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. Step 1: Buy 1G CDX Protection—Credit is Rich
—  Credit has tightened and followed the equity rally and returned to pre-COVID levels
. Step 2: Fundamental Economic Framework

—  Credit is rich because spreads have tightened even though risks are still near their peaks
. Leverage and implied volatility are still near March levels

— A simple "Merton” model is a powerful tool for analyzing corporate capital structure and credit spreads
. Merton model has captured the movement of corporate leverage through time
. Merton models credit spreads as the value of the short position of a put option owned by equity owners
. As with any option, the models needs two key inputs: the Strike (leverage) and Implied Volatility

—  Based on this model, CDX is rich because spreads are now at pre-COVID levels but should be near wides
. Five year probably of default is still elevated given that leverage and implied vol are still near March levels
. Prior to 2020, the model captured historical relationship between this probability and spreads
. Now predicted spreads are almost 50 bp wider than actual CDX spreads (after the roll)

. Step 3: Identify Potential Catalysts

—  Any risk-off event would drive spreads wider
. Escalation of China/US economic war
. Presidential election uncertainty
. A second COVID wave
. A U- or W-shaped economic recovery

. Step 4: Find Asymmetric Trades
—  Trade: Buy IG CDX protection
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Step 1: Macro Theme
If Equities Are Rich, What About Credit?..... Even Richer...!

Equities Have Rebounded And Are Near Historical Peak Valuations Credit Spreads Have Also Unwound The COVID Shock As Well
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Step 2: Fundamental Economic Framework
Credit Is Rich: Spreads Has Tightened Back To Pre-COVID Levels But Default Risk Is Still Elevated!-?

Spreads Have Tightened But Credit Risk is Still Near March Peaks The “Merton” Model Highlights The Richness Of Credit
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Step 2: Fundamental Economic Framework

The ”Merton” Model Is The Right Framework For Modeling Corporate Credit Spreads-!->

Spreads Reflects The Value of The Default Option Owned By Equity Model Explains Historical Leverage Vs Benefit of Debt Tax Shield

* Credit spreads reflect the risk of default 65 0%
* The "Merton” model values this default risk as a put option Debt Tax Shield Major Driver of Leverage
— The model values equity as a call on the firm, which converts into a Marginal Benefit of Debt Tax Shicld (LHS)
put on the firm given put/call parity 55

. . . . . ——Nonfinancial Corporate Leverage (RHS)
— The higher the probability of default the wider is the credit spread
* As with any option there are two key inputs for valuation 3%

— The Strike is based on leverage, the Debt/ Asset value of the firm 45

— Implied Volatility is based on the volatility of the asset value of the
firm
* Based on this framework, the optimal capital structure of the firm is
determined by the value of the tax shield
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— The tax shield reflects the ability to deduct debt interest expense for
paying corporate taxes
— Optimal leverage goes down if taxes go down or yields fall 25

* All things being held equal, corporates will increase debt as equity
valuations go up to keep optimal leverage constant

30%

— E.g. equity buybacks financed with debt is a efficient way to keep
optimal leverage constant
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Step 2: Fundamental Economic Framework

The ”Merton” Model Model Explains Leverage And It Also Explains Corporate Credit Spreads...!

Credit Growth Looked Like A Bubble....
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But Leverage Remained The Same As Equities Surged

$bil

35,000

30,000

25,000

20,000

15,000

10,000

5,000

US Nonfinancial Corporations Debt And Leverage

C—Leverage : Debt /Enterpise Value (RHS)
e=mNet Debt (LHS)

===Equity Market Cap (LHS)

45%

- 40%

- 35%

- 30%

- 25%

- 20%

15%

Leverage (%0



SOM Macro Strategies

State Of the Markets: Buy IG CDX Protection--Credit Is Rich

Step 2: Fundamental Economic Framework

Merton Strike Based On An Equally Equity Index: Deals With FAAGNs Equity Rally Distortion!

An Equally Weighted Index Is Still Down For The Year... While Leverage On This Basis Is Still Near Their Peaks
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Step 2: Fundamental Economic Framework

Merton Implied Volatility Should Be Long Dated To Reflect The 5-year Default Risk Of A CDS Contract!

As With Any Option, Implied Volatility Is Important Longer Dated Equity Implied Volatility Is Still Near It’s Peak
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Step 2: Fundamental Economic Framework

Credit Is Rich Because Spreads Do Not Reflect The Elevated Default Risk Based On The Merton Model 2

Leverage And, More Importantly, Vol Is Still Near Peaks.. Spreads Have Detached From Risk Based On Historical Analysis

Leverage (Strike) And S-year Probability Of Default CDX Spreads Vs Probability Of Default
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Step 3: ldentify Potential Catalysts
Another Risk-Off Event: Equity Implied Volatility Prices In This Risk But Credit Spreads Do Not

Either Spreads Are Too Tight Or Vol Is Too High! What Happens If In Another Risk-Off Event??

Model Errors And Implied Equity Vol A U-Shaped Recover Compared To A V-Shaped Recovery
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Step 4: ldentify Asymmetric Trades
Buy CDX Protection—Cheap Downside Protection Vs Equity Puts!-

Trade Thesis CDX Wins The Horse Race vs Equity Puts In Another Risk-off Event

* CDX offers cheap downside protection vs equity puts 6-Month Payout Ratio Buying CDX Protection vs Buying OTM S&P Put
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Disclaimer

Copyright (¢c) SOM Macro Strategies. 2020. All rights reserved. The information
contained herein has been obtained from sources believed to be reliable, but is not
necessarily complete and its accuracy cannot be guaranteed. No representation or
warranty, express or implied, is made as to the fairness, accuracy, completeness, or
correctness of the information and opinions contained herein. The views and the other
information provided are subject to change without notice. This report has been created
without regard to the specific investment objectives, financial situation, or particular
needs of any specific recipient and are not to be construed as a solicitation or an offer to
buy or sell any securities or related financial instruments. Past performance is not
necessarily a guide to future results. Company fundamentals and earnings may be
mentioned occasionally, but should not be construed as a recommendation to buy, sell, or
hold the company’s stock. SOM Macro Strategies accepts no liability for any damage
caused by any virus transmitted by this company’s emails, website, blog and Apps.
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