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Bank Loan Market Update

Discipline Drives Performance ®

Floating rate assets have swiftly gained momentum amidst resurgent long-term U.S. Treasury yields and
inflation concerns, as investors weigh the ramifications of unprecedented government stimulus and a
gradually reopening economy. After $65 billion of withdrawals from retail bank loan funds and ETFs in
2019-2020, the loan market has been bolstered by $7 billion of
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fund inflows and heavy CLO issuance through February.1
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Bank loans are effective tools for isolating credit exposure
without interest rate duration risk, and have become
permanent fixtures in many portfolios (along with interrelated
CLO tranches). We firmly believe investors are wise to maintain
long-term allocations and may wish to consider tactically
increasing their exposure given the trajectory of rates and the
dearth of yield in other asset classes. In addition to floating rate
protection against inflation, these assets offer excess spread
and price appreciation potential relative to many other fixed
income investments. However, significant changes in the loan
market since the Global Financial Crisis have introduced not
only benefits, but also risks that can be mitigated with prudent
portfolio management.
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The U.S. loan and CLO markets have nearly tripled in size since
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2006, to approximately $1.2 trillion and $750 billion,
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respectively. With the loan market being a widely accepted
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source of funding for private equity sponsors and strategic
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acquirors alike, the number of issuers has increased by 50%
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to 1,200, and the average issuer size has doubled to over $1
billion. Meanwhile, loans’ ratings profile has shifted to 29% BClientSolutions@shenkmancapital.com
and below (with less than 2% not rated), from 8% in 2006 (14%
not rated) (see Exhibit 1). Whereas seniority and security may have once mattered most to some bank loan
investors, we believe fundamental research and active credit selection are much more critical in today’s
single-B heavy market, in which issuers’ net leverage is approximately 4.6 turns versus 3.0 turns in 2008.2
Exhibit 1: Loan Market Ratings Shift
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Although issuers are more highly levered today, the loan market has witnessed a sizable shift towards sectors
with higher growth and stronger cash flows (See Exhibit 2). For example, Technology and Business Services have
collectively grown to nearly 25% of the market, from less than 10% in 2006. Typically, companies in these
industries have strong equity support, trade at higher enterprise value multiples, and provide solid loan-to-value
for lenders, with more junior capital cushion than in past cycles. Industries that suffer from cyclical volatility
and/or secular decline have contracted over the same period (e.g., Automotive and Publishing have shrunk to just
4%, from about 13%). While credit selection is still of the utmost importance, we believe this sector transition
offers greater diversification across more attractive industries and supports a better fundamental outlook for the
loan market.
Exhibit 2: Loan Industry Shifts (Select)
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The loan market’s expansion has been propelled by strong demand from a rapidly-growing CLO investor base,
which owns over 60% of outstanding loans.3 This is vitally important given CLOs are long-term vehicles that
provide stable capital to support the loan market, which offsets the influence of retail flows. However, lower loan
ratings have seeped into portfolios that underlay CLOs. As a result, holdings now average B/B-. Since most CLOs’
CCC rated loan exposures are limited, the potential buyer universe dwindles dramatically when issues are
downgraded below B-, as does liquidity. The negative consequences of owning these issuers are therefore more
severe, as price drawdowns can be exacerbated when loans transition to the stressed/distressed investor base.
Corporate structures, collateral, guarantees, and deal documentation have become greater focal points in the loan
market in recent years, as issuers and lenders have aggressively interpreted (and exploited) weaker protections in
a few instances. Well-publicized examples include J. Crew (“trap door”), PetSmart/Chewy (“phantom guarantees”),
and Serta Simmons (“lender-on-lender violence”).4 We believe this adversarial behavior will become increasingly
prevalent in deeper default cycles, making credit mistakes more costly as loans’ security and seniority to other
debt will be questioned. However, downside protection can be significantly enhanced through diligent examination
of documents’ structures and covenants, during the initial underwriting and throughout the life of a deal. Investors
must carefully consider issuers’ management teams and equity sponsors and be ready and willing to proactively
trade ahead of potential problems.
