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2013 High Yield and Loan Outlook: Puddles in a Yield Desert

We remain constructive on the speculative grade asset classes for 2013. A
combination of a lack of yield and heightened interest rate duration risk in
competing products as well as a scarcity of net supply at a time of strong inflows,
will likely lead to another strong year, in our view. We project a total return of 7% for
high yield and 5% for leveraged loans.

Our view is not predicated on improving fundamental trends. At best, we predict
those will be steady and more likely may deteriorate slightly as issuers bend to
shareholder demands. Instead, our positive view is predicated on a lack of net
supply, significant central bank accommodation suppressing volatility, and higher-
quality assets priced to perfection.

There are a number of risks to monitor but they are the same ones we’ve addressed
over the past 2-3 years. The market has weathered them before and therefore we
believe some investors have become numb to the headlines.

We project another strong year for high yield and leveraged loan issuance as
opportunistic issuers take advantage of the bid for risky assets. Perhaps the biggest
limitation is that corporate demand to issue high yield and loans may not match
investor demand. Still, we anticipate $325-350bn of high yield supply and $350-
375bn of loan supply.

We expect the default rate will remain low in 2013 and will close in the 2.5% range.
Moody’s expects the speculative grade default rate will decrease from 3.09% today
to 2.5% in early 2013 before rising in the second half to 2.9%. We agree that
defaults will decline in the first half as the bulge of defaults from early 2012 fall out
of the trailing 12-month total. We don’t agree, however, that the rate will climb in the
second half.

Despite record issuance, notable net supply was lacking in 2012. We think this
trend will continue in 2013 and place the lack of new paper as one of the supporting
factors for the market. We identify potential areas for supply growth in the upcoming
year.

If we were asset allocators and had the ability to choose among a wide variety of
products, we would want to barbell our portfolios. We believe 2013 will be a period
for adding high-beta exposure through triple-Cs for a number of reasons.

As valuations reach new record heights, we anticipate negative convexity becoming
a bigger factor in 2013. This factor is considerably more significant for leveraged
loans due to issuers’ ability to reprice outstanding loans. We highlight ways of
mitigating the drag from negative convexity in the loan market.
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2013 Speculative Grade Forecasts

High Yield Total Return 7.0%
Loan Total Return 5.0%
High Yield Issuance $325-350bn
Loan Issuance $350-375bn
Default Rate 2.5%
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Puddles in a Yield Desert

We remain constructive on the speculative grade asset classes for 2013. A combination of a
lack of yield and heightened interest rate duration risk in competing products as well as a
scarcity of net supply at a time of strong inflows, likely leads to another strong year. However,
working against these markets is negative convexity.

Overview

Risky assets enjoyed an extraordinary 2012 and it might be tempting for investors to
reduce credit risk as yields fall to all-time lows and numerous macro risks linger.
However, we expect another strong year, particularly for high yield and leveraged
loans. In our view, these assets provide “puddles of yield” in an otherwise mostly
barren desert. Higher-quality investors’ yield thirst was quenched this year by
declining yields/rising prices that generated excellent returns. In 2013, however,
further price gains will be much harder to generate and current carry is at all-time
lows.

The “liquidity on” trade triggered by extraordinary central bank accommodation has
resulted in materially higher valuations across most assets. On the flip slide, yields
in safer, higher-quality bonds have collapsed. Compounding this is the increase in
duration risk caused by the aforementioned drop in yield and a general extension in
the maturity profile of many company’s liabilities. Consequently, the scarcity of yield
and the heightened duration risk have sent asset allocators in search of solutions to
these issues.

Although high yield bonds and leveraged loans have their own shortcomings, they
address both of these deficiencies to some extent. Loans are a popular asset class
because their floating rate coupons limit interest rate sensitivity (even with LIBOR
floors resulting in effectively fixed-rate coupons). In addition, yields are higher than
most other asset classes (though, as we address later, the negative convexity of the
product limits the applicability of stated loan yields). Speculative grade yields, while
at all-time lows, still represent a significant spread to higher-quality assets. At the
same time, however, the duration of high yield is slowly rising and, at some point,
the fixed income component will limit returns. We don’t believe that will happen in
2013.

