What Contributes to the
NAV of a Credit Fund?

If you’ve been evaluating any credit funds recently, you will
surely have noticed the NAV reductions across the board
in the last two months of 2018. The widespread declines
in credit fund NAVs are certainly attention-grabbing, but
what is it exactly that is causing this trend, and should
prospective investors be concerned?
When a fund invests in credit assets, which have a much
more involved structuring and underwriting process, the
determination of NAV is slightly more complex than a
simple liquid bond or equity fund. To provide shareholders
and other constituents a transparent view of a fund
containing credit assets, a fund’s Board of Directors would
adopt a policy to ascertain their fair value. Successful credit
funds have valuation policies and procedures that are
consistently applied, including the collection and analysis
of valuation data and the preparation of written reports,
produced at least quarterly. Moreover, many credit funds
engage third party valuation experts to provide independent
analysis, verification and other assistance to the Board in
its determination of fair value.
The NAV movement of a credit fund is influenced by
a multitude of factors, but they can primarily be boiled
down into two separate categories: Market risk, or more
worrisome, asset-specific risk.

MARKET RISK
As discussed previously, a fund containing credit assets
and governed by the ’40 Act must value its entire portfolio
at a minimum of once each quarter. Market risk speaks to
the price a willing buyer would pay for an asset on a given
day and are driven by forces external to the fund itself.
Inputs such as consumer confidence, supply/demand
imbalance driven by inflows and outflows to credit funds,
CLO sales, and Fed activity (or inactivity). But prices
aren’t everything. In fact, an asset can improve in credit
performance but based on market factors, the current fair
value might go down. The fair value process is intended to
provide shareholders with a transparent view of a fund’s
portfolio by valuing each investment at a price it could
be sold for at that specific time, regardless of whether
a fund intends to actually sell an investment or not, and
regardless of how an asset itself is actually performing
from a credit perspective.

ASSET-SPECIFIC RISK
More concerning is when the fair value of an asset goes
down not for market-driven reasons, but for asset-specific
reasons. If an asset’s performance has deteriorated from
what was originally expected, the fair value will go down
in order to compensate a buyer with a higher yield to
take additional risk. While companies can often turn their

performance around, a deterioration in credit can
sometimes be a more worrisome sign, as it could indicate
poor underwriting or asset selection by an investment
management team. Successful funds have access to an
experienced investment team with a strong track record
of low portfolio delinquencies and net losses. Moreover,
prudent management teams tend to diversify their portfolio
among different asset classes within credit and in companies
that vary in industry, geography and scale. This may limit
the impact that a single underperforming investment may
have on a fund’s overall portfolio performance.
“‘There’s no such thing as a bad bond, just a bad price.’
It’s a shorthand way of saying leveraged loans aren’t
inherently poor investments – they’re only bad when
investors aren’t properly compensated for the risks.
That was largely the case for most of 2018. In a way,
leveraged loans are less scary now then they’ve
been in quite some time because borrowers can’t
get away with high prices, tight spreads and weak
creditor protections.”
– Chappatta, Brian “There Are No Bad Leveraged Loans,
Just Bad Prices” bloomberg.com
The fourth quarter of 2018 was the worst quarter in the
past seven years and one of the worst on record for the
senior loan market, accentuated by a record $3.5 billion
in outflows for the week ending December 26 alone.1
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a decrease in asset performance, pulled down the NAV
of credit funds with them.
For an example of market-level swings influencing NAV,
consider a bank selling a loan position that was previously
marked at $93 but maturing at a par value of $100. The
bank, fearful of a continued sell-off and with a desire
to clear its balance sheet for year-end, needs to sell at
a distressed price. With only the most opportunistic buyers
in the market, the bank would be forced to accept an
artificially low price of $88, thereby creating a new mark
for the same position held by all other investors. Because
many of the positions held by credit funds are not traded in
the public marketplace, price discovery can often only be
found if a position is put out to bid.
When evaluating a credit fund, it is of paramount importance
to read published disclosures to determine what is driving
movements in NAV one way or the other. Funds with
a higher concentration of illiquid assets may be less
susceptible to market forces because they are not rated
daily and are less subject to the whims and emotions of
investors. Market pressures are usually temporary. If an
asset goes down for market-level reasons, everything
else being equal, it will still mature at par. The real troubles
arise if fund managers have not been diligent or selective
enough in their investment processes, resulting in portfolio
delinquencies, reduced asset performance, and ultimately
net losses.
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The prices of leveraged loans, driven by outflows and an
increase in supply as issuers rushed to meet the strong
demand for floating rate assets, tumbled sharply in Q4.
In the two months from October 16, 2018 to December 16,
2018, the S&P/LSTA Leveraged Loan Price Index fell from
98.6 to 95.5.2 These market pressures, not necessarily
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The information contained within is for educational and information
purposes ONLY. It is not intended nor should be considered an invitation,
inducement to buy or sell any security or a solicitation to buy or sell
any security. The information is not designed to be taken as advice or
a recommendation for any specific investment product, strategy, plan
feature or other purpose in any jurisdiction, nor is it a commitment from
us or any of our subsidiaries to participate in any of the transactions
mentioned herein. Any commentary provided is the sole opinion of the
author and should not be considered a personal recommendation. This is
also not intended to be a forecast of future events nor is this a guarantee
of any future result. Both past performance and yields are not reliable
indicators of current and future results. Information contained herein was
obtained from third party sources we believe to be reliable; however this
is not to be construed as a guarantee to their accuracy or completeness.
Observations and views contained in this report may change at any time
without notice and with no obligation to update.
All investments carry a certain degree of risk, including possible loss of
principal and there is no assurance that an investment will provide positive
performance over any period of time. There are specific risks associated
with investing in various types of financial assets and in different countries.
The information contained within should not be a person’s sole basis for
making an investment decision. One should consult a financial professional
before making any investment decision. Investors should ensure that they
obtain all available relevant information before making any investment.
Financial professionals should consider the suitability of the manager,
strategy and program for their clients on an initial and ongoing basis.
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