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Synthetic Corporate Credit Update
2019 turned out to be a year of strong
performance for corporate credit returns as
a whole. At the sub-sector level, however,
there were differences: the high yield bond
and loan markets experienced a significant
uptick in dispersion, while the investment
grade market was less affected, despite
concerns of balance sheet leverage levels
increasing for companies rated in A and BBB.
In high yield, we saw spread widening across
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several sectors on an idiosyncratic basis, as
better quality names tightened while lower
quality and storied credits widened.
There was also a meaningful uptick in
downgrades versus upgrades in 2019, with
net downgrades up 106% year over year as
the effects of tightening monetary policy in
2018 took hold of levered credits.1
The credit curve, as defined by ratings,
became very steep in the second half of the
year through November.

Chart 1: Spread Dispersion Among HY Bonds

Source: “US Credit Strategy: 2019 Performance Recap”, Morgan Stanley, January 6, 2020

Chart 2: 2019 Leveraged Loan Prices

Source: Morgan Stanley, “US Leveraged Loan Commentary: All is Well”, January
10, 2020.

The dispersion in high yield bonds (see chart
1) and loans caused a significant selloff in the
subordinate debt and equity tranches of
both CLOs and HY indices,2 as well as
bespoke pools of credit with exposure to the
tail credits.
Toward the end of the fourth quarter, the
effects of the Fed’s rate cuts and increased
liquidity, coupled with a de-escalation of the
trade conflicts, enabled a rally in credit, with
the weakest assets performing the best.
As shown in Chart 2, the price difference
between BB and B loans declined
significantly in December 2019; the
weakness has continued into January.
This rally in loan prices, especially in weaker
credits, supported outperformance of
subordinate tranches in CLOs and tranched
corporate synthetics in December 2019.
On average, spreads are still tight in high
yield bonds and loans, yet there is still a large
amount of dispersion among credits.
While we do not anticipate a very elevated
uptick in defaults this year, given our benign
growth outlook, we think some idiosyncratic
defaults will continue to occur.
We currently favor subordinated debt
tranches with exposure to high yield bonds

and loans, but we target shorter dated
exposures, typically found in the synthetic
tranches, which we believe are poised to
receive maximum benefit from the
shortening weighted average life of the
tranche as the credit risk declines and it
trades tighter (i.e., optimal “roll-down”).
Charts 3 and 4 depict the recent underlying
portfolio spreads of a currently available
bespoke pool of High Yield and Investment
Grade credits at various maturities, and the
spreads on a sample mezzanine tranche off
of that pool of credits at various maturities.
Chart 3: Sample Portfolio and Mezzanine
Tranche3
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Source: The sample portfolio and mezzanine tranche
data presented is based on ZAIS’s analysis of market
data.
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Chart 4: Mezzanine Tranche Spread and
Delta4
6.0

800
700

5.0

600
4.0

500

3.0

400
300

2.0

200
1.0

100
0

0.0
1

2

3
4
Years to Maturity

Tranche Spread (bps)

5

Tranche Delta (right axis)

Source: The sample portfolio and mezzanine tranche
data presented is based on ZAIS’s analysis of market
data.

The roll-down is steep at each interval, and
we tend to prefer maturities within three
years, as we believe we may be approaching
the later part of this credit cycle.

We believe these tranches should benefit
significantly from a tightening of credit
spreads as time passes, simply by rolling
down the credit curve if credit spreads are
range bound. Even in a scenario of modest
spread widening, there will likely be some
benefit from rolling down the credit curve,
albeit less pronounced.
We also believe there are interesting
opportunities to invest in senior tranches
backed by investment grade credits with low
spread diversion, all of which can be done
with efficient leverage to enhance returns.

More information
As always, we are available to discuss our
views with you. Please contact your Client
Relations representative at +1 732 978 9722
or zais.clientrelations@zaisgroup.com to
discuss this topic further.
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The portfolio and mezzanine tranche data presented
in Charts 3 and 4 reflect ZAIS’s analysis of a currently
available bespoke pool of High Yield and Investment
Grade credits at various maturities, and the spreads on
a sample mezzanine tranche constructed from that

Important Information
Confidentiality
The information presented herein has been prepared
and provided by and is confidential and proprietary to
ZAIS Group, LLC, ZAIS Group (UK) Limited and their
affiliates and subsidiaries (collectively, “ZAIS”).
Accordingly, this material is not to be reproduced in
whole or in part or used for any purpose except as
authorized by ZAIS, is to be treated as strictly
confidential and is not to be disclosed directly or
indirectly to any party other than the recipient. By
accepting receipt of this document, the recipient
agrees to comply with this restriction and confirms its
understanding of the limitations set forth in these

The portfolio and mezzanine tranche data presented
in Charts 3 and 4 reflect ZAIS’s analysis of a currently
available bespoke pool of High Yield and Investment
Grade credits at various maturities, and the spreads on
a sample mezzanine tranche constructed from that
pool of credits at various maturities. Additional
information about our analysis is available on request.