If we were asset allocators and had the ability to choose among a wide variety of
products, we would want to barbell our portfolios. In other words, we would prefer
exposure to assets that would rally in the event of normalization as well as those
that are “super safe” and that should be resilient against any significant market
retreat. The assets in the middle have rallied so much that they are bound to sell off
when volatility returns (i.e. either conditions normalize and interest rates rise
significantly or conditions deteriorate and spreads widen across the board).
Admittedly, high yield and leveraged loans are not perfect universes to express
such a view, but they contain some appealing characteristics. We believe many
managers will implement a similar view and the mainstream appeal of speculative
grade product, particularly for high yield, should result in steady inflows. Investors
have been more reluctant to add risk through complexity, though that is shifting. For
example, AAA CLO spreads remain very wide but we expect complex instruments
will become more in favor in 2013.

As a result, we expect 2013 to be a relatively strong year for high yield and loans.
Our view is not predicated on improving fundamental trends. At best, we expect
those to be steady and more likely may deteriorate slightly as issuers bend to
shareholder demands. Instead, our positive view is predicated on:

e Lack of net supply at a time of historic inflows: Through the expansion
of its balance sheet, the Fed has removed a lot of paper from the
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investable universe. This has resulted in investors scurrying down the
quality spectrum and into high yield and leveraged loans. At the same time
that investors are willing to take more risk, companies have mostly been
reluctant to add significant leverage. As we detail later in the piece, the
biggest limitation to our supply forecasts will be the source of the supply
rather than demand.

o Significant central bank accommodation suppressing volatility: The
Fed’s actions have also dampened volatility. For all the talk of the major
risk factors in the market, volatility this year has been the lowest since the
crisis, which should embolden some investors to take advantage of
historically wide spreads.

¢ High-quality assets priced to perfection: Considering that year-over-
year core inflation is roughly 2%, most Treasuries generate negative real
yields while investment grade credits at a 2.65% yield are not much better.
As some might call it, investment grade fixed income products generally
provide “return-free risk.” Therefore, as we stated above, allocators need
exposure to assets that could perform relatively well if and when conditions
normalize. High yield is not the perfect asset class to accomplish this (with
many higher-quality names trading with 3- and 4-handle yields) but will be
one of the first choices for investors seeking yield, in our view.

Risks

We may be constructive on valuations, but that doesn’t mean we don’t recognize
that there are a number of significant risks to consider. At the same time, the ability
of these risks to generate the same sell offs as they have in the past is dwindling
(i.e. it will take a much bigger shock to trigger a retreat). In other words, many of the
known risks are the same ones the market has weathered over the past few years
and, as a result, some investors have become numb to the headlines. Additionally,
the extraordinary liquidity measures provided by central banks have also acted to
suppress volatility, in our view. Total return volatility fell to post-crisis lows in 2012 for
the high yield, leveraged loan and equity markets.

Therefore, the hurdle to trigger a high yield sell off is increasing. In a scenario where
Spanish yields return to 6 or 7%, we don't expect high yield managers to reduce risk
meaningfully, unless the market gets worried that the ECB’s OMT program will not
be sufficient to address Spain and Italy’s debt. Even as headlines around the fiscal
negotiations in Washington swirled, risk assets rallied in late November and early
December. Nevertheless, here are our thoughts on how the various risks could
affect the speculative-grade markets

