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Understanding the importance of the capital structure in credit
investments: Why being at the top (in loans) is a better risk position

Before making any investment decision, whether it's in equity, fixed income or property it's important
to consider whether you are adequately compensated for the risks you are taking. Understanding
where your investment sits in the capital structure will help you recognise the potential downside that
could result in permanent loss of capital.

Within a typical business there are various financing securities used to fund existing operations and
growth. Most companies will use a combination of both debt and equity. The debt may come in
different forms including senior secured loans and unsecured bonds, while equity typically comes as
preference or ordinary shares. The exact combination of these instruments forms the company’s
“capital structure”, and is usually designed to suit the underlying cash flows and assets of the
business as well as investor and management risk appetites.

The most fundamental aspect for debt investors in any capital structure is seniority and security in the
capital structure which is reflected in the level of leverage and impacts the amount an investor should
recover if a company fails to meet its financial obligations.

Seniority refers to where an instrument ranks in priority of payment. Creditors (debt holders) normally
have a legal right to be paid both interest and principal in priority to shareholders. Amongst creditors,
“senior” creditors will be paid in priority to “junior” creditors. Security refers to a creditor’s right to take
a “mortgage” or “lien” over property and other assets of a company in a default scenario. Senior
secured loans and bonds will typically have a first ranking claim over both the cash flow and assets of
a borrower. Other forms of debt may be senior in payment but without any security (“senior
unsecured”) or be junior in both payment and security (“subordinated”) but will still have a contractual
right to both interest and principal. Payments of subordinated bonds can be subordinated at
discretion of management and maybe deferred or even deferred and non-cumulative in the case of
some hybrid securities.

The figure below outlines a typical capital structure of a company and leverage. As highlighted by the
seniority to other securities — senior loans offer clients downside protection in the event of default.

Senior secured loans generally have a shorter tenor (5-8 years), compared to senior unsecured
bonds (7+ years), subordinated debt (10+ years), preference equity (perpetual and generally callable)
and ordinary equity (perpetual).

Normally, debt investors are paid an additional credit spread for investing in securities with lower
seniority and security. While equity can provide the highest potential total return, it also comes with
higher risk of permanent capital loss. Equity holders share in the profit and also the losses of a
company, and are paid after other obligations are fulfilled (sometimes referred to as “it representing a
residual claim in the assets of a business, ranking behind all other claims in payment). Reflecting the
higher risk, equity markets are significantly more volatile than debt markets.

For example, over the past 24 years, global equity markets have a volatility of 14.8% pa, compared
with Senior secured loans of just 5.35% pa.
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Figure 1: Risk/Return in a Typical Capital Structure

\ B Senior Secured Loans represent the most senior debt obligations
in the capital structure
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Table 1: Hypothetical Capital Structure and Leverage

Years to Amount Leverage
($ millions, unless otherw ise stated) Maturity Interest Rate Outstanding x EBITDA % of Cap
RC due 0.0
Senior Secured Term Loan B 7 L+450 500.0
Total Senior Secured Debt 500.0 2.00x 22.2%
Senior Unsecured Debt 10 7.50% 500.0
Total Senior Debt 1,000.0 4.00x 44.4%
Subordinated Debt 12 10.0% 250.0
Toal Debt 1,250.0 5.00x 55.6%
Cash (250.0)
Net Debt 1,000.0 4.00x 44.4%
Equity NA NA 1,000.0
Total Capitalization 2,250.0 9.00x 100.0%

Reflecting their seniority in the capital structure, Senior Secured Loans typically fare better than other
corporate debt instruments in the event of default. In a bull market, senior secured loans tend to
perform well as underlying corporate fundamentals improve.

In a bear market, the first-lien on assets provides a natural floor to loan prices. The table below
outlines historical recovery rates for senior loans relative to other sub-investment grade credit
instruments.

Apart from their position in the capital structure, other attributes of senior loans are diversity (with
around 1200 issuers), an active secondary market with on average $US45bn traded every month and
the fact that Senior Loans are floating in nature, which means they tend to perform well in a rising
interest rate environment.
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High-yield bond default and issuer-weighted recovery rates

