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for chapter 7 bankruptcy. Lyon Industries,
a metal fabricator, had over fifty
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creditors at the time of filing. Leading up
to the bankruptcy, the company’s owner
filed for personal bankruptcy eight

IS YOUR CUSTOMER COVENANT COMPLIANT?

months prior. Within the personal
bankruptcy filing the owner indicated
that Lyon Industries was in poor financial
shape. This was a major red flag
uncovered by doing a legal search on the
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company and may have helped some
creditors avoid unsecured claims.

In similar fashion, Precious metals
recycler Mairec Precious Metals U.S., Inc.

Make no mistake, the corporate credit climate is changing.

filed for chapter 11 bankruptcy on March

We are observing an uptick in defaults, missed interest

1, 2019. Legal items were also present

payments, and bank compliance issues.

months before this bankruptcy. On

This evolving risk

picture could be the first signs of more to come.

October 23, 2018, a supplier filed a
lawsuit against Mairec seeking damages

Two bankruptcy filings recently reminded us of the
importance of checking legal items when reviewing
customers. Meanwhile, domestic steel capacity utilization
rates remain above 80 percent, but slowing economic growth
in the coming years may weigh on the industry. On an
international level, uncertainty remains as the April 12, 2019
Brexit deadline approaches.

in excess of $16 million in connection
with a payment dispute.

The filing of the

lawsuit had a devastating impact on
Mairec’s operations, as certain suppliers,
trading houses, and hedge partners
terminated or modified the terms of their
relationship with Mairec. As a result,
Mairec lost its ability to procure material
to process, which hampered liquidity and

On February 22, 2019, Lyon Industries-Chicago, Inc. filed

ability to pay current suppliers.
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On March 27, 2019, O’Hare Foundry Corp. of St. Louis, MO filed for Chapter 11 bankruptcy
protection.

Several alloy suppliers were named as unsecured creditors in addition to the

company’s bank, which was owed $2.5 million, most of which is secured by collateral.

In other news, the American Iron and Steel Institute (AISI) reported that domestic steel production
increased 5.9 percent year over year for the week ended March 23, 2019 with a capacity
utilization rate of 83.1 percent. Year-to-date domestic steel production is up 6.6 percent year
over year at a utilization rate of 81.6 percent. Utilization rates of at least 80 percent is considered
a measure of a healthy domestic steel industry. Tariffs on steel imports and gradual economic
growth continue to support the industry.

While gradual economic growth helps to support domestic steel industry, Euler Hermes recently
warned that a technical recession is possible as early as the first half of 2020. Growth in the U.S.
is expected to slowdown in 2019, as the diluted impact of fiscal stimulus wears off and credit
conditions continue to tighten.

Slowing economic growth could be the beginning of a downturn

within the cyclical steel industry.

Furthermore, tightening credit conditions will make refinancing

needs painful for some companies.

Shifting abroad, the European Union (EU) recently extended the Brexit deadline to April 12, 2019.
Britain has until April 12 to approve a Brexit deal, in which case Brexit will occur on May 22, 2019.
If a deal is not approved by April 12 then Britain must decide whether to leave the EU without a
deal, accept a long delay and participate in European parliamentary elections, or revoke Brexit
altogether, the later of which is unlikely.

U.S. implications of a Brexit likely include a weaker

British Pound, which makes U.S. exports to the U.K more expensive. The U.K. is currently the U.S.’s
fourth largest export market. Brexit will also hamper business for companies that operate in
Europe, and the U.S. is a significant investor in Britain.
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Best Practices: Bond
Trading from a Credit
Perspective
There are many ways to monitor credit risk such as
reviewing financial statements, banking information,
and payment history. However, for this article we’ll
focus on bond trading and how it can be used in
determining risk associated with a company’s credit
profile.

It is important to first understand the characteristics of
a bond. When a company wants to raise money, it can
issue a bond, which are basically loans that investors
provide to the issuing entity. Bonds are originally issued
at face or par value, which is the amount the bond
holder receives at maturity. Since bonds are traded in
the open market, their prices can fluctuate. Bonds that
trade above the par value are considered a premium,
while bonds that are traded below par are trading at a

Bonds that trade above
the par value are
considered a premium,
while bonds that are
traded below par are
trading at a discount.

discount.