e Europe: Although Washington likely grabs much of investor attention into
early 2013 as budgets and debt ceiling limits are negotiated, we still view
Europe as the primary risk for the entire year, even if the OMT reduces the
likelihood of that tail risk materially. Europe could become more of a
problem if political support for the OMT wanes or if the Spanish economy
turns further south and its borrowing needs increase substantially. Another
potential source of strain is a potential “Grexit” over the next 12-18 months,
which Citi Economists have reduced to a 60% probability from 90%. The
downgrade in this prediction is encouraging, in our view, but given the level
of public discontent with austerity measures, the situation could deteriorate
once again. In conclusion, we believe a long-lasting sell off in high yield
from European concerns would require the crisis in Europe to take another
step it hasn’t reached to date.
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o Washington/Fiscal Cliff/Debt Ceiling: As we write our outlook, the fate of
the fiscal negotiations hang in the balance, even if the headlines have
taken a positive turn this week. For the purposes of this outlook, we
assume a deal will be reached to avert the full fiscal adjustment and the
debt ceiling is raised with less acrimony than last August. Unfortunately, it's
possible the deal accomplishes only the minimum needed and long-term
debt sustainability measures and entitlement reforms are incomplete. As a
result, the specter of escalating debt levels could remain with us for future
years but unlikely causes much disruption in 2013.

e Fed Liquidity Reversal: For now it appears that the Federal Reserve is all
in. The September announcement committed to a “highly accommodative
stance...for a considerable time after the economic recovery strengthens.”
In addition, the reelection of President Obama probably means the Fed will
continue to be headed by a dovish Chairman after Bernanke’s term ends in
early 2014. Although we label this a doubtful outcome, a risk to the rally is
that the Fed decides, at some point, that the additional quantitative easing
programs are not worth the benefit. In other words, the low level of yields
make it difficult for individuals/municipalities/companies to meet retirement
goals/promises, which triggers an increase in saving and weighs on
consumer and corporate spending. Liquidity has largely driven the current
rally and any indication that the Fed is looking to pull back should cause a
rush of money to the exits.

The one issue we intentionally left off our list is deteriorating lending standards. If
our optimistic call is correct, we should see a continuation of weakening in
standards in 2013. Clearly this will influence the future distressed calendars, but
that is more likely to require a couple of years of seasoning, in our view. In the short
run, the deterioration might be a sign that investors will be more willing to provide
lifelines to existing, marginal credits.

Forecasts
Returns

Over the last 23 years, the High Yield Market Index ended a year in negative
territory only 5 times (1990, 1994, 2000, 2002 and 2008). Considering that we enter
2013 at an all-time record low for yield to begin a year, investors have the thinnest
margin for error in avoiding a negative return. At a 6% yield, the breakeven yield
back is roughly 150bp. So if yields back up 150bp, the total return for high yield in
2013 would be roughly zero. If we include the convexity effect, the breakeven would
decline by 10bp to 140bp. Historical yield volatilities indicate that a move of that
magnitude is not out of the question.

Although expectations will be muted, we remain optimistic for returns relative to
yields. As we detailed in the overview, a lack of yield in competing products
combined with a continued lack of net supply will place upward pressure on
speculative grade valuations. For high yield, we expect market yields will continue
to drift lower and set new all-time record lows next year. As a result, high yield will
benefit from its greater duration and it will outperform loans for a fifth straight year.
Granted the margin between high yield and loans has compressed, but as long as
the Fed is pushing investors down in quality, it will be difficult for loans to lead. At
some point either interest rates and/or default rates will increase and loans will be
well positioned to outperform, but in the near term they will serve as a low-beta,
slightly lower-returning alternative to high yield.
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One factor that should work in the market’s favor next year is the performance
momentum the high yield market has historically exhibited. 2012’s year-to-date
return of 14.9% may not appear extraordinarily impressive on an absolute basis, but
it is the fourth best year on a relative basis. When we normalize annual returns
relative to yield levels (by calculating the return/beginning-of-the-year yield ratio),
we discover that 2012 lags only 1991, 2003 and 2009 in relative performance. Years
where the return/yield ratio exceeds 1.7x (4 observations), the subsequent annual
return averages 1.3x the yield. When we input 6% for the current yield to worst, this
predicts an 8% high yield total return for 2013.

Our actual projection of a 7% return for high yield in 2013 is not far off. Beginning
with a yield of 6% and assuming some price appreciation/yield decline and modest
default losses, we arrive at our 7% target. This implies a spread of 475bp assuming
the Fed is able to keep the curve from rising materially next year. This spread is well
through the all-time average of 550bp but only slightly inside the all-time median of
495bp.

