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M anager s could face 16% increase in cash-flow
challenged issuers next year
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Average Credit Metrics of Private Credit Obligors: KBRA's Credit Assessments
Retained

EBITDA
Revenue EBITDA Cash Debt to to
(SMillions) (SMillions) Flow to EBITDA
Interest
Debt

25th Percentil 67.0 6.9 (9.1%) 3.20% -0.29x 0.00x 10.1x 0.9x
Median 140.5 18.3 0.8% 7.30% -0.04x 0.05x 6.1x 1.9x
75th Percentil 283.8 41.5 9.8% 11.80% 0.03x 0.17x 3.2x 3.4x

Source: KBRA
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KBRA's Private Credit Interest Rate Stress Assumptions

Current Interest Rate Stress

Assumption of Average Interest Expense (LIBOR + 650 bps) 6.50%
Assumption of Average LIBOR Floor 1.00%
Assumption of 3-Month LIBOR at Start of Year 0.25%
All-in Yield at Start of Year 7.50%
Fed Movement by October 2022 - 300 bps 3.00%
Translation of Fed Movement to Yields 2.25%
All-in Yield at Pctober End 9.75%
Market Expectation of Fed Movement at 10/18 - 525 bps 5.25%
Translation of Fed Movement to Yields 4.50%
All-in Yield by 2023 12.00%

Sources: Bloomberg, KBRA

Portfolio managers are potentially facing a 16% rise in the number of borrowers that cannot generate enough
cash flow to meet interest expenses by the end of 2023, based on an analysis by KBRA DLD’s new parent, Kroll
Bond Rating Agency (KBRA).

The analysis dissects a portfolio of roughly 2,000 direct lending loans that have been privately assessed by
KBRA (not DLD). The 16% increase assumes 12% debt costs by 2Q 2023, based on widely anticipated Fed rate
hikes.

At the start of the year, average borrowing costs for the KBRA portfolio were 7.5%, and 27% were underwritten
with the expectation they would not cover interest payments through operating cash flow and were using other
sources of liquidity to meet obligations, such as cash on hand or equity raises. But that cohort has likely grown to
34% of the portfolio as of this month, as the average yield has increased to 9.75%. By the middle of next year,
43% could fall into this group, on 12% interest.

Asnoted by KBRA, there are factors excluded from the analysis that could pull these numbersin either
direction: 1) recessionary pressure on revenue, 2) inflationary pressure on expenses 3) interest rate hedges. On
the last factor, KBRA saysthat up to 50% of private credit borrowers may have some hedgesin place, although
the degree to which they are hedged and the level of protection provided are uncertain.

How the market with deal with rising rates will differ from the remedies applied during the Covid pandemic.
KBRA predicts that the standard “amend and extend” and equity infusions may be insufficient if higher rates
simply mean that borrowers find their interest unaffordable.

Lenders, sponsors, and borrowers will have to work to either reduce the spread or the company’ s leverage
relative to its newer valuation. KBRA also suggests that lenders are likely already enhancing their credit
monitoring process by building robust early detection systems to find those companies that will be most exposed
to higher interest rates and devel op customized restructuring solutions that may be needed to address the


https://theleadpc.com/wp-content/uploads/2022/10/Oct-24-2022-DLDs-3.png

borrower’s capital structure.

The resolution of lower leverage may come at the expense of equity holders, and so lenders may need to make
difficult choices, such as the trade-off between harvesting the returns from rising variable interest charges or
managing their portfolio toward more workouts and restructuring activities at the expense of their relationship

with equity sponsors, according to KBRA.



