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Finding Opportunity

in Bank Loans

The market for floating-rate bank loans
has grown significantly over the past
decade and now stands at about $1.2 trillion,
approximately the same size as the
high-yield debt market. CIO spoke recently
with MetLife Investment Management
(MIM) bank loans portfolio manager,
Matthew Mclnerny, and head of high
yield, Timothy Rabe, to find out why the
asset class 1s in such demand and how
Institutional investors can take advantage
of its current dynamics.

CIO: We saw record issuance of floating-rate bank loans
in the first quarter of 2021, and there’s still a heavy
calendar of offerings ahead. What's driving the appe-
tite for this kind of debt?

Matthew McInerney: We believe we're at an attractive
entry point for this asset class both because it offers
yield in a low-yield environment and because there is
not alot of distress in the market right now. In addition,
bank loan performance historically correlates closely
with inflation, which has been trending higher, and
higher inflation tends to lead to rising interest rates
that boost yields on floating-rate loans. At the same
time, the Federal Reserve has indicated it may begin
tapering its easy-money policies before year-end. If
that happens it would likely drive short-term rates
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Matthew Mclnerny, (LEFT) bank loans portfolio manager at MetLife
Investment Management, and his colleague Timothy Rabe, head of
high yield.

higher, too. We would then expect the average spread
versus LIBOR [the benchmark interest rate at which
major global banks lend to one another] in the loan
market to widen a bit from the 417 basis points [bps]
that prevailed in early September

Timothy Rabe: We are in kind of a Goldilocks era right
now. You're seeing upgrades outpace downgrades and
just about everything in the loan market is performing
quite well. Even if fixed-income markets weaken, loans
are at the top of the capital structure and backed by
collateral, so recoveries tend to be higher than they are
for unsecured bonds. However, we believe recoveries
will continue to decline as there are now a growing
number of borrowers who issue only in the loan market
rather than in both the loan and high-yield markets.
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CIO: How attractive is the new supply on the way, and
what’s driving all the issuance?

MclInerney: There's about $60 billion of supply we can see.
A lot of it will finance corporate M&A [merger and acqui-
sition] activity, which is our preferred type of financing
because there’s no sponsor involved, there are better credit
agreement documents, and there are typically higher
quality companies involved, often with BB credit ratings.

CIO: What does the market look like outside the BB
sector?

McInerney: The market has four main categories. The
investment-grade [IG] BBB sector represented about 7%
of the market as of September 30. We believe that IG loan
yields are attractive versus similar maturity US IG bonds.
One notch down on the credit scale is the BB sector, which
is about 23% of the loan market. Next are B-rated loans,
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loans and unrated loans,
which includes defaulted
loans, representing about 9%
of the market.

CIO: Where are the best values to be found today?

McInerney: We are finding pockets of opportunity in
BB loans, as well as within the single-B space.

CIO: How is the growth of CLOs impacting the opportu-
nity for other investors?

Rabe: The key for a CLO is getting a diversified group of
loans that fits its structure. Beyond ratings, it looks at
factors such as recovery scores, industry, and market
price—things that don't always have to do with the
underlying credit. That creates opportunities for us to
look at loans that don't work for a CLO, such as loans
trading below 80% of par in times of market stress.
Those loans may represent a great risk-reward oppor-
tunity for us.

CIO: Speaking of risk, what would you caution an
investor to be mindful of when entering this market?

Rabe: The biggest misconception about bank loans is
a belief in their inherent safety just because they are
secured. Conventional wisdom says loans give you
most of the upside of the high-yield market with much
less downside. But over the past decade, a growing
percentage of the market has come to be represented by
borrowers who are issuing debt only in the loan market.
In that case, they're not much different than a high-yield
issuer. Yes, their loans are secured by assets, but there’s
often no subordinated debt in the borrower’s capital
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structure—no cushion to eat through before getting to
the loans. On top of that, loans are callable at any time at
100 cents on the dollar, so your upside is basically zero
if you buy near par. People sometimes get lulled to sleep
with loans, but when all risk markets do poorly, loans
participate almost as much as high-yield does. Also,
the protections on loans generally aren't as good as
they used to be because so many loans issued today are
“covenant lite,” meaning they have fewer restrictions on
the borrower and fewer protections for the lender.

CIO: Should covenant-lite loans be avoided then?

McInerny: Our Investors should understand their char-
acteristics, but we feel it's neither smart nor practical to
avoid them. Even when they don't have maintenance
covenants, loan credit agreements are generally still of
higher quality than bond indentures.

CIO: How is MIM positioning its loan portfolios in this
environment?

