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Spotlight on Vulnerabilities in the Leveraged Loans Market

By Tobias Adrian, Fabio Natalucci, Thomas Piontek and Aki Yokoyama

As a barometer of risk appetite, the market for “leveraged loans” — lending to heavily
indebted companies — is signaling that speculative excesses in some segments of
financial markets may be approaching a threatening level. As investors continue to
reach for yield in a low-interest-rate, low-volatility environment, they have been
willing to tolerate ever-higher levels of credit and liquidity risk, betting on financial
products that, in less speculative times, they might sensibly shun.

As outlined in the latest IMF Global Financial Stability Report and a recent IMFE Blog
post, the ample market liquidity available in recent years has fueled a worrisome
tolerance for lower-quality assets. As the credit cycle matures, with signs reminiscent
of episodes of past excesses, it’s vital to ask: Given its current size — and given the
continued loosening of underwriting standards — what would the economic impact be
if the leveraged loan market froze? Has the increase in loan securitization activity
resulted in more complex, opaque, and risky structures? Could distress in this segment
of financial markets, in a worst-cast scenario, turn into a systemic event that could
threaten financial stability?

Over the past decade, the leveraged loan market has expanded rapidly, because
favorable financing costs have incentivized speculative-grade companies to issue debt.
Global leveraged-loan issuance hit a record high in 2017 of $788 billion, surpassing
the pre-financial-crisis high of $762 billion in 2007. The US market has accounted for
about 75 percent of global issuance, as leveraged loans have been more prominent
source of financing in the US compared to the rest of the world.

Against a backdrop of strong investor risk appetite, debt levels have risen, loan
structures have weakened, and credit quality has deteriorated. The share of highly
indebted speculative-grade firms in new debt issuance (greater than 5 times debt-to-
EBITDA) has grown, and it now accounts in the US for 53 percent of new leveraged
loan issuance, compared to a peak of 44 percent pre-crisis. At the same time, new deals
include fewer investor protections, such as looser covenants and lower loss absorption
capacity. For example, the quality of loan covenants has continued to deteriorate,
reaching the lowest levels on record. Furthermore, strong investor demand has
resulted in a loosening of nonprice terms, which are more difficult to monitor. For
example, weaker covenants have reportedly allowed borrowers to inflate projections
of earnings (EBITDA), which can ultimately conceal deteriorating leverage metrics
(Figure 1).


https://www.imf.org/en/Publications/GFSR/Issues/2019/03/27/Global-Financial-Stability-Report-April-2019
https://blogs.imf.org/2018/11/15/sounding-the-alarm-on-leveraged-lending/

Figure 1: US Leveraged Loan Characteristics: 2018
versus 2007

- Level Percentile Signal
US Leveraged Loan Market Characteristics 2007 2018 2007 2018
Outstanding Leveraged Loans ($ billions) 554.4 1,147.0 () ®
US Issuance (percent of global issuance) 66.9 758 @ ]
Covenant Quality Index 26 41 @ [ ]
Covenant-Lite Share (percent of new issuance) 29.2 847 O ®
B-Rated (percent of new issuance) 226 580 O ®
Total Debt/EBITDA (times) 49 53 @ ®
First Lien Debt/EBITDA (times) 35 43 O ®
Other Debt/EBITDA (times) 1.4 1.0 ®
Deals with EBITDA Add-Backs (percent of new issuance) 8.4 271 O ®

@
0%

)

-
=

Sources: April 2019 IMF Global Financial Stability Report, Standard & Poor’s Leveraged Commentary and Data,
Moody’s and IMF staff calculations.
Note: A higher score in the covenant quality index represents weaker covenant protection.

The rapid growth in the market, along with the deterioration in underwriting
standards, has occurred amid a significant shift in the investor base. In the US, where
nonbank lenders play a significant role, institutional loans outstanding have doubled
to almost $1.2 trillion relative to pre-crisis levels. Structured products like
collateralized loan obligations (CLOs), in particular, have played an important role in
absorbing the growing issuance of low-quality credit. US CLO issuance volumes have
surpassed pre-crisis levels, with CLOs purchasing more than half of overall leveraged
loan issuance. Loan mutual funds have also grown rapidly, from roughly $20 billion
in 2006 to $200 billion in assets under management, doubling their share of the loan
market to more than 20 percent (Figure 2). Other institutional investors in the market
include real money investors like pension funds and insurance companies, private
equity firms, and hedge funds.



Figure 2: US Leveraged Loan Investor Base
(Percent of new issuance)
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Source: Standard & Poor’s Leveraged Commentary and Data and IMF staff calculations.