For loans, we expect a slightly lower return of 5%. Loan coupons should make up
the bulk of this, but we also expect a continued pull to par for the asset class,
though at a diminished pace from what we experienced in 2012. Counteracting this
is the potential for another wave of repricings, particularly if CLO new-issue spreads
decline with new buyers of CLO liabilities entering that market in 2013. Modest
default loss will also subtract from the return.

Issuance

We project another strong year for high yield and leveraged loan issuance as
opportunistic issuers take advantage of the bid for risky assets. Perhaps the biggest
limitation is that corporate demand to issue high yield and loans may not match
investor demand. A couple of years ago the capital markets were broken and as
conditions healed, high yield was one of the first markets to reopen. Consequently,
high yield issuance benefited from dormant primary markets such as CMBS and
loans. Now that the capital markets are rapidly improving, high yield will need to
compete with other products for issuers. For example, many loans are being issued
without maintenance covenants which makes them more appealing to some issuers
than bonds. Add in minimal call restrictions and it's easy to see why leveraged loans
could steal supply from the high yield market. The lack of net supply is a theme we
address in more detail later in the outlook.

Given our constructive outlook, we expect another record or near-record year of
$325-350bn for high yield issuance in 2013. Once again, we expect refinancing to
comprise a bulk of the supply. However, one difference from 2012 is that there will
probably be moderately less bond-for-loan refinancing, but the high yield market will
provide itself plenty of refinancing opportunities. In addition to $20bn of 2013 bond
maturities, there is over $260bn of callable debt over the next two years (split
roughly evenly between 2013 and 2014). Considering that 60% of the 2013 callable
paper trades above that call price we expect much of that paper to be refinanced
next year. Furthermore, some of the 2014 refinancings could be pulled forward if
issuers become concerned that 10-year Treasury yields are poised to rise in the
following year.

The loan market’s performance exceeded our expectations heading into this year.
According to S&P, loan issuance topped $300bn for the first time since 2007. We
predict loan issuance will accelerate in 2013 and hit $350-375bn, much of it driven
by refinancings and repricings. Again, net supply will be hard to come by, in our
view.
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Default Rates

Both the high yield and leveraged loan default rates accelerated moderately in 2012
from 1.88% to 3.09% (through October) according to Moody’s. Much of the increase
occurred in the spring when the backlog of distressed credits was purged with a
number of long-time distressed issuers entering bankruptcy. The rating agency
expects the speculative grade default will decrease in early 2013 to 2.5% before
rising in the second half to 2.9%.

We agree that defaults will decline in the first half as the bulge of defaults from early
2012 fall out of the trailing 12-month total. We don’t agree, however, that the rate
will climb in the second half and therefore expect default rates will close 2013 in the
2.5% range. Leverage in new deals is rising, but interest coverage ratios (a better
measure of near-term default risk, in our view) remain high because of the general
level of interest rates. In addition, our economics team predicts 2.4% GDP growth
next year which should be strong enough to prevent a significant increase in
distressed situations.

6 citivelocity.com



Speculative Grade Credit Weekly
14 December 2012

High Yield Sector Growth and Contraction

I
40 - Top 4 ,  Botom4
g 0 |
? 20 7 1
8 10 :
o
é_) 0 |
5 -10 1 |
O -20 1
-30 - !
-~ o £ 2 © ¥ o 2
$£8SS 35 =
53T EEE
= =
Source: Citi Research, chart only includes the largest growing and
contracting sectors
Citi High Yield Market Index
900 - $bn
+7.43%
850 - e
800 -
750
700
650
600
550
e 2 T = ¢ o

Source: Citi Research

Outstanding Institutional Leveraged Loans

550  $bn
+1.66%
525
500 -
475
450 -
2 2 - - 9 g«
= 3 2 3 £ 3

Source: Citi Research, S&P LCD

Citi Research

Theme #1: Will There Be Enough Net Supply?

