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CAPITAL MARKETS WEEK IN REVIEW 2014

    

Why  CLO's  Matter  (Part  Two)
    

  

After   publication   last  week,  we  were   concerned  we  had  been  a  bit   rough  on  our

bank  friends  in  dismissing  the  ability  of  regulated  institutions  to  adapt  as  readily  as

CLO's  when  loans  became  troubled.

  

An  informal  survey  of  those  friends  revealed  that,  if  anything,  we  had  been  too

generous.

  

"You  were  spot  on  with  your  comments,"  one  long-­time  loan  syndication  head  told

us.  "The  fact  is  that  banks  do  fine  with  double-­B  and  high  single-­B  credits,  but  our

ability  to  ride  through  difficulties  with  lower  credit  quality  assets  is  extremely  limited."

  

"Banks  just  don't  have  a  lot  of  flexibility   in  terms  of  managing  longer-­term  portfolio

problems,"   the  work-­out  chief  of  a   regional  bank   remarked.   "To  optimize   recovery

value  in  a  work-­out  situation,"  he  went  on,  "you  sometimes  have  to  convert  debt  to

equity.  That's  tough  to  do  on  a  bank  balance  sheet,  but   in  a  CLO,  it's  done  all   the

time."

  

A  money-­center  banker  added,  "Once  a  loan  goes  to  work-­out,  other  factors  come

into   play.   Relationship   considerations   with   the   sponsor   at   a   local   level   may   get

trumped   by   senior   management   just   wanting   to   get   out   of   a   bad   loan.   Patience

wears  thin  quickly  for  a  criticized  asset."

  

That's  not  to  say  that  CLO  managers  don't  have  to  worry  about  bad  loans.  Since  the

establishment   of   these   vehicles   in   the   early   1990's,   a   healthy   set   of   standard

covenants  have  protected  investors.  For  example,  so-­called  overcollateralization,  or

OC,  tests  measure  the  cushion  between  the  values  of  the  portfolio  loans  (assets)  vs.

the  outstanding  classes  of  liabilities.

  

Another   trigger   is   a   limit   to   triple-­C   loans   the   CLO   can   carry   at   any   one   time.

Defaulted  loans  as  a  percent  of  the  total  portfolio  represents  a  third  guard  rail.  Other

metrics  include  interest  coverage,  assets  purchased  at  a  discount,  and  PIK  loans.

  

As   anyone   who   has   managed   a   CLO   can   attest,   keeping   track   of   not   only   the

vehicle's   historic   performance   against   these   benchmarks,   but   pro   forma   against

loans  to  be  booked,  requires  sophisticated  risk  management  by  experienced  hands.

  

But  all  things  being  equal,  the  alignment  of  interests  among  principals  in  a  CLO  and

more  flexible  vehicles  often  give  managers  more  time  and  tools  to  optimize  value.

  

With  the  US  CLO  market  now  over  $300  billion,  structures  have  adapted  once  again;;

per  the  Volcker  Rule,  the  next  generation  (3.0)  of  CLO's  can  hold  no  bonds.

  

And  despite  all   the  hoopla  about  the  nearly  $4  billion  in  outflows  from  retail   funds

this  quarter,  the  CLO  market  has  issued  almost  double  that  in  loan  capacity  for  June

alone  -­  and  the  month  not  yet  over.

  

This  highlights  our  thesis  that  there  will  always  be  participants  prepared  to  fill  the  demand  side  of  the  loan  equation.

  

Next  week:  why  middle  market  CLO's  offer  great  value  for  investors  and  issuers.

CHART OF THE WEEK

Two-­Bit  Performance  
 
While  two  quarters  does  not  a  full  year  make,

CLO  issuance  for  2Q  this  year  will  be  the  best

second  quarter  in  loan  market  history.  That

would  beat  2007’s  record  of  almost  $33  billion,

when  annual  volume  hit  just  under  $105  billion.
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THE LEAD LEFT SPOTLIGHT

                                          
This  week  we  speak  with  Robert  Grunewald,
chief  investment  officer  at  BDCA  Advisor,
LLC.  BDCA  (Business  Development
Corporation  of  America)  is  a  BDC  focused  on
senior  debt  investments  in  middle  market
companies.    
  
  
The  Lead  Left:  Bob,  please  give  us  a  little  of
your  background.
  
Bob  Grunewald:  I'm  the  CIO  for  BDCA  Advisors.
We  manage  two  vehicles,  a  non-­traded  BDC
with  about  $2  billion  of  AUM,  and  the  only  open-­
end  mutual  fund  exclusively  investing  in  public
BDC's.  We  also  expect  to  close  on  July  1  an
acquisition  of  a  company  called  Keating
Investments.
  
TLL:  What  will  that  do  for  you?
  
BG:  Keating  is  an  advisor  for  Keating  Capital
which  will  be  managing  BDCA  Ventures.  This  is
our  first  foray  into  venture  capital  investments.
  

  
  
TLL:  What  was  the  original  thesis  behind
BDCA?
  