The role played by CLOs in the leveraged loan market cannot be understated. CLO
demand has fostered growth, but it has also caused some market participants to
wonder whether structured products can act as a potential accelerant during market
stress, in a way that would be similar to subprime CDOs during the financial crisis.
However, some lessons have been learned from the CDO-era, such that CLOs have
fewer mark-to-market triggers, the underlying assets are better understood, and
significant exposure to a single factor (e.g. housing prices in a subprime CDO) is
minimized and have reduced correlations. In addition, CLO structures were re-
configured after the crisis to fit enhanced rating agency methodologies and to comply
with new regulations:

e Less financial leverage is employed. A critical component of the distress the
loan market experienced during the financial crisis came from hedge funds and
other credit funds using total return swaps (TRS) or financing in the
repurchase agreement market to lever up exposure to portfolio of loans or CLO
tranches. Moreover, banks and investment banks that helped underwrite and
distribute CLO debt provided warehouse financing to CLO managers, often
retaining first-loss risk on their balance sheets. Today, TRS financing is
estimated to be much less widely used, and the use of financial leverage to fund
CLO positions appears to be limited. Warehouse lines are more modest and
managers or third parties now often take the first-loss risk, not the banks.



Increased credit enhancement should reduce default risks in highly rated
tranches. Post-crisis, the capital structure of a typical CLO has improved, with
AAA-rated tranches benefiting from more debt subordination or first-loss
absorption. Furthermore, the collateral comprises primarily first-lien
leveraged loans with prohibitions against owning other CLO tranches and
synthetic securities.

Less run risk and a more stable investor base. Managers have increased their
focus on matching asset cash flows to liabilities. Because CLOs are generally
locked-up capital, they are not subject to the redemptions or outflows of retail
and institutional investors that dominate other credit products.

An estimate based on a range of public and regulatory data, suggest that around two-
thirds of CLOs are held by nonbank investors, including pension funds, insurers and
investment funds. A key point is that most of the CLO tranches are actually AAA-rated,
which are estimated to account for 50 to 60 percent of the structure, on average. While
global banks hold about 33 percent of the stock of CLO paper, they are estimated to
hold mostly these low-risk AAA tranches (Figure 3). The nonbank investors, such as
hedge funds and investment funds, have different risk profiles from banks and
generally hold the riskier lower-rated or equity tranches of CLOs.

Figure 3: US CLO Year-End 2018 Investor Base
(Percent of new CLO issuance)

100 1
W Asset managers
80 1
Banks
60 -

Hedge funds
40 - B nsurance and pensions
20 - - W \Mutual and structured
credit funds
0 . L

AAA  Mezzanine  Equity

Source: April 2019 IMF Global Financial Stability Report and IMF staff calculations.
Note: Based on estimates from Citi.



While there are many benefits to securitization, such as the sharing of risk and the
diversification of the investor base, structured products can result in more opaque and
complex instruments that could amplify market stress, particularly if there were to be
a reassessment of the riskiness of the collateral:

e Downgrades of leveraged loans to CCC+ or lower could result in forced sales.
CLOs generally face selling pressure when assets rated CCC or below account
for more than specified thresholds, or in extreme cases when the CLO is failing
key collateral coverage tests put in place to protect senior noteholders. With
estimates suggesting that roughly 70 percent of CLO holdings consist of single-
B rated loans, further downgrades in the event of a credit downturn could
trigger forced sales, thus amplifying loan price declines.

e Data about the end-investor base of the leveraged loan market and CLOs are
incomplete. CLOs issue their own securities typically through private
placement. Therefore, gauging the ultimate exposures to the risks stemming
from the leveraged loan market most often cannot be easily identified. This is
most evident in the holders of CLOs and whether, among them, are institutions
that could be relying on short-term funding and could be exposed to liquidity
mismatches.

The evolving investor base of the leveraged loan market and reduced usage of financial
leverage raises the possibility of different dynamics during times of stress compared
to 2007-08. However, the increased holdings by nonbanks could entail financial
stability risk. Some investment funds may themselves be leveraged or may face
liquidity mismatches, offering investors redemption terms that are shorter than the
time it would take to sell loans and settle the transactions. It becomes even more
challenging to contain vulnerabilities, because regulators and supervisors have less
visibility into these segments of the financial system than they do into the regulated
banking sector. This raises questions about their ability to intervene in a timely
manner to tackle financial excesses. The availability of cross-border data regarding
end investors in CLOs, particularly their exposure to liquidity risks and usage of
financial leverage, is critical to monitoring and assessing risks in the leveraged loan
market.



Furthermore, very few tools, if any, are available to address credit and liquidity risks
in this corner of global capital markets. Admittedly, the reduced role of banking
institutions seems to point to lower odds of a systemic event. However, because of its
growing size and increasing integration into broader capital markets, the leveraged
loan market could amplify an economic downturn in the event credit became suddenly
unavailable. It is thus crucial that policymakers develop and actively deploy new
macroprudential tools to address the risks posed by the leveraged loan market. More
specifically, supervisors should intensify oversight, and should enforce sound
underwriting and risk management practices at banks and nonbanks active in this
market. Credit risk retention could be applied at the loan origination level (i.e., at the
time of syndication) to align interests across intermediaries and end investors.
Countries may also consider developing macroprudential tools for highly leveraged
firms (similar to those applied to households) where overall debt is systemically high.
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