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We're Not So Different, High Yield Bonds
and Leveraged Loans

Late last year we authored an article detailing the growing
differences between the high yield and leveraged loan markets,
particularly the overall quality in the high yield market versus
that of leveraged loans. Today, some of those most pronounced
differences appear to be abating, which should translate to
a more convergent outlook for the two markets as it relates
to security, structure, recovery, covenants, and uItimater, James Torgerson
performance. With the Fed poised to begin cutting rates in Research Analyst
2024, we felt it was important to address these emerging

trends before the start of the new year.

Structure & Security

There is a belief in the leveraged finance space that “If the entire capital structure
is secured, then nothing is secured.” Typically, when investors think about capital
structure, they envision the one on the left in Exhibit 1 on the following page, which
features a balance between senior secured debt, unsecured debt, and equity (as
a matter of background, secured debt is typically in the form of leveraged loans,
where the debt is “secured” by the assets of the borrower, while unsecured debt
— high yield bonds — is not). As we have previously mentioned, since the Fed
engaged in its zero interest rate policy (ZIRP), leveraged loans have become the
preferred financing vehicle method for private equity takeovers and leveraged
buyout deals (LBOs), which has transformed capital structures to consist primarily
of loans, as shown by the middle and right columns in Exhibit 1.
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Exhibit 1: As LBOs have become more prevalent in the loan market, capital structures have evolved
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For illustrative purposes only.

These shifting capital structures have led to a substantial increase in secured debt via both leveraged loans
and senior secured high yield bonds. Overall new bond issuance has decreased but the amount of senior
secured bond issuance represents a historically large share of high yield new issuance in 2023. As rates and
rate volatility have increased, borrowers are evaluating their most favorable financing options. Thematically,
one of the most notable changes we have seen this year is that borrowers who normally utilize floating-rate
debt have recently been issuing senior secured bonds instead.

Exhibit 2: Senior secured bond issuance as a share of overall high yield issuance is at a record level in 2023
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Senior secured bonds have always been a constituent of the high yield market. However, over the past few
years, their share of the overall index has increased dramatically and is now at a record level of the market.
While the coupon structure is different, senior secured bonds are “secured” by the assets of the borrower,
much like leveraged loans. This recent development — the growth of senior secured bonds as an overall
percentage of the high yield market — blurs the lines between these markets and may lead to increasingly
similar behavior between the markets.
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Exhibit 3: Senior secured bonds now constitute one-third of the domestic high yield market
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Recovery Rates

The evolving capital structures and new issuance trends are expected to tighten the historical spread between
recovery rates' on leveraged loans and high yield bonds. Historically, the recovery rates for leveraged loans
and high yield bonds were 65% and 35%, respectively.? The recovery rate for loans is higher due to their senior
position in the capital structure and thus their “secured” nature. However, as mentioned above and in last
year’'s newsletter, there are more issuers that utilize loan-only capital structures as three out of four issuers in
the loan market feature loan-only capital structures.? In a loan-only capital structure there are no bonds below
the loans to absorb losses and predictably, this new trend has driven the current recovery rate on leveraged
loans to historical lows.

Exhibit 4: Leveraged loan recovery rates are trending lower
80
70
60
50
40
30
20
10

0

eeocece ©00000000000000000000000000000000000000000000000000000000000000000

Recovery Rate
(Cents on the $)

2013 2014 2015 2016 2017 2018 2019 2020 2021 2022 Last12
Months

High Yield Recovery Rate
= | oan Recovery Rate

25-Year High Yield Average Recovery Rate
sseee 25.Year Leveraged Loan Average Recovery Rate

Source: J.P. Morgan as of October 31, 2023

'The recovery rate is the percentage of the original loan recovered on a defaulted loan or bond.
2J.P. Morgan as of October 31, 2023
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The structure of an issue materially impacts the amount that is recovered. Looking more granularly at
recovery rates in the high yield market, senior secured bonds have displayed higher recovery rates than
senior unsecured bonds, which is not surprising given they are secured by assets of the issuer. Notably,
senior secured bonds have seen a higher recovery rate over the last twelve months than leveraged loans,
which is atypical. As senior secured bonds occupy a larger percentage of the overall high yield market, the
overall recovery rate of the high yield market may increase. Given that this trend is in conjunction with a drop
in recovery rates for leveraged loans, it would not be surprising to see the recovery rates between leveraged
loans and high yield converge.

Exhibit 5: Senior secured bonds feature a higher recovery rate than their unsecured counterparts
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Additionally, senior secured bonds offer a meaningful yield premium relative to unsecured bonds within the
high yield market; current yields for senior secured bond coupons are close to those of leveraged loans. For
context, senior secured bonds presently offer a 100 basis point yield premium to unsecured bonds, with
yields of 10.3% to 9.3%, respectively.® This is another data point that speaks to convergence between the
high yield and leveraged loans markets.

Covenants

While capital structure and security issuance are newer trends, alonger-term trend thathas driven convergence
in market behavior is covenants. Historically, leveraged loans contained maintenance covenants and high
yield bonds contained incurrence covenants. Maintenance covenants are measured frequently and allowed
lenders to step in to extract value as soon as the business began to underperform. Incurrence covenants
are also known as cov-lite; they are only tested when a borrower “incurs” additional debt or engages in a
transaction. Loans issued today primarily contain only incurrence covenants or are cov-lite. High yield bonds
have always been cov-lite but now that loans carry the same less-strict covenants, it seems the two markets
have converged from a covenant perspective as well. This dynamic may also contribute to increasingly
similar behavior between the two markets.