BG:  To  go  back  a  bit,  I  worked  as  an  investment
banker  to  the  BDC  space  for  twenty  years,
advising  such  companies  as  Ares  Capital,
Gladstone  and  Golub  Capital  on  their  IPO's.
That  experience  gave  me  a  unique  insight  into
how  they  work.  Then  after  a  stint  at  American
Capital  where  I  headed  their  Financial  Services
Investment  practice,  Pete  Budko  asked  me  to
come  to  BDCA.
  
TLL:  What  was  your  assignment?
  
BG:  There  were  things  we  wanted  to  do
differently  and  better.  Building  a  firm  with  scale
was  the  key.  Most  BDC's  are  small,  which  is
problematic  for  investors.  When  we  launched
BDCA,  we  initially  had  $2.5  million  in  AUM.
Today  we've  raised  $1.5  billion  of  equity  so  far
with  $2  billion  in  AUM.
  
TLL:  Where  do  you  get  your  equity  from?
  
BG:  Mostly  from  independent  brokers  and
registered  investment  advisors  who  distribute
through  the  retail  channel.
  
TLL:  What's  the  difference  between  retail  and
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Contact:  Robert  Polenberg
robert.polenberg@spcapitaliq.com
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At  nearly  $240  billion,  1H14  sponsored  loan  volume  to  date  is  on  a  steady
upward  trajectory,  with  a  21percent  increase  over  2H13  issuance  (although  still
shy  of  1H13  totals  of  $335  billion)  with  almost  two  weeks  left  in  the  quarter.    An
additional  $15  billion  in  sponsored  loan  volume  is  currently  in  market.    More
notably  however,    nearly  $105  billion  of  total  completed  issuance  (and  roughly
$12  billion  of  issuance  currently  in  market)  or  about  50  percent  of  year  to  date
lending  represents  new    loan  assets.    LBO  activity  which  has  been  anemic
since  the  credit  crisis,  has  fueled  over  $61  billion  in  closed  sponsored  volume
so  far  in  2014,  the  highest  half  year  total  since  the  second  half  of  2007  ($104
billion).    At  nearly  $40  billion,  2Q14  LBO  volume  is  nearly  twice  that  of  1Q14
and  the  highest  level  since  4Q07.    
  
    
Contact:     Maria  Dikeos
  Maria.Dikeos@thomsonreuters.com
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institutional  distribution?

  
BG:  I  like  the  idea  of  a  highly  diversified
investor  base.  We  hear  all  time  from  our

investors,  "I  like  the  idea  of  someone  protecting

my  investments."  Our  strategy  is  hitting  singles,

not  home  runs.

  
TLL:  And  how  do  you  define  'hitting  singles'?
  
BG:  Not  stretching  for  returns.  The  other
advantage  to  our  investor  base  is  they're  ok  if

you  tell  them:  We  aim  to  protect  your  book

value,  and  our  goal  is  an  9%  dividend  yield.

The  other  advantage  is  our  fee  structure.  We

had  a  meeting  with  the  rating  agencies  recently

and  they  said  "fees  don't  matter  to  us."

  
TLL:  Hmm.  They  should  care,  correct?
  
BG:  Yes,  I  couldn't  have  disagreed  with  them
more.  We  charge  1.5%  compared  with  most

BDC's  who  are  at  2%,  which  means  we  can  go

slightly  lower  in  spreads  if  needed.

  
TLL:  Where  do  you  see  risk  in  the  market?

  
BG:  At  the  moment,  I  think  the  second  lien
market  is  pretty  risky,  especially  at  the  leverage

we're  seeing.  We  try  to  keep  at  least  60%  of  our

assets  in  first  liens.

  

TLL:  So  where  should  the  buy-­side  be  focused
today?

  
BG:  We  actually  sat  down  as  a  team  recently

and  kicked  that  question  around.  Would  you

rather  have  better  structure  or  more  leverage?

The  decision  was  to  err  on  the  side  of  high

quality  companies,  and  take  the  pain  on

leverage  and  spreads.

  
TLL:  There's  a  lot  of  pain  out  there.
  
BG:  But  take  a  close  look  at  the  borrower.  Is  it  a
great  business?  Then  we're  willing  to  live  with

shortcomings  on  the  deal  itself.  But  we  have  an

advantage  in  this  market  which  is  somewhat

unusual.    If  the  market  causes  us  to  dip  down

below  our  hurdles,  we  will  waive  our  fees,  if

necessary,  to  preserve  the  dividend.

  

    
  

Contact:      Robert  K.  Grunewald
RGrunewald@bdca.com

Phone:  (212)  415-­6582
Website:  http://www.bdcofamerica.com/

 
We  remarked  last  week  that,  while  Argentina  is  among  the  favourites  to  lift  the

World  Cup,  it  is  the  outstanding  favourite  to  be  the  next  sovereign  to  default.

Events  since  have  strengthened  that  assertion  -­  the  football  team  has  made  an

impressive  start,  and  the  country's  CDS  spreads  have  widened  sharply.