Trading volumes and dynamics in the loan market have dramatically improved in tandem with its growing size and
number of participants, particularly under adverse market conditions (see Exhibit 3). This liquidity enables more
relative value trading within the market and can allow investors to shift to a more defensive posture when needed.
Evidence of this trend was seen at the onset of the COVID-19 pandemic in March of 2020, when extreme price
volatility resulted in $119 billion of secondary market trading, a monthly record. Compared to a historical average
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of $60 billion per month, this illustrates that investors can trade when necessary (albeit perhaps at wider bid-ask
spreads). Furthermore, over 1,400 different loans trade in a typical month, and over 500 each day. 5 Therefore,
even a highly diversified portfolio could likely be bought or sold in a short amount of time under most market
conditions.
Exhibit 3: Annual Trading Volume ($ billion)
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Notwithstanding the need for more diligent fundamental credit research, we believe bank loans offer compelling
value. Loans and CLOs should perform well versus longer duration fixed rate assets if rates become unmoored,
particularly low-yielding government and investment grade credits. Since 1993, loans have outpaced investment
grade bonds all 13 times the 5-year U.S. Treasury yield spiked 70 bps or more over a 3-month period, by an
average of 5.1%.6 The UST 5-year note’s yield has jumped more than 50 bps this year, as of March 22nd.
Additionally, the Bloomberg/Barclays U.S. Aggregate Bond Index experienced 45 negative monthly returns over
the past 10 years, in which loans outperformed in 39 of them, by an average of 0.69%. We believe these
outperformance trends will persist despite a riskier loan market. However, relative returns are likely to be less
impressive for investors who ignore the fundamentals!
In conclusion, we see the loan market’s migration toward single-B as reminiscent of the high yield bond market
heading into 2000, when fundamental credit analysis drove dispersion of returns among asset managers. We
believe investors seeking to capitalize on loans’ floating rate and defensive characteristics should understand that
there is presently heightened credit risk. Preservation of capital via careful credit selection is paramount to achieve
superior returns in income-producing assets, where coupons dominate performance. Case in point, the
S&P/LSTA Loan Index has shown annualized income returns of 5.10% over the last decade, while mark-to-market
price returns declined 0.75%.5 With over 35 years of experience in the leveraged finance markets and a bank loan
track record dating back to 1998, Shenkman Capital has the ability to deftly navigate the increasingly complex loan
market to maximize risk-adjusted returns by avoiding credit missteps.

Sources: 1Lipper FMI/J.P. Morgan Research, 2Morgan Stanley Research, 3S&P LCD, 4 For more information on these examples, please refer to the
following articles from the law firms Skadden and Hogan Lovells:https://www.skadden.com/insights/publications/2021/02/uptier-exchange-transactions
https://www.engage.hoganlovells.com/knowledgeservices/news/chewing-through-baskets-the-chewy-phantom-guarantee-and-a-cautionary-tale-of-therelease-of-a-valuable-guarantee-and-collateral-package_1, 5LSTA (Loan Syndications and Trading Association), 6J.P. Morgan Research
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DISCLAIMERS
The Shenkman Group of Companies (the “Shenkman Group”) consists of Shenkman Capital Management, Inc., and its affiliates and subsidiaries, including, without
limitation, Shenkman Capital Management Ltd, Romark Credit Advisors LP, and Romark CLO Advisors LLC. The Shenkman Group focuses on the leveraged finance
market and is dedicated to providing in-depth, bottom-up, fundamental credit analysis.
Shenkman Capital Management, Inc. (“Shenkman” or “Shenkman Capital”) is registered as an investment adviser with the U.S. Securities and Exchange Commission
(the “SEC”). Romark Credit Advisors LP is also registered as an investment adviser with the SEC and Romark CLO Advisors LLC is registered as a relying adviser of
Romark Credit Advisors LP (together, “Romark”). Shenkman Capital Management Ltd is a wholly-owned subsidiary of Shenkman Capital Management, Inc. and is
authorized and regulated by the U.K. Financial Conduct Authority. Such registrations do not imply any specific skill or training. EEA Investors: This material is provided
to you because you have been classified as a professional client in accordance with the Markets in Financial Instruments Directive (Directive 2014/65/EU) (known as
“MiFID II”) or as otherwise defined under applicable local regulations. If you are unsure about your classification, or believe that you may be a retail client under these
rules, please contact the Shenkman Group and disregard this information.
