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Moving on Up (In the Capital Structure)

At Smith Capital Investors, we have a keen focus on relative value, not just on a security
and sector-specific basis, but also at the asset class level. One interesting trend we
have been tracking at the asset class level is the divergence in relative value between
high yield bonds and leveraged loans versus historical relationships.

For most of the 2000s, leveraged loans as an asset class have yielded less than high
yield bonds. This seemed to make sense given the fact that leveraged loans are
generally secured with a first-priority lien on the assets of the issuer, whereas high yield
bonds are generally unsecured. This lien creates seniority within the capital structure
and typically leads to better recoveries in bankruptcy scenarios and therefore less risk.
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Beginning in late 2022 and accelerating into 2023, the historical yield relationship
between loans and bonds broke down, with leveraged loan yield-to-maturity (YTM)
exceeding high yield bond yield-to-worst (YTW) by hundreds of basis points (bps).
Multiple factors have been cited as drivers for this divergence, with the most likely being
the deterioration in underlying credit quality in loan issuers relative to bond issuers.
Following years of rapid expansion in leveraged loans and a credit rating-upgrade cycle
in high yield bonds, the average loan issuer is smaller and higher levered than the
average high yield bond issuer with corresponding lower interest coverage and lower
average credit rating. Lower fundamental quality on a relative basis would argue for
higher risk and therefore higher yields.

Another factor that likely contributes to elevated yields in loans is the fact that loans
generally have floating rate coupons, meaning that interest payments are determined
based on a fixed spread over a reference rate, typically the Secured Overnight Financing
Rate (SOFR). If interest rates decline in the future (due to central bank easing or other
factors), SOFR rates could also move lower, which would lower leveraged loan coupons
and likely result in lower yields. This outcome is currently the consensus expectation,
with the SOFR forward curve showing expectations for lower rates in the future. High
yield bonds generally have fixed coupons and as such would not face the risk that
coupons reset lower. In fact, high yield bonds would likely see further outperformance in
a lower interest rate environment given longer duration than loans (all else being equal).

Leveraged Loan Yield to Maturity (YTM) vs.
High Yield Bond Yield to Worst (YTW)
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Source: Smith Capital Investors, Bloomberg, J.P Morgan 3/6/2024
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While at the asset class level this divergence may make sense given the factors
discussed above, on an individual security basis we are finding interesting opportunities
in loans that we believe offer superior risk-adjusted return profiles relative to secured or
unsecured bonds in the same capital structure. We like this trade not just for yield
pickup but also for fundamental downside protection.

On ayield basis we are finding opportunities in high quality loans where the loan YTM is
150bps or more in excess of the YTW of not just pari-passu bonds, but unsecured
bonds in the same structure. Even adjusting for the current SOFR forward curve, which
implies lower rates in the future, the yield on these loans is often above the yield on the
issuer’s subordinated bonds. In the event that rates stay flat or move lower by less than
consensus expectations, the significant carry advantage in the loan will create relative
outperformance. From a capital preservation perspective, moving higher in the capital
structure in primarily large, liquid, public issuers should result in less downside price
volatility in a risk-off scenario relative to owning subordinated bonds in the same
structure.

There may not be broad mispricing of leveraged loans relative to high yield bonds, but
we believe that within the overall opportunity set bottom-up, fundamentally focused
investors emphasizing security selection and active management can find superior risk-
adjusted return opportunities.
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Let's keep talking!
Smith Capital Investors

Our mailing address is:
Smith Capital Investors
1430 Blake Street
Denver, CO 80202
303-597-5555
833-577-6484
info@smithcapitalinvestors.com
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The opinions and views expressed are as of the date published and are subject to change without notice. Information
presented herein is for discussion and illustrative purposes only and should not be used or construed as financial,
legal, or tax advice, and is not a recommendation or an offer or solicitation to buy, sell, or hold any security,
investment strategy, or market sector. No forecasts can be guaranteed. Any investment or management
recommendation in this document is not meant to be impartial investment advice or advice in a fiduciary capacity
and is not tailored to the investment needs of any specific individual or category of individuals. Opinions and
examples are meant as an illustration of broader themes, are not an indication of trading intent, and are subject to
change at any time due to changes in the market or economic conditions. There is no guarantee that the information
supplied is accurate, complete, or timely, nor are there any warranties concerning the results obtained from its use. It
is not intended to indicate or imply that any illustration/example mentioned is now or was ever held in any portfolio.

Past performance is no guarantee of future results. Investing in a bond market is subject to risks, including market,
interest rate, issuer, credit, inflation, default, and liquidity risk. The bond market is volatile. The value of most bonds and
bond strategies are impacted by changes in interest rates. The return of principal is not guaranteed, and prices may
decline if an issuer fails to make timely payments or its credit strength weakens. High yield or “junk” bonds involve a
greater risk of default and price volatility and can experience sudden and sharp price swings.

Please consider the charges, risks, expenses, and investment objectives carefully before investing. Please see a
prospectus, or, if available, a summary prospectus containing this and other information. Read it carefully before you
invest or send money. Investing involves risk, including the possible loss of principal and fluctuation of value.

All indices are unmanaged. You cannot invest directly in an index. Index or benchmark performance presented in this
document does not reflect the deduction of advisory fees, transaction charges, and other expenses, which would
reduce performance.

This material may not be reproduced in whole or in part in any form, or referred to in any other publication, without
express written permission from Smith Capital Investors.

Smith Capital Investors, LLC is a registered investment adviser.
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