Headline issuance in the leveraged finance markets was impressive in 2012. High
yield supply broke the all-time record set in 2010 while loans registered their largest
post-crisis tally. What was missing, however, is notable net supply and some
investors have expressed concern that the trend will continue in 2013. We generally
agree that it will and place the lack of new paper as one of the supporting factors for
the market.

So how could the market grow so little amidst so much supply? First, the majority of
the new deals were used for refinancings — 63% in high yield and 50% in loans
(which understates the true refinancings because it doesn’t include recap deals
which are weighted heavily to the repayment of the existing loans). Second, the
market lost some deals to default and upgrade to investment grade.

To approximate how much the market grew in 2012, we use the Citi High Yield
Market Index as a proxy for the overall high yield bond market. The Index grew
7.4% to $856bn from $796bn this year. This is a conservative estimate of market
growth because the Index doesn’t include non-North American issuers and as we
note below, non-US issuers comprised 20% of the calendar. By sector, the biggest
gains were registered in energy (+34% of par), services (+25%), and healthcare
(+16%) and the biggest declines were experienced in autos (-53%, Ford upgrade),
financials (-21%), and transportation (-22%). We highlight below potential areas for
market growth in the upcoming year.

Over in the loan market, outstanding institutional leveraged loans grew by only 1.7%
in 2012 (according to S&P). Limiting the growth of the market was the trend of some
higher-quality issuers, such as Burger King and Universal Health Systems, tapping
the pro rata loan market to repay institutional term loans. Other issuers such as
Reynolds and Community Health Systems took advantage of the attractive bond
market and issued bonds to take out existing term loans.

Sponsor Activity

Despite record issuance, LBOs were only 4% of high yield and 10% of loan
issuance in 2012. We did not see many very large LBO deals with the $7.15bn LBO
of EP Energy as the largest deal for the year. The number of deals financed grew to
68 in 2012 from 56 in 2011 1, but the total LBO transaction volume was about flat
($91bn vs $95bn) and the average deal size decreased ($1.3bn vs $1.7bn). The
LBO pipeline for early 2013 is relatively light at $20bn of announced deals. With 28
deals coming to market in the fourth quarter, some 2013 supply may have been
pulled forward as sponsors tried to get deals done before year end due to fiscal cliff
uncertainty.

At our Credit Conference last month, commentary from private equity indicated that
sponsors are not anticipating many large deals in 2013. In fact, they agreed that
only one or two $10 billion deals were possible in the next year. It's possible they
are sandbagging how much activity they expect, but the low level is consistent with
their focus on monetizing last cycle’s deals as well as their reluctance to lower
return thresholds below 20%. We would expect LBO volume to add to net supply,
but do not anticipate a wave of large deals in the coming year.

Dividends

The number of dividend deals grew in the second half of 2012 as both private equity
and public companies issued debt to return value to shareholders before the
favorable tax rates on dividends expire. Consequently, some issuance was pulled

! According to Citi Leveraged Finance
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forward from future years. Dividends comprised 15% of loan (again this overstates
the amount of new supply because the bulk of the deals are used to repay existing
term loans) and 5% of bond issuance proceeds year-to-date. Sponsor dividend
recaps reached a record $60.6bn versus the previous high of $40.5bn in 2010.
Although we expect the market to continue its strength in 2013, we do not expect
dividend volume to be as high next year given this year’s pull forward.

Fallen Angels and Rising Stars

Movement between high yield and investment grade has led to a net shift of $25bn
out of the high yield market in 2012. The decline in autos was largely driven by
Ford’s upgrade to investment grade, which resulted in $24bn migrating out of the
high yield market. The downgrade of ArcelorMittal added $12bn of paper to high
yield, but the overall supply shift between rising stars and falling angels was
negative for high yield. We would note that the Citi High Yield Index only includes
North American issuers, so the addition of MTNA is not accounted for in the sector
changes discussed above.

In contrast to 2012, we anticipate fallen angel “supply” to outweigh rising star
activity. As we look at potential fallen angels there are no consistent themes. The list
includes a mix of sectors like telecom, steel, retail, etc and mix of reasons for a
potential downgrade. The rising star list is a bit light post the Ford upgrade. There
are some larger financial names but they may need another year or two to achieve
upgrades.

