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Goodwill Hunting – M&A Chickens Coming Home to Roost

Rising Delinquencies in Auto Loans Are Not a Precursor to the Next Financial Crisis
Subprime auto loans and securitizations have been under the microscope recently after several misleading
stories in the financial press stated that rising auto delinquencies pose a risk to ABS investors and could
turn the credit cycle, and maybe even threaten the
stability of the US financial system, just like subprime
mortgages did in the run up to the financial crisis.
This comes after the 4Q 2018 Household Debt and
Credit report by The Federal Reserve Bank of New
York (FRBNY) showed that nearly 7 million borrowers
were 90 or more days delinquent on their car
payments, approximately 1 million more than when
delinquency rates were the highest during the
financial crisis.
Although we agree it is important to monitor the
trend level of auto delinquencies, we disagree with
the narrative that this is a red flag for a turn in the credit cycle, or that delinquent auto loans in
securitizations could pose a risk to financial system stability. We attempt to debunk some of these
narratives in this piece.
First, there is substantial seasonality in auto credit data
Auto credit data is seasonal; delinquencies and net losses generally tick up in Q4 as back to school,
Thanksgiving and Christmas related expenses crowd out the auto loan payment for the average American.
Delinquencies trend down through the first quarter of the following year, especially around the time of tax
refunds. As a result, highlighting a Q4 data point can be misleading and creates a sense that credit
conditions are worse that they really are.
Second, the amount of auto debt outstanding is less than subprime mortgage debt pre-crisis, and only a
fraction is ABS-funded