Unless otherwise stated, all information and characteristics presented herein are based on the Shenkman Group’s internal records and valuation. The information and
opinions expressed herein are provided for informational purposes only. The information is not intended to be, and should not be construed as, impartial investment
advice, an offering of investment advisory services or an offer to sell or a solicitation to buy any securities in any jurisdiction, including without limitation any interest
of an investment fund or vehicle managed by the Shenkman Group. Any offer to sell or any solicitation to buy securities of an investment fund or vehicle managed by
the Shenkman Group will be made only by means of the Prospectus or Offering Memorandum relating to that fund or vehicle. All interests in securities of any fund or
vehicle shall not be offered or sold in any jurisdiction in which such an offer, solicitation or sale would be unlawful or would require registration or disclosure until the
requirements of the laws, rules and regulations of such jurisdiction have been satisfied. In certain jurisdictions, including Switzerland, this is an advertising document.
These materials do not undertake to explain all of the risks associated with any investment strategy referred to herein. No person or entity should invest in any strategy
referred to herein unless satisfied that it (or its investment representative) has asked for and received all information that would enable it (or them) to evaluate the merits
and risks thereof. PAST PERFORMANCE IS NOT A GUARANTEE OF FUTURE RESULTS.
The inclusion of any particular investment(s) or transaction(s) in this presentation is not intended to represent, and should not be interpreted to imply, a past or current
specific recommendation to purchase or sell an investment, and is not necessarily a list of all the purchases or sales effected during the stated period. There is no
assurance that any positions discussed herein will remain in any portfolio for any length of time. The price or value of any investment is current only as of the date
reflected and is subject to change. It should not be assumed that any of the holdings or transactions discussed herein were or will prove to be profitable, or that the
investment recommendations or decisions made in the future will be profitable or will equal the investment performance of the investments discussed herein.
You should consider the effect that advisory fees and any other expenses that may be incurred in connection with the account (e.g., operating and investment related
expenses) would have on performance results. A copy of Shenkman’s Form ADV, Part 2A, and/or Romark’s Form ADV, Part 2A is available upon request. For example,
an account with gross performance of 5% per year would have a cumulative return over a 3-year period of 15.76%. If that account had an advisory fee of: (i) 0.80%
per year, the account would have a 3-year cumulative performance net of advisory fees of 13.01% (4.16% per year); (ii) 0.65% per year, the account would have a 3year cumulative performance net of advisory fees of 13.52% (4.32% per year); or (iii) 0.50% per year, the account would have a 3-year cumulative performance net of
advisory fees of 14.03% (4.48% per year). Current performance may be lower or higher than the performance reported; past performance is not a guarantee of future
results. The actual performance and characteristics of another portfolio, account or investment may vary significantly from the performance and other information
provided.
Third-party information contained in this presentation was obtained from sources that the Shenkman Group considers to be reliable; however, no representation is
made as to, and no responsibility, warranty or liability is accepted for, the accuracy, adequacy completeness, timeliness or availability of such information, including
ratings. The Shenkman Group is not responsible for any errors or omissions (negligent or otherwise), regardless of the cause, or for the results obtained from the use
of such content. THE SHENKMAN GROUP DOES NOT GIVE ANY EXPRESS OR IMPLIED WARRANTIES, INCLUDING, BUT NOT LIMITED TO, ANY WARRANTIES OF
MERCHANTABILITY OR FITNESS FOR A PARTICULAR PURPOSE OR USE. THE SHENKMAN GROUP SHALL NOT BE LIABLE FOR ANY DIRECT, INDIRECT,
INCIDENTAL, EXEMPLARY, COMPENSATORY, PUNITIVE, SPECIAL OR CONSEQUENTIAL DAMAGES, COSTS, EXPENSES, LEGAL FEES, OR LOSSES (INCLUDING
LOST INCOME OR PROFITS AND OPPORTUNITY COSTS OR LOSSES CAUSED BY NEGLIGENCE) IN CONNECTION WITH ANY USE OF SUCH THIRD-PARTY
CONTENT.