Leveraged loan default and recovery rates

Recovery rates Def. rate FirstLien  Second-Lien

Default Rate  All Bonds Snr Sec Snrlnsec  SnrSub Sub 1990 720 -
1982 34% 353 725 358 481 300 1991 67.9 -
1983 1.6% 445 40.0 527 435 411 1992 60.6 -
1984 2.1% 455 na 494 679 443 1993 534 -
1985 38% 436 836 60.2 296 /7 1994 676 -
1986 35% 474 592 511 468 414 1995 754 -
1987 6.9% 513 70 638 465 469 1996 855 -
1988 28% 388 554 452 334 338 1997 - 788 -
1989 T2% 323 465 451 346 264 1998 15% 567 -
1980 109% 255 338 370 256 191 1999 4 2% 735 -
1991 115% 35 484 367 418 244 2000 6.6% 688 -
1982 4.4% 459 621 492 494 380 2001 6.3% 649 -
1983 2.3% 431 na 371 518 441 2002 6.0% 588 -
1984 14% 456 693 537 296 380 2003 2.3% 734 -
1985 28% 433 62.0 476 343 415 2004 1.0% ar.i -
1996 1.8% 415 478 62.8 438 226 2005 3.0% 838 -
1997 1.5% 48.8 55 56.1 447 331 2008 0.5% 836 -
1998 1.7% 383 468 395 450 182 2007 0.2% 68.6 -
1999 41% 338 36.0 380 269 3586 2008 3.7% 58.09 3278
2000 50% 253 387 242 208 39 2009 128% 4833 31.90
2001 9.1% 218 350 215 198 159 2009 Ad). - 61.36 36.44
2002 8.0% 27 450 295 214 245 2010 1.8% 71.18 1333
2003 3.3% 40.4 66.3 419 372 123 2011 0.4% 66.97 131
2004 1.1% 58.5 733 52.1 423 940 2012 14% 55.29 18.33
2005 2.8% 56.0 79 549 261 513 2013 1.7% 68.62 56.67
2006 0.9% 55.0 746 55.0 414 56.1 2014 4.3% 733 3767
2007 0.4% 547 80.5 533 545 na 2015 1.7% 4815 3434
2008 2.3% 26.85 2827 3370 18.32 1025 LT™M 21% 49.88 21.54
2009 10.3% 24 3007 2339 2275 538
2009 Adj. - 3568 4286 4298 26.12 475 18-year ann. avg. 3.3% 67.21 28.29
2010 0.8% 4095 51.85 36.51 2217 na Notes: Recovery rates are issuer-weighted and based on price 20 days after
2011 1.7% 4856 6372 36.22 a7 7.00 default date. 2009 Ad). recoveries are based on year-end prices.
2012 1.3% 5323 60.45 3853 10.50 na Sources: Moody's Investors Service; J.P. Morgan; S&P LCD; Markit
2013 0.7% 5274 5857 3647 46.00 1.00
2014 29% 4805 6774 3122 3375 na Leveraged loan issuer-weighted recovery rates
015 18% 2519 3269 16.60 1296 na 076 SrSec Torm SecondLien
LTM 35% 2548 3107 18.13 025 na Moo 2154

Loan-only issuers 24 68

2Byrann.avg.  34% 4141 55.47 40.23 33.14 3026 Loan & bond issuers 900

Notes: Recovery rates are issuer-weighted and based on price 30 days after default date. 2009 Adj. recoveries are based on

year-end prices

Source: JP Morgan. As at 30 Sep 2016

Given the benefits outlined above (primarily the seniority in the capital structure and the high levels of
recovery from default) senior loans are now an institutionally accepted asset class, and held by many

of the world’s leading pension and sovereign wealth funds.

They can reduce overall risk when added to portfolios of Government bonds and equities. Investors
can lower overall volatility, and improve returns per unit of risk by allocating a portion of their portfolios
to the asset class.

The information contained in this paper is current as at 30 November 2016, unless otherwise specified and is provided by Bentham Asset
Management ABN 92 140 833 674 AFSL 356199 (‘Bentham’). The information is intended solely for holders of an Australian Financial
Services Licence or other wholesale clients as defined in the Corporations Act 2001 (Cth). It must not be passed on to a retail client. It
should be regarded as general information only rather than advice. A reference to any security is not a recommendation to buy. It has
been prepared without taking account of any person’s objectives, financial situation or needs. Because of that, each person should, before
acting on such information, consider its appropriateness, having regard to their objectives, financial situation and needs.

Offers of interests in the Bentham Wholesale Global Income Fund ARSN 105 898 271, Bentham Professional Global Income Fund ARSN 109
991 095, Bentham Wholesale Syndicated Loan Fund ARSN 110 077 159, Bentham Professional Syndicated Loan Fund ARSN 111 433 071
and Bentham Wholesale High Yield Fund ARSN 088 907 224 are contained in the relevant Product Disclosure Statement issued by Fidante
Partners Services Limited ABN 44 119 605 373 AFSL 320 505 which is available at www.fidante.com.au and must be considered before
making a decision about the product.

Past performance is not necessarily indicative of future performance. Returns may be volatile and may vary from year to year.

Page 3 of 3