Monitoring bond trading can give you additional insight
into the actual and perceived credit risk associated
with the company. In most cases, a bond trading at a
significant discount can be a red flag that the company
is in distress. For example, a low risk company with an
investment grade credit rating may have its bond
trading at a premium or a slight discount depending on
the coupon rate. Conversely, a troubled company or
higher credit risk that is not investment grade rated
could be trading at 50 or 60 cents on the dollar, hence
a deep discount reflecting higher credit risk. A bond is
considered at a deep discount when it has a market
price of approx. 20% or more below its par value.

This

is also referred to as distressed, typically when trading
below 80 cents on the dollar.

For a current example, let us look at Nyrstar NV, a
global zinc and lead company headquartered in
Belgium.

On September 20, 2018, the company issued

a profit warning for its third-quarter results,
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indicating that it would likely record

Because of this, it is more important than ever to analyze

underlying EBITDA materially below what

liquidity information on your current portfolio and new

it achieved in the first half of the year.

customers.

The next day, Nyrstar’s bonds tumbled,

customer is in compliance with its banking covenants.

with its 8.5% notes due in September

starting to see an increase in loan covenant breaches.

2019 falling from 101.1 to 93.75.

Companies that take on debt in the form of loan or credit

By

Specifically, you will want to confirm that your
We are

November 12, 2018, the 2019 notes were

agreements are usually subject to loan covenants set by the

down to 59.75 as bank research

lender. A loan covenant is a condition that the borrower must

forecasted that a debt restructuring was

comply with in order to adhere to the terms in the loan

inevitable due to the company’s falling

agreement.

EBITDA and increased leverage.

lenders and can act as early warning signs of deteriorating

Nyrstar

Loan covenants aim to protect investors and

NV announced on March 15, 2019, that it

performance.

was deferring its interest payment on its

covenants, the lender can demand repayment in full.

8.5% notes due 2019.

cases, the bank will work to provide a waiver or reset the

At the time of the

However, if the borrower violates any of its
In most

announcement, the company’s notes

covenant.

were trading around 27.6.

together in times of credit tightening, they may not offer any

The company

was then downgraded to ‘SD’ from

However, if the bank is looking to exit an industry all

relief to the borrower.

It really depends on the scenario.

CCC+ by S&P Global Ratings on March
20, 2019.

While sometimes difficult, keeping an
eye on a company's bond trading is a
useful tool in measuring risk if you can
source the trading data.

Deep

discounted bonds are usually a sign of

"U.S. investment is showing signs of weakening
amid higher interest rates, less supportive
external conditions, and deteriorating corporate
credit quality." -- Allianz Research

financial instability or distress.

Is Your Customer
Covenant Compliant?
You Need to Check!
As we inch closer to a turn in the credit
cycle, credit managers must resist
complacency when completing
customer credit reviews.

Going on a

decade-long run, the current economic
environment is becoming crowded with
potential recession triggers which
could tighten global credit conditions.
Allianz Research states that U.S.
investment is showing signs of
weakening amid higher interest rates,
less supportive external conditions, and

As covenants typically require the borrower to maintain certain
financial ratios, a company could be heading towards covenant
trouble if they are reporting:

deteriorating corporate credit quality.
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Declining revenue
Increasing input costs
Weakening EBITDA or cash flow
Increasing leverage
Tightening availability

If you are noticing any of these warning signals, the company’s lender probably is too.

If your customer

breaches its covenant, or is heading towards a breach, in a best-case scenario, the lender can issue a
waiver, which can allow the borrower to maintain the loan for an extended time to take the necessary
steps to become compliant again.

Amendments are another possibility, providing updated covenants

based on projected financial information.

In a worst-case scenario, the lender may enter into a forbearance agreement.

Plante Moran

explains that in a forbearance agreement, this could restrict new borrowings, CapEx, and owner
distributions.

It could also require more collateral or the lender could initiate

foreclosure/liquidation proceedings.

If you uncover covenant violations while completing a customer review, from a pure credit
standpoint, open credit terms should not be warranted.
current exposure.

It would also be wise to start working down

We understand that sometimes you need to make a business decision to continue

selling a customer; if this is the case, you will want to speak with company management and the
lender to determine if a waiver has been issued, and for how long.

If the waiver is for a long period

of time, only then could you reconsider small open credit terms.

To find out how ProfitGuard can help your

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

business, please contact us at
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