In 3Q 2018, auto loans outstanding were $1.25 trillion
and only 13% of this amount was financed in the ABS
market (securitizations). Subprime auto loans were $285
billion (13% of total), and only 18% ($51.5 billion) of that
was funded in the ABS market. In comparison, at its peak
in 2007, the amount of total subprime mortgage debt
outstanding was $1.3 trillion, with most of it funded in
the securitized market.
Third, based on percentage of balance, 90+ days
delinquent auto loans are lower than they were at the
peak of the financial crisis
As of 4Q 2018, the percentage of 90+ days delinquent
loans was 4.47%. This is lower than 5.3%, the peak level in late 2010. The 90+ days delinquency rate and
the roll rate into the 90+ days delinquent bucket have been rising moderately, but both are in line with the
expansion in credit availability.
Finally, the average quality of auto loans outstanding has been improving and is even better than it was
pre-crisis
In recent years, the percentage of originations to borrowers with high credit scores has been increasing,
causing a positive quality shift in the outstanding pool of auto loans. As of 4Q 2018, 47% of auto loans
originated were to borrowers with FICO scores above 720. In contrast, originations to the same category
were only 40% in 4Q 2007. Meanwhile, the percentage of total auto loans outstanding originated to
borrowers with FICO scores below 620 has fallen to 19% versus 29% in 4Q 2007. It looks like originators and
securitizers may have learned something from past experience
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US Corporate Credit Indices Display Different Risk Factor Bias than Previous Late Cycles
Due to Sector Composition
The US corporate credit sector composition looks fairly
different than previous Fed hiking cycles ending July 2006
and June 2000. Market share in consumer non-cyclical
(specifically healthcare and pharmaceuticals), energy, and
technology sectors has increased significantly since the
financial crisis as they fill the void of investment grade
financials (-10% market share since 2006),
communications (IG wirelines -5% and HY wirelines -18.5%
market share since 2000), and high yield automotive (-12%
market share since 2006). Changes in the index risk profile
favor energy prices, healthcare policy, and the technology
sector due to the increase in contribution to duration and
market weight of these sectors, in our view.
1) The US energy revolution imposes a volatile presence on credit index performance
Corporate credit index spreads have demonstrated a greater inverse correlation to energy prices compared
to the previous two cycles (HY OAS average correlation -0.28 vs -0.04 from 2000-2008) as the energy sector
increased index market share. Energy comprises ~9% of the investment grade index vs. ~4% prior to the
financial crisis and ~14.5% of the high yield index vs. ~5% prior to the financial crisis. The debt-financed US
shale boom has contributed to a high yield energy market share of almost triple historical levels which will
need to be continually refinanced. Although credit metrics look healthier following the 2016 commodity
crisis, the current energy sector debt level translates to an elevated risk exposure to energy prices in
corporate credit indices. Late cycle commodity dynamics will prove to be a more prominent factor in
corporate credit index performance going forward.
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2)
Healthcare M&A debt issuance is
supported by less cyclical revenues but sector is
threatened by policy disruptions
Healthcare policy could have a larger impact on
corporate credit indices than in past cycles as
healthcare and pharmaceutical sector debt
constitutes almost 10% of US investment grade
corporate credit compared to just over 3% in 2006
and ~9% of the high yield index vs. ~5% in 2006.
These sectors have recently found themselves in
the policy cross hairs due to the Republican Party’s
negative stance on the affordable care act and
bipartisan disapproval of elevated drug prices. This
is concerning given the elevated debt levels. Sector leverage appears to have peaked in the near term but
the upward trend remains intact as healthcare companies increasingly attempt to find synergy by
consolidation (CVS/Aetna & Cigna/Express Scripts ~$70bn debt funded deals) and pharmaceuticals fill the
fundamental need to strengthen drug pipelines (Bristol-Myers/Celgene ~74bn debt funded deal). Growth
has come at a steep price given recent market multiples and frequency of M&A in these sectors. If changes
are not materially negative or do not materialize,
however, in a late cycle environment, the insurance
and tax dollar-funded debt burdens in
healthcare/pharmaceuticals tend to fare better than
lower margin and cyclical sectors as they enjoy stable
revenue streams in lower economic growth
environments.
3) Clean balance sheets outweigh late cycle growth
fluctuations in the technology sector
The rise in technology sector debt share poses a
limited increase in credit risk as this cash-rich sector
maintains solid debt metrics (~-21% net debt/EBITDA
as of 4Q18) despite a high exposure to economic growth rates. Spread levels may limit further
outperformance but the sector should outperform in a risk-off environment, as seen in the 2018 flight to
quality (Technology -2.33% ER vs. Corporate -3.15% ER). Like healthcare, M&A has been the main source of
issuance. Tech sector debt represents almost 8% of the investment grade index compared to just over 2%
in 2006.
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Goodwill Hunting
The recent admission by Warren Buffet that he overpaid for Kraft should give investors pause and provide a
window to the longer-term impact of overpaying for acquisitions, especially when financed with too much
debt. In 2015, Warren Buffet's Berkshire Hathaway and private equity firm 3G Capital partnered to acquire
a majority stake in Kraft through a debt-funded merger with H.J Heinz, making it one of the world's largest
consumer branded food companies.
Almost 4 years later, it seems the full price of the transaction, then valued at approximately 24x EBITDA,
still reverberates. In its most recent quarterly
earnings, Kraft announced a disappointing $15.4
billion dollar write-down of intangible assets including
part of the goodwill premium that Buffett paid above
book value. This news pushed the stock price down
30% and widened Kraft’s credit spreads 10-15 basis
points on approximately $31 billion in Baa3 rated
debt. S&P and Moody's responded by revising their
outlook down, despite a 36% dividend cut and the
acknowledgment by Buffett that Kraft now needs to
focus on reducing debt through asset sales.
Kraft now joins a growing list companies having to
appease rating agencies with promises to pay down
debt and a ‘commitment’ to maintain their IG ratings.
This is typically a siren song for yield-hungry credit
investors, especially when it comes from deep-pocketed equity investors such as Warren Buffet. However,
the increasing number of large, over-levered companies now singing a de-leveraging tune is notable and a
systemic risk worth monitoring.
A simple screen of recent M&A transactions shows the lofty multiples that companies have paid for
acquisitions, the subsequent equity (often under-) performance versus the S&P 500 and the now elevated
levels of goodwill as a percentage of enterprise values.