  

The  latter  occurrence  was  due  to  the  US  Supreme  Court  refusing  to  hear

Argentina's  appeal  against  a  lower  court  ruling  that  ordered  the  government  to

pay  holdout  creditors  at  the  same  time  as  bondholders  who  participated  in

previous  restructurings.  The  next  payment  is  due  on  June  30  (with  a  grace

period  of  one  month),  and  Argentina  has  said  repeatedly  that  it  cannot  afford  to

pay  both  the  holdouts  and  exchange  bondholders.  Indeed,  President  Christina

Kirchner's  initial  reaction  to  the  news  was  that  she  wouldn't  submit  to  "extortion"

from  the  so-­called  "vulture"  funds.

  

Under  the  ruling,  if  Argentina  refuses  to  pay  the  holdouts,  then  they  cannot  pay

the  restructured  bondholders.  The  probability  of  a  near-­term  default  is  therefore

high,  and  the  sovereign's  CDS  spreads  responded  in  kind.  On  June  13  they

were  trading  at  35.75  points  upfront;;  by  June  17  they  were  quoted  at  over  50

points.  This  was  the  highest  level  since  January,  though  not  quite  as  high  as

the  58  points  reached  a  year  ago.

  

But  on  June  20  they  had  recovered  to  trade  at  41  points  upfront  amid  reports

that  Argentina  had  agreed  to  meet  the  holdout  creditors  in  New  York.  It  remains

to  be  seen  whether  meaningful  negotiations  will  take  place,  but  the  rally  in

Argentina's  CDS  suggests  that  the  market  is  more  optimistic  than  it  was  that  a

settlement  can  be  reached.  The  sovereign's  credit  curve,  though,  remains

steeply  inverted,  indicating  that  the  risk  of  a  default  in  the  near-­term  is  high.

  

We  will  find  out  in  the  coming  weeks  if  Argentina  is  able  to  step  back  from  the

brink  and  retain  partial  access  to  international  capital  markets.  But  the  risk  of

contagion  to  the  broader  emerging  markets  appears  to  be  low.  Ecuador,  which

defaulted  as  recently  as  2009,  managed  to  sell  $2bn  of  bonds  at  a  yield  of

7.95%  when  the  concerns  about  Argentina  were  at  their  peak.  This

demonstrates  that  even  a  proven  anti-­capitailist  government  such  as  President

Correa's  Ecuador  can  raise  funds  in  the  current  climate.

  

Excess  liquidity  from  unconventional  monetary  policies  continues  to  drive

sentiment  and  the  chase  for  yield  is  as  frantic  as  ever.  Emerging  market  debt

may  well  be  vulnerable  to  a  reversal  in  policy  from  developed  market  central

banks,  but  investors  should  be  cognisant  that  the  asset  class  is  not

homogeneous  and  there  will  be  winners  and  losers  in  this  process.    

  

  

Contact:  Gavan  Nolan  
Gavan.Nolan@markit.com

THE PULSE OF PRIVATE EQUITY
Trends  &  Analysis  covering  all  aspects  of  the  private  equity  industry



  

Over  the  last  several  years  the  biggest  opportunity  for  PE  firms  was  in  solid

companies  that  were  struggling  with  generating  growth  and  then  to  use  their

operation  expertise  to  fix  it  up  in  order  to  drive  growth  and  better  margins.  For

the  first  time  in  several  quarters  though,  PE  firms  are  showing  a  renewed

interest  in  high-­growth  companies.  1Q  2014  shows  a  big  jump  in  recent

acquisitions  that  were  growing  revenues  at  a  10%  clip  or  higher  prior  to  the

deal.  Almost  60%  of  1Q  acquisitions  were  in  that  category,  compared  to  around

40%  for  the  prior  three  quarters.  All  told,  more  than  80%  of  recent  acquisitions

were  of  companies  experiencing  revenue  growth  prior  to  investment.

  

At  the  same  time,  there's  also  renewed  interest  in  struggling  companies;;  8%  of

respondents  picked  up  a  company  in  1Q  with  revenues  declining  by  more  than

10%.  We  noticed  a  similar  trend  in  our  last  report;;  over  20%  of  companies

acquired  in  4Q  2013  were  experiencing  revenue  declines  prior  to  the  deal.

Then  and  now,  PE  firms  are  confident  about  their  growth  prospects;;  94%  of

respondents  anticipate  revenue  increases  for  their  companies  over  the  next

twelve  months.

  

  
Contact:  Adley  Bowden
  
Senior  Director,  Analysis
  
adley.bowden@pitchbook.com

  

  

 
SELECT DEALS IN THE MARKET



  

  
This  publication  is  a  service  to  our  clients  and  friends.  It  is  designed  only  to  give  general  information  on  the  market  developments  actually  covered.  It  is  not
intended  to  be  a  comprehensive  summary  of  recent  developments  or  to  suggest  parameters  for  any  prospective  financing  opportunity.

 

 