Copyright 2020, S&P Global Market Intelligence and its affiliates as applicable. Reproduction of any information, data or materials, including ratings (“Content”) in any
form is prohibited except with the prior written permission of the relevant third party. Such party, its affiliates and suppliers (“Content Providers”) do not guarantee the
accuracy, adequacy, completeness, timeliness or availability of any Content and are not responsible for any errors or omissions (negligent or otherwise), regardless of
the cause, or for the results obtained from the use of such Content. In no event shall Content Providers be liable for any damages, costs, expenses, legal fees, or losses
(including lost income or lost profit and opportunity costs) in connection with any use of the Content. A reference to a particular investment or security, a rating or any
observation concerning an investment that is part of the Content is not a recommendation to buy, sell or hold such investment or security, does not address the suitability
of an investment or security and should not be relied on as investment advice. Credit ratings are statements of opinions and are not statements of fact.
Copyright 2020, S&P Global Market Intelligence and its affiliates as applicable. The Global Industry Classification Standard (“GICS”) was developed by and is the exclusive
property and a service mark of MSCI Inc. (“MSCI”) and S&P Global Market Intelligence (“S&P”) and is licensed for use by Shenkman Capital Management, Inc. Neither
MSCI, S&P, nor any other party involved in making or compiling the GICS or any GICS classifications makes any express or implied warranties or representations with
respect to such standard or classification (or the results to be obtained by the use thereof), and all such parties hereby expressly disclaim all warranties of originality,
accuracy, completeness, merchantability and fitness for a particular purpose with respect to any of such standard or classification. Without limiting any of the foregoing,
in no event shall MSCI, S&P, any of their affiliates or any third party involved in making or compiling the GICS or any GICS classifications have any liability for any direct,
indirect, special, punitive, consequential or any other damages (including lost profits) even if notified of the possibility of such damages.
Any information in these materials from ICE Data Indices, LLC (“ICE BofA”) was used with permission. ICE BofA PERMITS USE OF THE ICE BofA INDICES AND
RELATED DATA ON AN "AS IS" BASIS, MAKES NO WARRANTIES REGARDING SAME, DOES NOT GUARANTEE THE SUITABILITY, QUALITY, ACCURACY,
TIMELINESS, AND/OR COMPLETENESS OF THE ICE BofA INDICES OR ANY DATA INCLUDED IN, RELATED TO, OR DERIVED THEREFROM, ASSUMES NO LIABILITY
IN CONNECTION WITH THE USE OF THE FOREGOING, AND DOES NOT SPONSOR, ENDORSE, OR RECOMMEND THE SHENKMAN GROUP, OR ANY OF ITS
PRODUCTS OR SERVICES.
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References to indices are for information purposes only. The Shenkman Group believes that any indices discussed herein are broad market indices and are indicative
of the type of investments that the Shenkman Group may purchase, but may contain different securities than those held in the Shenkman Group portfolios managed
pursuant to the strategies described herein. The indices have not been selected to represent an appropriate benchmark. The strategies referred to herein are not
designed to mimic the investments on which any index is based. The indices are unmanaged and not available for direct investment and do not reflect deductions for
fees or expenses.
These materials are confidential and not for distribution without the Shenkman Group’s prior consent. SHENKMAN®, SHENKMAN CAPITAL®, and other Shenkman
trademarks and logos used herein are registered trademarks of Shenkman Capital Management, Inc. ROMARK®, ROMARK CLO ADVISORS®, and other Romark
trademarks and logos used herein are registered trademarks of Romark Credit Advisors LP and/or Romark CLO Advisors LLC. All rights reserved.
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