MclInerny: In general, we believe you stay out of trouble
in the loan market by picking the right credits. In a
market like this, it's extra important not to stretch to
buy something in which you're not properly being paid
for the extra risk. Right now, we're skewing toward high
credit-quality loans because you want the ability, when
the market does correct, to go lower in credit quality and
buy securities that have become stressed or distressed.

CIO: How hard or easy is it to find the right credits?

Rabe: Unlike with public securities, borrowers don't typi-
cally publish a lot about their financials once their loans
are in the market. We believe that provides an advan-
tage in the secondary market to someone like us, who
vetted those loans before they were made and maybe
even participated in them. It gives us information that
may be useful later should the borrower, or even an
entire sector or the whole market, have issues.

CIO: What distinguishes your approach to research?

McInerny: We have very experienced portfolio
managers backed by a deep research team of 35 people.
Our team leaders on average have more than 20 years
of experience, including significant sector experience,
which we feel is key as they've invested in those sectors
over different economic cycles. We believe that can help
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gives us an advantage when the market sells off; there
are certain credits we suspect are going to get oversold,
that we're going to want to add to our portfolio. Another
feature at MIM is that we have a research team in
London, which helps with investing in European cross-
border issuance.

CIO: How else can strong research add value?

McInerny: We Our depth and experience allows us to be
active in the middle market, which helps us add value
for our clients. For example, we had a middle-market
issuer come to market recently with a loan; we were
heavily involved in negotiating the credit agreement
and inserting meaningful improvements to protect
investors. Those types of opportunities can potentially
add alpha to a portfolio, but you need an experienced
and deep research team to dig through those credits
and find the ones that make sense. Some CLOs prohibit
middle market loans in their portfolios.

CIO: Do you see any advantages for investors to partici-
pating in the bank loan market outside of structured
products like CLOs?

Rabe: Although the market has been on an even keel,
we expect even more attractive opportunities the next
time it goes down. When it does, we're going to have
the capacity and resources to put capital to work. When
you own a highly diversified loan portfolio with a lot of
different issuers, the way a lot of CLOs do, you're going
to have a lot of distressed issues to work through in a
downturn, which can stop you from allocating capital
on the other side. We seek to avoid that by holding a
portfolio that is relatively concentrated with the goals
of avoiding credit risk and having the time and capacity
to put capital to work at lower levels.

CIO: How is this reflected in portfolio performance over
the long haul?

Rabe: While a larger loan portfolio may tend to track the

loan index fairly closely, our more concentrated port-

folio seeks to drive performance with strong security
selection. An investor might want to ask whether they
are simply searching for blanket exposure to the loan
market or alpha inside that exposure. We're trying to
deliver alpha inside the exposure.
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This article has been sponsored by, and prepared in conjunction with, MetLife Investment Management (“MIM")1 solely for
informational purposes and does not constitute a recommendation regarding any investments or the provision of any investment
advice, or constitute or form part of any advertisement of, offer for sale or subscription of, solicitation or invitation of any offer or
recommendation to purchase or subscribe for any investments or investment advisory services. The views expressed herein do not
necessarily reflect, nor are they neces-sarily consistent with, the views held by, or the forecasts utilized by, the entities within the MetLife
enterprise that provide insurance products, annuities, and employee benefit programs. Subsequent developments may materially affect
the information contained in this article. Affili-ates of MIM may perform services for, solicit business from, hold long or short
positions in, or otherwise be interested in the investments (including derivatives) of any company mentioned herein. This article may
contain forward-looking statements, as well as predictions, projec-tions, and forecasts of the economy or economic trends of the
markets, which are not necessarily indicative of the future. Any or all forward-looking statements may turn out to be wrong. All
investments involve risks including the potential for loss of principle. Alternative investment strategies involve magnified risks, are
speculative, are not suitable for all investors, and are intended for experienced and sophisticated inves-tors who are willing to bear the

higher economic risks associated with these investments.
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Appendix

This appendix contains details for the preceding charts and provides additional information for
greater accessibility.



Note:

U.S. Leveraged Loan Par Amount Outstanding

In general, the bars do the following:

O

Rise gradually from 1996 to 2005

o Rise faster from 2006 to 2008 and fall slightly from 2009 to 2012
o Rise faster and level off and then level off from 2013 to 2016
o Rise faster and then gradually from 2017 to 2021
Year Amount
1996 14
1997 35
1998 73
1999 101
2000 117
2001 132
2002 137
2003 148
2004 193
2005 248
2006 400
2007 557
2008 596
2009 529
2010 504
2011 516
2012 552
2013 681
2014 830
2015 881
2016 887
2017 959
2018 1,147
2019 1,193
2020 1,193
Q12021 1,207
Q2 2021 1.258
Q3 2021 1,299
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