disclaimers.
Source of Information
Unless otherwise noted, the source of information for
the charts, graphs, and other materials contained
herein is ZAIS. The charts, tables, and graphs
contained in this document are not intended to be
used to assist the reader in determining which
securities to buy or sell or when to buy or sell
securities. Additional information is available upon
request.
Nature of Information Provided
This information has been prepared solely for
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informational purposes and is not an offer to buy or
sell or a solicitation of an offer to buy or sell any
security or instrument or to participate in any trading
strategy which may or may not be made available. Any
such offer of securities would, if made, be made
pursuant to definitive final private offering documents,
which would contain material information not
contained herein (including certain risks) or material
that differs from the information contained herein and
to which current and prospective investors are
referred. Any decision to invest should be made solely
in reliance upon such private offering documents. In
the event of any such offering, this information shall
be deemed superseded, amended and supplemented
in its entirety by such private offering documents.
Information contained herein does not purport to be
complete and is subject to the same qualifications and
assumptions, and should be considered by investors
only in the light of the same warnings, lack of
assurances and representations and other
precautionary matters, as disclosed in an applicable
private offering memorandum and subscription
agreement. No representation or warranty can be
given with respect to the terms of any offer of
securities conforming to the terms hereof. There is no
guarantee that the strategies set forth herein will be
successful. The information should only be considered
current as at the date specified herein and is subject
to change at any time and without notice. Statements
made herein that are not attributed to a third party
source reflect the views and opinions of ZAIS.
Opinions
Certain information contained herein represents
ZAIS's current reasonable opinion and is based on
unaudited and forecast figures which have been
derived from multiple sources and have not been
subject to specific due diligence. The information has
been provided in good faith but is not guaranteed and
is subject to uncertainties beyond ZAIS's control and
should not be relied upon for the purposes of any
investment decision. ZAIS makes no representations
or warranties and accepts no liability whether in
contract, tort or otherwise for (1) the information not
being full and complete, (2) the accuracy of any
opinion, (3) the basis on which any comparison has
been drawn or the facts selected to make such
comparison and (4) the assumptions underlying any
opinions. ZAIS does not undertake to update its
opinions. No opinion of this nature can be, and this
information does not purport to be, full, complete,
comprehensive or to contain all relevant information.
Statements made herein that are not attributed to a
third party source reflect the views and opinions of
ZAIS.
Forward-Looking Statements
These materials may contain statements that are not
purely historical in nature but are “forward-looking

statements”. In some cases, you can identify forwardlooking statements by terms such as “anticipate,”
“believe,” “could,” “estimate,” “expect,” “intend,” “may,”
“plan,” “potential,” “should” and “would” or the
negative of these terms or other comparable
terminology. These forward-looking statements
include, among other things, projections, forecasts,
estimates or hypothetical calculations with respect to
income, yield or return, future performance targets,
sample or pro forma portfolio structures or portfolio
composition, scenario analysis, specific investment
strategies or proposed or pro forma levels of
diversification or sector investment. These forwardlooking statements are based upon certain
assumptions, some of which are described herein.
Prospective investors are cautioned not to place
undue reliance on such statements. No representation
is made by ZAIS as to the accuracy, validity or
relevance of any such forward-looking statement and
the recipient agrees it is solely responsible for
gathering its own information and undertaking its own
projections, forecasts, estimates and hypothetical
calculations. Actual events are difficult to predict, are
beyond ZAIS’s control, and may substantially differ
from those assumed. All forward-looking statements
included herein are based on information available on
the date hereof or such date specified and ZAIS does
not assume any duty to update any forward-looking
statement contained herein. Some important factors
which could cause actual results to differ materially
from those in any forward-looking statements include,
among others, the actual composition of the
investment portfolio, any defaults to the investments,
the timing of any defaults and subsequent recoveries,
changes in interest rates, changes in currency rates
and any weakening of the specific obligations included
in the portfolio. Accordingly, there can be no
assurance that estimated returns or projections can be
realized, that forward-looking statements will
materialize or that actual returns or results will not be
materially lower or higher than those presented. The
value of any investment, and the income from it, may
fall as well as rise. Accordingly, there can be no
assurances that an investor will receive back all or any
of the original capital invested. Further, the eligible
investments may be leveraged and the portfolio of
eligible investments may lack diversification thereby
increasing the risk of loss.
ZAIS Group (UK) Limited. ZAIS Group (UK) Limited is a
company registered in England with number
08908933 and whose registered office is c/o Dixon
Wilson, 22 Chancery Lane, London WC2A 1LS, United
Kingdom. ZAIS Group (UK) Limited is authorized and
regulated by the Financial Conduct Authority in the
United Kingdom. ZAIS Group (UK) Limited’s
authorization by the FCA does not imply a certain
level of skill or training. Investors will not benefit from
the rules and regulations made under the Financial
Services and Markets Act 2000 for the protection of
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investors, nor from the Financial Services
Compensation Scheme in the United Kingdom.
Nothing herein excludes any liability which ZAIS is not
permitted to exclude by applicable law.

Exchange Commission (the “SEC”) and the Commodity
Futures Trading Commission (the “CFTC”), and ZAIS
Group (UK) Limited’s authorization by the United
Kingdom’s Financial Conduct Authority (“FCA”), does
not imply a certain level of skill or training.

Regulatory Registrations and Authorizations. ZAIS
Group, LLC’s registrations with the Securities and
Copyright © 2020 by ZAIS Group, LLC.
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