Ticker
DLTR
KHC
T
CVS
CPB
GIS
CI
CMCSA
KDP
CAG
MO

Company
Dollar Tree
Kraft Heinz
AT&T
CVS
Campbell Soup
General Mills
Cigna
Comcast
Kuerig Dr Pepper
Conagra Brands
Atria Group

Target
Family Dollar Stores Inc
Kraft Food Group
Time Warner Inc
Aetna
Snyder's-Lance Inc
Blue Buffalo Pet Products Inc
Express Scripts Holding Co
Sky Ltd
Keurig Green Mountain Inc
Pinnacle Foods Inc
JUUL Labs Inc

Acquistion
Multiple*
11x
24x
14x
16x
44x
25x
9x
19x
12x
18x
8x

Date Completed
7/28/2014
3/25/2015
10/24/2016
12/3/2017
12/18/2017
2/23/2018
3/8/2018
4/25/2018
6/26/2018
6/27/2018
12/20/2018

Goodwill to
Enterprise
Equity
Value
Return
8%
87%
52%
-50%
37%
-8%
58%
-27%
23%
-25%
33%
-8%
45%
-5%
23%
14%
38%
27%
51%
-36%
4%
10%

S&P
Return
53%
45%
34%
7%
5%
2%
2%
6%
2%
3%
12%

Relative
Return
34%
-95%
-42%
-34%
-29%
-11%
-7%
8%
25%
-39%
-2%

Source: Bloomberg
*Ebitda to Transaction Value
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For more information on any of the data, trends, or trading strategies in this piece, or to discuss how New
Century Advisors might help your fixed income allocation, please contact Leigh Talbot, CFA, Director of
Client Relations at 240-395-0012 and ltalbot@ncallc.com

Important Disclosures:
PAST PERFORMANCE IS NOT AN INDICATOR OF FUTURE RESULTS.
Forward looking statements: Any projections, forecasts and estimates contained herein are forward looking
statements and are based upon certain assumptions that New Century Advisors considers
reasonable. Projections are necessarily speculative in nature, and it can be expected that some or all of the
assumptions underlying the projections will not materialize or will vary significantly from actual results.
Accordingly, the projections are only an estimate. Actual results may vary from the projections, and the
variations may be material. Some important factors that could cause actual results to differ materially from
those in any forward looking statements include changes in interest rates, market, financial or legal
uncertainties, the timing of acquisitions of the underlying assets, the timing and frequency of defaults on
the underlying assets, amongst others. Consequently, the inclusion of projections herein should not be
regarded as a representation by the manager of the results that will actually be achieved. New Century
Advisors, LLC has no obligation to update or otherwise revise any projections, including any revisions to
reflect changes in economic conditions or other circumstances arising after the date hereof or to reflect the
occurrence of unanticipated events, even if the underlying assumptions do not come to fruition. The
securities listed in New Perspectives are not to be considered recommendations or an offer to buy or sell
securities and are being used as illustrations only. Past performance is not an indicator of future results.
There is no guarantee that the investment objective of the strategy will be achieved. Index returns reflect
the reinvestment of income dividends and capital gains, if any, but do not reflect fees, brokerage
commissions or other expenses of investing. One cannot invest directly in an index. CLIENTS MUST BE
PREPARED TO BEAR THE RISK OF A TOTAL LOSS OF THEIR INVESTMENT. THE THEMES AND STRATEGIES
HEREIN ARE NOT TO BE CONSTRUED AS RECOMMENDATIONS. THEY ARE FOR ILLUSTRATION PURPOSES
ONLY AND SUBJECT TO CHANGE WITHOUT NOTICE.
Data provided by New Century Advisors, LLC, Bloomberg and BLS. NCA does not guarantee or warrant the
accuracy, timeliness, or completeness of third party provided information and is not responsible for any
errors or omissions. The discussion of any investments in this presentation is for illustrative purposes only
and there is no assurance that the adviser will make any investments with the same or similar
characteristics as any investments presented. The investments identified and described do not represent all
of the investments purchased or sold for client accounts. The representative investments discussed were
selected based on a number of factors including, investment process and subject matter applicability. The
reader should not assume that an investment identified was or will be profitable.
The information contained in this email or document may not be reproduced or provided to others without
the prior written permission of New Century Advisors, LLC. The information provided is neither an offering
nor a solicitation of an offering for any securities. Nothing contained herein shall constitute any
representation or warranty as to future performance.
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