Non-US Issuers

Market instability in Europe has led non-US issuers to take advantage of the open
US markets as 20% of 2012 high yield new issuance came from non-US domiciled
issuers. We would expect foreign issuance to be somewhat lighter in 2013 as the
European markets benefit from periods of relative stability and companies choose to
issue in Euros. However, foreign issuers with significant US operations will likely
continue to raise money in the US debt markets. Other companies may continue to
raise US dollar debt because they view the dollar as the more stable currency
longer term.

One important consideration is that the majority of foreign issuance is 144a for life,
which may limit the demand for the paper. Some foreign-based assets are subject
to UCITS directives which treat 144a’s as pure privates and restrict the basket of all
unlisted securities to 10%.

Bond-for-Loan Trend

The high yield market has grown in size over the past few years, partially driven by
bond-for-loan refinancing. With loan primary markets silent, the high yield market
was the only option for some companies. This trend should slow in 2013 as
borrowers take advantage of the new capital entering the loan market. The ability to
issue covenant-lite loans that have little call restrictions should be appealing to
many credits. We expect the amount of bond-for-loan refinancing to drop from the
$80bn issued this year.
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Theme #2: High-Beta Rally

In our overview we detailed how if we were allocating capital across a number of
asset classes, we would make sure to gain exposure to the ends of the risk
spectrum. That would include investing in assets with the capacity to rally if
conditions and the economy normalize and leaving the bulk in safe assets that
would be resilient in any major sell off. High yield is not the perfect asset class to
accomplish this completely, but it has some paper that meets the former category.

On a relative basis, it was a banner year for low-beta, high-quality bonds. For most
of 2012, double-B paper nearly kept pace with the broader market'’s rally as the
belly of the Treasury curve added to 2011’s gains. We believe 2013 will be a period
for adding high-beta exposure for a number of reasons.

e First, double-B bonds are unlikely to benefit from additional Treasury gains
and may even suffer from a modest pull back.

e As we highlighted in September, the 560bps carry advantage for triple-C’s
becomes significantly more important when double-B yields are well below
5% than when they were close to 7%. The yield on the BB-Rated and B-
Rated indices have fallen to all-time lows of 4.42% and 6.01%, while the
CCC-Rated Index at 10.00% is still 150bps above the all-time low set in
June 2007.

e If we assume the market is steady and triple-C returns approximate their
yield, then the rest of the market would need price gains to match the
triple-C performance. Those gains would result in yields declining to new
all-time lows of 3.1% and 4.9% for the double-B and single-B segments.
This significant price appreciation to offset triple-C’s carry advantage is
unlikely given callablility.

The yield ratio between the CCC-Rated and BB-Rated Indices is 2.3, near the all-
time high. Although it’'s not the only measure we use, we think it's valuable because
it indicates how much triple-C exposure a manager would need to combine with
cash in order to replicate the double-B yield. In other words, the higher the ratio the
fewer triple-C credits needed in the hypothetical triple-C/cash portfolio.

What about the effect of defaults? Clearly the lower part of the market will
experience the most defaults, even in a low-default environment. To gauge the
effects on defaults, we looked at 2012 total returns by rating category and found that
7% of the triple-C par defaulted. But it is too simplistic to calculate a default loss (i.e.
drag on total return) by multiplying 70% (roughly default loss) by 7% and concluding
that triple-C’s lost 4.9pts from default. First, prices reflected the distress and the
bonds that eventually defaulted in 2012 averaged a $47 price at the beginning of
the year. Therefore, the market value percentage is a much lower at 4.4% (it's not
half of the par percentage because the average triple-C traded at $84 at that time).
Second, the lower price means that when valuations fall to recovery rates it doesn’t
require a 70% fall but rather a 50% drop (assuming a $23.5 recovery). In
conclusion, the default drag is more like 2.2 points, a fraction of the yield pickup.

