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North America Credit Conditions

We believe credit pressures will persist in 2021 but we also note the coronavirus vaccine roll out could help
boost the economic recovery in the United States and Canada. Additionally, S&P Global Ratings reports
that borrowing conditions remain favorable for many companies. The Bank of Canada and the Federal
Reserve are unlikely to raise interest rates any time soon, which will help spur business spending and
stimulate the economy. As we look forward to 2021, U.S. and Canadian GDP are projected to grow at
similar rates in the 4-5% range, reaching pre-pandemic levels by mid-2021.

Despite these positives, we point out that debt leverage will likely continue to threaten credit quality as
businesses borrow to combat COVID-19 disruptions. We feel an uneven economic recovery could raise
insolvency and refinancing risks despite the eased borrowing costs thanks to low interest rates.

Recent M&A Activity
On December 9, 2020, Cleveland-Cliffs completed its acquisition of substantially all the operations of
ArcelorMittal USA LLC and its subsidiaries. The transaction was funded with $505 million in cash in addition
to approximately $500 million of common stock and $373 million of preferred stock. We also note ClevelandCliffs amended its revolver and increased the maximum borrowings to $3.5 billion, compared to $2.0 billion
prior. With this acquisition, Cliffs is now the largest flat-rolled steel producer in North America. As a result,
we expect the company’s debt leverage will increase because of this acquisition; it is assuming approx. $1.9
billion of obligations with ArcelorMittal USA. As such, we have some concerns with Cliffs increasing its debt
profile and limited free operating cash flows during this challenging environment.

Pittsburgh-based United States Steel Corporation announced that it has exercised its call option to acquire
the remaining equity in Big River Steel LLC for approximately $774 million from cash on hand. The acquisition
is expected to be completed in the first quarter of 2021. U.S. Steel acquired a 49.9% stake in Big River Steel
in 2019. Once the transaction closes, ProfitGuard will review Big River’s credit profile and determine if a
rating change is warranted.

THOR Industries, Inc., a manufacturer of recreational vehicles, announced it acquired Tiffin Motor Homes, Inc.
for $300 million effective December 18, 2020. The purchase price was funded through existing cash on hand
as well as $165 million in borrowings from THOR's existing asset-based credit facility. We feel THOR
represents good credit risk characteristics and will maintain strong liquidity post-acquisition.

On December 1, 2020, ProAmpac acquired Rosenbloom Groupe Inc., Hymopack Ltd., and Dyne-A-Pak, private
businesses in Canada that manufacture packaging products. ProAmpac is a global manufacturer of flexible
packaging based in Cincinnati. Rosenbloom Groupe, Hymopack, and Dyne-A-Pak supply North American
retailers, grocery chains, quick service restaurants, and wholesale distribution companies with paper and
plastic bags, can liners, and foam packaging trays. Terms of the transaction were not disclosed.
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Chicago-based Berlin Packaging made five international acquisitions in the fourth quarter of 2020. The
company is a hybrid packaging supplier of glass, plastic, and metal containers for several key end markets,
including wine, food, and beverage; household care; cosmetics; pharmaceuticals; and industrial and
specialty chemicals. The company acquired businesses in Canada, Netherlands, Spain, and Italy.

Bankruptcy Trends
As we close out 2020, defaults remain high despite recent
vaccine optimism and a rebound in certain economic sectors.
According to S&P Global Market Intelligence, there have been
610 bankruptcies through December 13, 2020, exceeding the
number of filings seen in any year since 2012. Consumer
discretionary, industrials, energy, and healthcare continue to
lead all defaults.

On December 23, 2020, Lumar Steel & Supply filed for Chapter 7 bankruptcy in the Western District of
Texas. The El Paso-based steel supplier and heavy-equipment rental company reported $500,001 - $1 million
in liabilities and 1-49 estimated creditors. The company’s assets will be sold for cash to be applied to its
outstanding debts and its operations will cease.

Miller Tool & Die (“MTD”) filed for Chapter 11 bankruptcy in Michigan on December 21, 2020. The filing
indicated that the company will not have any funds left over to pay unsecured creditors, with estimated
liabilities of $1 - $10 million. MTD is a manufacturer of specialized machines, integrated systems, fixtures,
and tooling. According to court documents, in late 2019, MTD reviewed strategic options for the company,
including a potential sale. However, while discussing the possibility of a sale, the pandemic hit, and the auto
industry effectively shut down. The company’s employees also went on strike in September 2020, as Miller
Tool & Die’s final union contract offer included ending its pension. Additionally, Comerica Bank entered into
a forbearance agreement with MTD on September 4, 2020, in connection with its revolving credit facility.

Brookfield-based Wisconsin Machine Tool Corporation filed for Chapter 7 bankruptcy ten days after its
landlord initiated an eviction case in Waukesha County District Court. The company reported estimated
liabilities of $1 - $10 million and estimated creditors of 1-49.
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Analyzing a company’s cash burn or burn rate involves understanding how it is spending its supply of cash
and managing monthly expenses. Calculating a company’s cash consumption will help identify important
characteristics indicating whether the company is self-sustaining, spending too much, spending too little,
or in need of additional financing in the future.
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Companies that are spending too much cash monthly
will run out of money and fail if not managed
properly. A company should typically have enough
funding to last 12 to 18 months. If the company is
expected to run out of money sooner, it could be a
red flag. On the contrary, companies that do not
spend enough cash may not be investing enough into
the company’s future and could fall behind the
competition. It is important to understand that when
a company is surpassing its financial goals, it should
increase its burn rate. This will delay profitability, but
will typically be worth it to gain a stronger market
position that can lead to greater profits in the long
term.

Cash burn is usually assessed monthly but may be more frequently such as weekly or daily in the event of a
crisis such as the current pandemic. For example, airlines have begun detailing their daily cash burn as the
pandemic significantly reduced passenger traffic. Daily cash burn gives investors, lenders, and analysts a
better understanding of how much cash a company spends each day to continue operating. Comparing
recent cash burn to the previous year will provide detail on how much cost-cutting the company has done.
The need for daily analysis during a crisis is warranted due to the accelerated risk caused by economic
disaster. It is important to note that daily cash burn is a non-GAAP accounting measure, so it is necessary to
understand how the company calculates it.

In today’s economic environment credit professionals need to be vigilant when evaluating a company’s
health. Cash burn analysis is one of the many metrics used to understand credit risk and help avoid potential
losses.

U.S. DISTRESS RATIO

The U.S. distress ratio has been on a downward trend in the last few months and has fallen below prepandemic levels. However, markets remain fragile and the oil & gas, retail, aerospace, and metals sector
continue to lead with the highest distress ratios. The distress ratio indicates the level of risk the market has
priced into bonds. A rising distress ratio reflects an increased need for capital and often precedes
increased defaults when accompanied by a severe and sustained market disruption. The distress ratio is
calculated by dividing the number of distressed securities by the total number of speculative-grade issues.

According to S&P Global Ratings, the U.S. distress ratio narrowed to 7.6% in November, falling from 9.4% in
October.

This is also a significant drop from its March peak of 35.2%. Much of the fall from the March peak

stems from a decrease in market volatility, mild improvement in demand after lockdowns were lifted, and
positive news on the vaccine front.
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Despite the narrowing trend, we expect a steady stream of defaults, especially for struggling sectors such
as oil & gas, retail, and restaurants. As of November 16, 2020, oil & gas led with a 21.5% ratio, followed by
retail/restaurants (20.2%), aerospace (14.3%), and metals, mining, and steel (11.5%).

To find out how ProfitGuard can help your

(866) 990-1099 or
visit eprofitguard.com.

business, please contact us at
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