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Week of 14th September 2020 

What’s on our mind this week? 

Managing defaults in the age of COVID 

One of the most common predictions following the onset of the global COVID-19 crisis 

was the expectation of a sharp rise in default rates. On the face of it this would appear 

logical. Unprecedented disruption to global industrial and service sectors has inevitably 

put pressure on corporate cash flows and debt service capabilities. Compounded with the 

additional event risk of collapsing oil prices and an increasingly hostile global trade 

environment it is perhaps unsurprising that Asian risk premiums as measured by high 

yield bond spreads have spent most of the year at multi-year highs. Indeed, the yield on 

the AHBI (Asian high yield) Index has averaged 9.1% in 2020 compared to 6.8% across the 

previous 3 years.  

However, has reality supported this forecast of widespread corporate failures? In the eight 

months up to the end of August 2020, the total notional value of Asian USD bonds 

defaulting ytd was USD 7.6bn. That is equivalent to ~2.6% of the outstanding high yield 

market and ~0.7% of the total Asian dollar market. Annualizing would put the high yield 

default rate at 3.9%. and while this is certainly an increase on the 2.3% and 3.3% default 

rates we saw in 2019 and 2018, it is hardly the huge spike bearish economists had been 

predicting. It should also be noted that almost half of the 2020 default value can be 

ascribed to one company, Peking Founder Group which was in financial trouble well 

before the COVID crisis began. 

Possibly we are only seeing the tip of the iceberg and the default rates could pick up later 

in the year, particularly if the current economic conditions remain soft. Certainly, the huge 

levels of central bank liquidity injections and government-imposed debt moratoriums has 

helped ease the immediate pressure on corporate balance sheets which could reassert 

once such policies are tapered. However, the outlook may not be quite so negative as 

people think. As much as investors worry about weakening cash flows so too do corporate 

managements and in recent weeks, we have seen a significant pick up in companies 

proposing liability management exercises to reduce their near-term liability pressure.  
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The most popular of these proposals has been exchange offers where holders of a short 

dated high yield bonds are invited to exchange into a new longer dated issues, often with 

some incentive fee, yield enhancement or additional collateral. Admittedly exchange 

offers in the past have not always been friendly transactions with some companies relying 

on this as a last minute “gun to the head” negotiating tool to stave off an imminent 

default, or worse, proposing a discount exchange after the default has already happened. 

However more recently we are starting to see more healthy high yield companies offer an 

exchange simply as an alternative to traditional refinancing, the advantage being 

companies can schedule the exchange at times of benign market conditions while 

avoiding the double paying of coupons from overlapping early refinancing trades.  

One could argue exchange offers are simply a means of kicking the can down the road 

and allowing companies to evade their repayment obligations. However, that seems a 

little unfair. Certainly, if one looks at bond markets globally from AAA rated sovereigns 

down to retail consumer loans, refinancing is by far the most common way to address 

liability management. Given the fact that the COVID crisis is unlikely to be a long-term 

structural problem to the economy, it does make sense for companies to shift their 

refinancing obligations to a time of potentially less economic stress in the future. Of 

course credit work still has to be done and investors need to scrutinize each exchange 

trade as they would be exposing themselves to a new issue but with the exception of 

fraud or long term unviable business models, one would hope the investment community 

can see the advantage of accepting some degree of debt extension.     

In the past few months our JKC Asia Bond 2023 high yield portfolio has seen several 

exchange offer proposals and whether we have decided to accept the exchange or not, 

the common outcome has generally been a significant increase in the underlying bond 

price as the exchange offer has removed a near term liquidity overhang. As more 

managements and investors see the mutual benefit of sensible liability management, this 

should help reduce the threat of rising defaults across the market. 

—————————————————————————————————— 
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Reliance Industries doing it again 

A couple of weeks ago, we wrote in our weekly newsletter about Reliance Industries 

limited (RIL) having reached an agreement to acquire Future Group. In that news, we also 

mentioned that RIL would likely start selling stakes in its retail venture. Over the past few 

days, the news flow accelerated, confirming what the market had anticipated: On 9th 

September 2020, Reliance Retail Ventures Limited (RRVL), a subsidiary of Reliance 

Industries announced that it will raise INR 75bn (~USD 1bn) from Silver Lake which will 

grant Silver Lake a 1.75% equity stake in India’s largest retail chain RRVL. The deal values 

RRVL at USD58bn. 

The market expects Silver Lake’s investment in Reliance Retail to be followed by several 

other high-profile investors over the coming weeks. During Reliance Industries’ annual 

general meeting in July 2020, Mukesh Ambani, Reliance Industries’ chairman said that the 

company would “induct global partners and investors in Reliance Retail in the next few 

quarters.” As per market talks, Amazon is said to have expressed an interest in getting a 

share in Reliance Retail, eyeing a 40% holding to be valued at around USD 20bn. While 

the news is not officially confirmed by either parties, if successful, this deal would not just 

create a retail bellwether in India but will also turn Jeff Bezos and Mukesh Ambani from 

rivals into allies in one of the fastest-growing consumer markets in the world.  

In addition to Amazon, the speculation is rife that investors like KKR, L Catterton, Carlyle, 

Mubadala Investment Co. and Abu Dhabi Investment Authority are also considering 

investing in Reliance Retail over the coming weeks. Except for Silver Lake, no other deal 

has been officially confirmed by the company which never comments on media 

speculation. We are likely to witness a slew of deals to happen with Reliance Retail 

ventures similar to what we witnessed with Reliance Jio Infocomm Limited (RJIO) over the 

past few months. As shareholders of Reliance Industries (RIL), we are positively impacted 

by the news flow which is scaling the company’ share price to new heights. 

———————————————————————————————————— 
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