Analysis

Analysis

EXPERT COMMENTARY

Recent market and economic volatility may be the trigger distressed debt investors
have been waiting for. But capitalising on opportunities will require a different
playbook than those of past cycles, say Stuart Mathieson and Bryan High of Barings

Distressed debt: Despite
challenges, opportunities persist

For investors trying to time their en-
try into distressed debt strategies, the
last several years have proven tricky.
Despite the elongated credit cycle and
concerns about loosening terms in
credit issuer documentation, defaults
have remained low by historical stand-
ards across the high yield and leveraged
loan markets.

Some of this is surely the result of
historically low interest rates, which
have, in many cases, enabled otherwise
troubled issuers to ride out the cycle
without running into liquidity prob-
lems. And although the emergence of
the coronavirus as a formidable threat
to global growth prospects is likely to
mean that interest rates will not move
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higher in the foreseeable future, it may
also prove to be the trigger that drives
weaker issuers into stressed or dis-
tressed situations.

Where stress in the system is
likely to appear first

Most immediately, issuers with supply
chain reliance on China look most ex-
posed, although this is likely to prop-
agate into other regions in the weeks
and months ahead. The knock-on ef-
fects from supply chain challenges and
increased working capital requirements

will inevitably impact a wide array
of corporate debt issuers. For those
companies that were already teetering
on the edge — or geared to perfection
— liquidity issues could quickly fol-
low. Beyond that, a general slowdown
in economic growth has the potential
to impact issuers across almost every
industry, particularly if sustained for
more than one or two quarters.
Additionally, the substantial growth
of the private credit market over the
last decade will naturally result in
more mid-market issuers running into
stressed situations during the current
cycle. Weaker documentation, higher
leverage levels and a proliferation of
new entrants are likely to be key factors

contributing to the growing distressed
opportunity in this space.

Similarly, the collateralised loan
obligation market looks set to be a
source of stressed or distressed oppor-
tunities in the months and years ahead
as CLO managers trim their exposure
to downgraded (CCC-rated) loans in
order to meet required ratings tests.
And while the latter is more of a tech-
nical problem than a fundamental one,
the impact is the same: distressed debt
managers have the opportunity to buy
assets at discounted prices because of
technical selling pressure.

Capital deployment and alpha
generation
Capitalising on the growing oppor-
tunity set will not be easy. There are
a number of challenges, including the
ability to identify the most attractive
opportunities, and execute and deploy
capital efficiently. In recent years, many
managers have struggled to put capital
to work in the agreed-upon timeframe.
This is partly due to the still-low cor-
porate default environment referenced
above, and partly due to the trend to-
wards ‘megafunds.’

Not only in distressed strategies,
but in a variety of others including

private credit, managers have contin-
ued to raise larger and larger (multi-
billion-dollar) funds. Although this
shows a healthy demand among limit-
ed partners to invest in these strategies,
the unintended consequence has been
a convergence around — and arguably
an overconcentration in — the largest,
most liquid LBOs and stressed credits
in the market.

This makes sense to a degree be-
cause larger funds need to deploy cap-
ital efficiently, and large, liquid names
enable them to do so. But it also po-
tentially puts LPs at risk of having too
much exposure to the same names —
many times owned across the funds of
different managers. Of course, it also
makes alpha generation difficult, if the
result is that one LP’ distressed expo-
sure looks very similar to others.

Casting a wider net

The solution may well be to look be-
yond the largest LBOs and stressed
credits in the market and to consider
a broader set of stressed and distressed
situations. This means that managers
must be poised to capitalise on the
potential stress in the private credit or
structured credit markets mentioned
above. Having teams that already cover

Global private debt fundraising rose substantially over the last decade
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these assets should help. It also means
looking for opportunities across the
global high yield markets — including
transactions of all sizes and across mul-
tiple geographies.

Fortunately, the growth of the high-
yield bond and loan markets over the
last decade means that opportunities
should be plentiful — with the total
universe now north of $3.5 trillion in
size. To illustrate this, the US leveraged
loan space now consists of more than
1,400 issuers, which is 20 percent more
names than in 2007. Similarly, there
are more than 350 issuers of European
loans, an 11 percent rise over the same
period.

However, one question remains
unanswered: will these opportunities
be large enough for the megafunds to
commit resources to them? If such a
deal size won’t move the needle for a
megafund, then the answer may well
be no, especially considering that more
than half of the issuers in the US and
European loan space have debt stacks
totaling less than $500 million. This
may be an opportunity in itself. For
managers with the local teams, re-
sources and incentives to deploy capital
into deals of varied size and geographi-
cal location, the competition is likely to
be less fierce and the ability to capital-
ise on relative value opportunities may
be far greater.

In summary, the long-term impacts
of the coronavirus and related econom-
ic slowdown are impossible to quantify
at this stage, but this unforeseen event
may just be the trigger that investors
have been waiting for to deploy more
capital into distressed debt strategies.
Opportunities are likely to be plentiful
in the next cycle, but casting a wide net
that covers a variety of deal types, sizes,
asset classes and geographies is likely to
be critical for investors aiming to gen-
erate alpha in this space. ¢

Stuart Mathieson is head of the global special
situations group and Bryan High is co-
portfolio manager, global special situations,
at Barings This article is adapted from a
recent episode of Barings’ Streaming Income
podcast.
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