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Global leveraged lending has almost doubled to c.USD1.4tn (the value of loans in indices used to track the
performance of leveraged loans) since the ﬁnancial crisis of 2008, with the US accounting for c.USD1.2tn.
However, the actual size could be c.USD2.2tn, according to the Bank of England (BoE), taking into account
smaller non-liquid loans and bank facilities.
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Most borrowers (rated B and below by S&P) pose risk of credit deterioration, as they are susceptible to
economic downturns due to inherent systemic risks and weakening credit quality. Lenders, in a bid to
capture market share, are also resorting to covenant-lite ﬁnancing (making up over 80% of the total
leveraged loan market), with risks to both lender and investor interests.
A primer on covenant-lite ﬁnancing
Covenant-lite loans are loans with limited restrictions on borrowers. They are not associated with
maintenance covenants (which include leverage and ﬁxed-charge cover ratios a borrower has to adhere to;
these ratios also indicate non-compliance with covenants). Conversely, such loans have incurrence
covenants that are tested only on the occurrence of a speciﬁc action or event.
Lenders do not have the ﬂexibility to increase interest, charge more fees or accelerate debt payments in
such underwriting until the debt matures. Borrowers, on the other hand, enjoy the ability to liquidate assets

and use the proceeds for working capital purposes instead of accelerating debt repayment.
Loan documents allow for subjective add-backs to EBITDA, such as estimated cost savings and
acquisition synergies that artiﬁcially inﬂate actual EBITDA. Such adjusted EBITDA is used by borrowers to
manipulate loan terms with respect to restricted payments, asset transfer/sale and incurring additional
debt.
In a nutshell, covenant-lite ﬁnancing provides borrowers with weak credit requirements so they can adjust
their ﬁnancials to obtain incremental ﬁnancing (reﬁnancing) and mask default metrics, putting both the
lender and the investor at risk.
Sector snapshot
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Companies in the oil, consumer goods, airlines, high-tech, capital goods, healthcare, restaurant, media and
entertainment sectors account for more than 50% of the borrowers rated CCC or below.
Recent volatility in crude oil prices and the COVID-19 outbreak have led to a sharp fall in demand for crude
oil from China, the largest oil consumer globally. China’s contribution to global growth cannot be
undermined, and the current global lockdowns could have a contagion effect on the sectors that depend
on China’s exports. In addition, non-investment-grade companies rated B and below are more likely to opt
for debt restructuring based on their weak ﬁnancial metrics in the coming months.
CLOs, default rates and liquidity
Banks and non-banks sell leveraged loans to special-purpose vehicles (SPVs) that package them as ﬁxed
income products called collateralised loan obligations (CLOs). Almost a third of all leveraged loans are in
the form of CLOs, with the US accounting for new CLO issuance of USD125bn in 2018 and USD135bn in
2019. Global CLOs amount to c.USD615bn, far more than products such as auto loans (USD223bn),

student loans (USD170bn), and credit cards (USD124bn).
Banks subscribe to nearly 50% of CLO issuance, with the remainder subscribed to by asset managers,
insurance companies, hedge funds and structured credit funds that are interconnected with banks, as
borrowers are counterparties with banks for derivative transactions. A downturn in leveraged lending could
lead to liquidity issues for such ﬁrms.
The default rate for leveraged loans was 1.9% at end-2019, below the historical high of 4.5% in 2014. This
is forecast to edge upwards (2.0-2.5%) due to the headwinds faced by most non-investment-grade issuers.
The oil price shock and COVID-19-related lockdowns will negatively impact cash ﬂow of non-investmentgrade companies and may raise default rates above 10% in the US and close to high single digits in
Europe over the next 12 months.
The number of leveraged loan mutual funds (MFs) and exchange-traded funds (ETFs) has more than
tripled in the past decade. Although such MFs and ETFs allow for immediate redemption, the underlying
leveraged loans are traded less frequently, and in an economic downturn, there could be a liquidity
mismatch that banks may not be able to bridge.
Attractive yields have been driving signiﬁcant growth in the leveraged lending space in the past decade.
Default rates on CLOs are near zero at present, and the size of the leveraged lending market is
manageable relative to other ﬁxed income securities markets.
We believe banks are now in a much better position to cushion themselves against shocks given the
various regulatory best practices in place after the 2008 ﬁnancial crisis. However, the shadow banking
framework could pose a threat given the systemic risks it is exposed to and the lax underwriting standards
it adopts to gain market position. In addition, the negative impact of COVID-19 on the global economy as a
whole and non-investment-grade companies in particular will likely be better analysed in the second half of
2020, when the virus is expected to have peaked worldwide.
The Commercial Lending teams at Acuity Knowledge Partners provide invaluable offshore support to
banks, assisting with prudent underwriting of loans to large corporate, mid-corporate and SME customers.
Our credit managers in the Leveraged Lending teams provide granular insight at the macro level and help
banks’ credit risk teams identify potential risks in lending by rigorously analysing companies’ credit quality
and each loan agreement’s structure.
Sources:
https://www.forbes.com/sites/mayrarodriguezvalladares/2019/04/15/big-banks-are-very-exposed-to-leve
raged-lending-and-clo-markets/#2f68ac337309
https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-headlines/leveraged-loan-ne
ws/us-leveraged-loan-default-rate-hits-9-month-high-as-market-distress-rises
https://www.forbes.com/sites/mayrarodriguezvalladares/2019/09/22/leveraged-loans-and-collateralizedloan-obligations-are-riskier-than-many-want-to-admit/#52f5a5066602
https://www.spglobal.com/ratings/en/research/articles/200317-covid-19-credit-update-the-sudden-econo
mic-stop-will-bring-intense-credit-pressure-11392437

About Acuity Knowledge Partners

Acuity Knowledge Partners is a leading provider of high-value research, analytics and business intelligence to the ﬁnancial services sector. The company
supports over 300+ ﬁnancial institutions and consulting companies through a team of over 2,500+ subject matter experts who work as an extension of the
clients’ teams based out of various global delivery centres.
We empower our clients to drive revenues higher. We innovate using our proprietary technology and automation solutions. We enable our clients to
transform their operating model and cost base.

© 2020 Acuity Knowledge Partners. All Rights Reserved.

contact@acuitykp.com | acuitykp.com

