where does that leave asset allo-
cation in public and private credit?
Rising rates have pushed bond
prices down. Notwithstanding the
ongoing love affair with private
debt, there is an overlooked and
growing opportunity set in the

public debt markets that appears
mispriced relative to risk and re-
turn.

In 2020 and 2021, public and
private debt was priced at par (or
above), with private debt offering a
liquidity premium in the form of a
fat coupon. Today, the situation is
different, with the edge going to
the public markets. There are sev-
eral reasons for this.

In the public debt market:

B Pricing is determined in the
open market and adjusts to chang-
ing market conditions.

B There is greater price transpar-
ency. This brings more price vola-
tility and more opportunities to ac-
quire assets below par to increase
the margin of safety.

B Greater liquidity makes exitinga
position easier should the risk/re-
ward balance change or a better
prospect for deploying capital de-
velop.

B Companies that issue public
bonds have proven their business
models in the market.

B There is greater diversification
of bonds in the public markets.

B Public debt has corrected more
than privatedebtin therisinginter-
est rate environment,

In every economic cycle, some
businesses with solid growth pro-
files will nevertheless carry some
debt. Forexample, starting in 2015,
the energy sector was severely
stressed while other areas - hospi-
tality, for example — were not.

In 2020, amid the peak of Covid
wave, hotels, movie theatres, and
automobile rental services were

struggling, but bakeries were do-
ing fine.

At some point, the prices in
stressed sectors fell far enough
that investors were compensated
for the risk. Selective investors
could find companies with high-
quality assets and strong compet-
itive advantages. The occasional
price volatility in publicly traded
bonds offers the potential to ex-
ploit mispricing.

In the four previous default cy-
cles, the average drawdown of low-
er-rated high yield was about 30
per cent and the average recovery
approximately 80 per cent over the
ensuing two years. With the high-
yield bond market down roughly
18 per cent in 2022, investors are
beginning to see good opportuni-
ties develop in the eventual recov-
ery in lower quality credits.

Investors looking to diversify
their portfolios and take advantage
of the valuation gap between pub-
lic and private bonds should con-
sider an allocation to public cred-
its. Among the assortment of small
to mid-sized companies lies an at-
tractive risk-reward proposition.

Due to their size, these compa-
nies experience greater capital
scarcity and investors face lower
competition from other capital
providers. Further, as credit condi-
tions remain tight and refinancing
costs increase, more quality busi-
nesses will need to raise capital.
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