3J.P. Morgan as of October 31, 2023
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Exhibit 6: Cov-lite loans continue to occupy the majority of the leveraged loan market
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Source: Credit Suisse Leveraged Loan Index as of October 31, 2023

Conclusion

Many — including us — have highlighted in the past how the high yield and leveraged loan markets seemed
to be moving in opposite directions as it relates to structure, security, recovery, and covenants. However,
more recent trends suggest that some of these historically contrasting characteristics are starting to
reverse, to the point that the markets appear to be converging more than diverging in terms of underlying
characteristics, which will impact both risk and return for the two sectors. With the Fed poised to cut rates
in 2024, that will undoubtedly be the headline story in fixed income markets, should that come to fruition.
However, the potential convergence as suggested by the data in this article also bears watching and may
translate to more similar behavior between leveraged loans and high yield bonds in future years. ®»
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CONFIDENTIALITY NOTICE: This communication, including attachments, is for the exclusive use of the addressee and
contains proprietary, confidential and/or privileged information; any use, copying, disclosure, dissemination or distribution
is strictly prohibited. Marquette Associates, Inc. retains all proprietary rights they may have in the information.

Marquette Associates, Inc. (“Marquette”) has prepared this document for the exclusive use by the client or third party
for which it was prepared. The information herein was obtained from various sources, including but not limited to third
party investment managers, the client’s custodian(s) accounting statements, commercially available databases, and other
economic and financial market data sources.

The sources of information used in this document are believed to be reliable. Marquette has not independently verified all
of the information in this document and its accuracy cannot be guaranteed. Marquette accepts no liability for any direct
or consequential losses arising from its use. The information provided herein is as of the date appearing in this material
only and is subject to change without prior notice. Thus, all such information is subject to independent verification and
we urge clients to compare the information set forth in this statement with the statements you receive directly from the
custodian in order to ensure accuracy of all account information. Past performance does not guarantee future results and
investing involves risk of loss. No graph, chart, or formula can, in and of itself, be used to determine which securities or
investments to buy or sell.

Forward-looking statements, including without limitation any statement or prediction about a future event contained
in this presentation, are based on a variety of estimates and assumptions by Marquette, including, but not limited to,
estimates of future operating results, the value of assets, and market conditions. These estimates and assumptions,
including the risk assessments and projections referenced, are inherently uncertain and are subject to numerous business,
industry, market, regulatory, geopolitical, competitive, and financial risks that are outside of Marquette’s control. There
can be no assurance that the assumptions made in connection with any forward looking statement will prove accurate,
and actual results may differ materially.

The inclusion of any forward-looking statement herein should not be regarded as an indication that Marquette considers
forward-looking statements to be a reliable prediction of future events. The views contained herein are those of Marquette
and should not be taken as financial advice or a recommendation to buy or sell any security. Any forecasts, figures,
opinions or investment techniques and strategies described are intended for informational purposes only. They are based
on certain assumptions and current market conditions, and although accurate at the time of writing, are subject to change
without prior notice. Opinions, estimates, projections, and comments on financial market trends constitute our judgment
and are subject to change without notice. Marquette expressly disclaims all liability in respect to actions taken based on
any or all of the information included or referenced in this document. The information is being provided based on the
understanding that each recipient has sufficient knowledge and experience to evaluate the merits and risks of investing.

This presentation does not constitute an offer to sell, or a solicitation of an offer to buy, any interest in any investment
vehicle, and should not be relied on as such. Targets, ranges, and expectations set forth in this presentation are
approximations; actual results may differ. The information and opinions expressed herein are as of the date appearing
in this material only, are subject to change without prior notice, and do not contain material information regarding the
Marquette Model Portfolio, including specific information relating to portfolio investments and related important risk
disclosures. The descriptions herein of Marquette’s investment objectives or criteria, the characteristics of its investments,
investment process, or investment strategies and styles may not be fully indicative of any present or future investments,
are not intended to reflect performance and may be changed in the discretion of Marquette. While the data contained
herein has been prepared from information that Marquette believes to be reliable, Marquette does not warrant the
accuracy or completeness of such information. Client account holdings may differ significantly from the securities in the
indices and the volatility of the index may be materially different from client account performance. You cannot invest
directly in an index.

About Marquette Associates

Marquette was founded in 1986 with the sole objective of providing investment consulting at the highest
caliber of service. Our expertise is grounded in our commitment to client service — our team aims to be a
trusted partner and as fiduciaries, our clients’ interests and objectives are at the center of everything we do.
Our approach brings together the real-world experience of our people and our dedication to creativity and
critical thinking in order to empower our clients to meet their goals. Marquette is an independent investment
adviser registered under the Investment Advisers Act of 1940, as amended. Registration does not imply a
certain level of skill or training. More information about Marquette including our investment strategies, fees
and objectives can be found in our ADV Part 2, which is available upon request and on our website. For more
information, please visit www.MarquetteAssociates.com.
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