To take our analysis one step further, most managers know it's not the actual default
that is painful but rather the price action before the default. Looking at 20-point+
losers in 2012 we find that triple-C’s had the largest share of big decliners (2.9% by
market value). Single-B decliners were only 1.4% of the market value of that rating
category. On average the 20-point+ decliners fell 30pts, thereby subtracting another
44bp from the triple-C yield advantage. There’s no guarantee that 2013 will play out
like this year but back-of-the-envelope estimates overstate the default risk in the
lower part of the market.
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Theme #3: Navigating Negative Convexity

As valuations reach new record heights, we anticipate negative convexity becoming
a bigger factor in 2013. Consistent with what we’ve stated before, carry and call
protection become even more important in such an environment and therefore
managing the negative convexity risk will be a critical component to relative
performance.

While true for high yield bonds too, this factor is considerably more significant for
leveraged loans and therefore we focus our attention on that market. The lack of
call protection permits issuers to take advantage of a hot market or strong
fundamental performance and reprice outstanding loan. We roughly measure the
amount of negative convexity in the loan market as the percentage of loans in our
Loan Tracker that trade above $99. 80% of the loans in our Tracker are trading
above $99, which is the highest level since we began the Tracker in early 2011.
There are ways, however, of mitigating the drag from negative convexity.

e We would caution investors against buying loans above $101, despite the
one-year $101 soft-call for many new issue loans. As we highlighted in
August (The Soft Call Curse), the yield to maturity (or to some shorter call)
for loans trading above $101 will amortize the $1+ premium over a long
period (usually 5-7 years). However, short-term returns will likely be lower
because the value of the call protection dissipates faster than the standard
yield-to-maturity calculation indicates. In other words, a loan with 6-months
of call protection could move from $101.25 to $100.5 over the course of a
few months rather than a few years (as the yield-to-maturity calculation
would do). With 26% of our Leveraged Loan Tracker trading above $101,
we would recommend that investors be aware of the pitfalls of the soft call
and closely monitor potential repricing candidates.

e The upside to repriced 1%Ulien loans is that the same issuer’s 2" lien loan
should look more attractive. The 2"-liens are typically issued with more
substantial call restrictions and therefore are less likely to be repriced (only
4 out of the 12 repricings we analyzed saw the 2" lien reprice along with
the 1% lien). Once the 1% lien is repriced, the 2™ lien benefits for two
reasons. Not only does the debt service cost fall, but the spread between
the two increases for the same leverage difference. On average, the 2"
lien loans of these issuers yield 5% more than the repriced 1% lien loans
and we see potential for this differential to tighten, particularly for 2™ liens
with significant call protection.

e  Only 26% of our Leveraged Loan Tracker trades below par, so the
opportunities to benefit from the pull to par have diminished dramatically.
However there are still a number of non-distressed term loans that trade in
the $95-99 range. We believe the market is open to address maturities and
refinancing potential exists. Additionally, there is a CLO bid for discounted
loans from many managers. These managers are seeking to preserve their
OC cushions and with so many loans trading above $101, the appeal of
discounted loans increases. Given CLO managers preference for high-
quality loans?, they will need to buy discounted paper in order to balance
out the $101+ loans.

2 CLOs have triple-C baskets but they typically leave those for rating transitions rather than to
purchase current triple-C loans.
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party involved in, or related to, computing or compiling the information have any liability for any damages of any kind. MSCI, Morgan Stanley Capital
International and the MSCI indexes are services marks of MSCI and its affiliates. The Firm accepts no liability whatsoever for the actions of third parties. The
Product may provide the addresses of, or contain hyperlinks to, websites. Except to the extent to which the Product refers to website material of the Firm,
the Firm has not reviewed the linked site. Equally, except to the extent to which the Product refers to website material of the Firm, the Firm takes no
responsibility for, and makes no representations or warranties whatsoever as to, the data and information contained therein. Such address or hyperlink
(including addresses or hyperlinks to website material of the Firm) is provided solely for your convenience and information and the content of the linked site
does not in anyway form part of this document. Accessing such website or following such link through the Product or the website of the Firm shall be at your
own risk and the Firm shall have no liability arising out of, or in connection with, any such referenced website.
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