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Why Volatility Matters (Third of a Series)

In the classic 1962 film, "Lawrence of Arabia," two British officers watch the
unfolding chaos as Arab tribes vie for control of Damascus. Eager to keep
events from spiraling out of control, the colonel pleads with his
commanding officer, "We can't just do nothing." The general, savvy to the
political reality, replies calmly, "Why not? It's usually best."

Doing nothing neatly sums up the position the Fed took at the close of
their much-awaited September meeting last week. Some kind of hike
seemed a foregone conclusion only weeks ago. Janet Yellen and her board
elected instead to focus less on the US economy and more on the risk of
slower growth in China and emerging markets.

While some economists expected the no-hike scenario, few predicted the
associated dovish commentary that accompanied it. Clearly policymakers
have been spooked by what they see in global markets and how that might
affect growth and inflation at home.

What concerns many observers now is that by choosing to focus on the
situation abroad, the Fed has essentially become hostage to forces out of its
purview and control. What is the likelihood EM economies will stabilize or
improve over the next few months? Does this reluctance to take a step
towards US interest rate normalization foster continued uncertainty? And
does the resulting volatility thus become a self-fulfilling prophecy by
sending a message to global economies that things are worse than they
appear?

The wisdom of the Fed's inaction will be hard to measure in the near-term.
In the meantime, investors will continue whatever strategies they are
employing to stay ahead of the ripples that have coursed through public
markets since early August.

In the case of loan buyers, as we are detailing in this series, that strategy is
buying good performing loans in both primary and secondary markets. As
our Chart of the Week portrays, loans have carved out for themselves an
enviable position; they are producing reasonable returns with very low
volatility, compared with many other asset classes.

Middle market credit asset managers meanwhile will view this rate news
as business as usual. Certain lead arrangers had begun to take into
consideration the possibility of higher rates as part of their overall funding
strategy.

For those whose platforms are fueled by CLO vehicles, the risk is that their
liabilities - priced as a spread against Libor - would cost more as rates
increased. Their assets, mostly with Libor floors, would not offset the
higher cost until Libor rose above the level of the floors. Since most floors
are set around 100 bps, the time lag until that happens might be
considerable, particularly now that the Fed has set such a glacial pace.

When a rate hike seemed imminent, some arrangers considered offering
loans with reduced Libor floors, or even eliminating them entirely. While
this theoretically should be offset with a wider Libor spread, the
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“The waiting for Godot goes
on.” — Luke Bartholomew,
investment manager, Aberdeen
Asset Management.
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competitive environment might make that difficult.

Now that the do-nothing phase has been ratified for the time being, floors
are likely to remain. What credit buyers must now consider is whether the
Fed's decision signifies further volatility amid a continued low rate
environment.

Next week we conclude our series on volatility with an outlook for the rest of the

Click here to Download PitchBook's 3Q 2015
Global PE Deal Multiples & Trends Report.

year.
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This week we chat with Tim Hopper,
managing director and chief
economist for TTAA-CREF. Tim has
over 20 years of experience writing
and speaking about the global
economy. Prior to joining TIAA-CREF,
Mr. Hopper held various leadership
positions in global banking and real
estate. He also served as a senior
economist with the Federal Reserve
Bank of Dallas for over 10 years.

The Lead Left: Tim, I think a number of
our readers would be interested in your
perspective on the economy, but
particularly your perspective on the
Fed'’s rate strategy.

Tim Hopper: The problem has been the
longer the Fed waits, the more they're
held hostage to global events. In
particular, I think the Fed has
overstayed its usefulness on qualitative
easing. So much liquidity is being
trapped in banking instead of the
economy. So much of the distortion
we're seeing is being caused by this
fact.

TLL: So the Fed is delaying the
inevitable?

TH: We know there will be future
business cycles. It's important to clean
up the trapped liquidity issue now. But
another reason to raise rates is the
reflation argument. QE has been very
stimulative for the financial economy,
yet there's been little inflation or
stimulus for the real economy. If the
Fed raises rates, that will begin the
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So far this year leveraged loans have managed to earn a 3% return - better
than other investments, and with lower volatility.
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process of re-inflating the ecbnomy by
reinvigorating the banking sector to
increase lending.

"The Fed has overstayed its
usefulness on QE. Liquidity is
being trapped in banking
instead of the economy."

TLL: With interest rates near zero and
all this excess liquidity trapped, that
would allow the real monetary process
to begin taking effect.

TH: Look, the Fed has inflated its
balance sheet to over $4 trillion. You
can't unwind that quickly. However, at
the same time, you've got to restart the
economic engine and let it behave like a
more normal pattern.

TLL: What do you look at in terms of
economic data?

TH: The Fed has been looking at
employment of late. It's a more exact
and current gauge on the economy than
GDP, especially when the latest GDP
statistics don't appear to reflect actual
activity. But when labor markets get
tight, wages go up, and you can see that
pretty easily. It's not perfect, but it's
better than many other metrics. So
here's the rub. Wages aren't rising at the
moment, but layoffs and
unemployment are way down, and
employment is rising. That means we're
not far from seeing wages going up.
And once it gets going, it's going.

TLL: But haven't economists poked a
ton of holes in the validity of the
employment numbers?

TH: Things have changed in this cycle,
with the permanency of demographic
shifts. That's put pressure on the Fed
and makes it tougher to call when "full"
employment has been reached. It's true,
this is a fuzzy science. But there are
things you can look to. For instance,
when labor markets heat up across the
country you'll begin to see stronger job
growth. For an economy our size, once
we start stringing together months of
job growth in excess of 200k and it then
starts to back off, it is a signal that labor
shortages are accumulating, which
means the economy is approaching full
employment and that wages are about
to start rising. And that dynamic
happened this year.

This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields

$200M or less 6.78% 6.65% 6.51% 6.68%
$201M - $350M 5.59% 5.79% 6.29% 5.97%
$351M - $500M 5.41% 5.43% 6.21% 5.92%
$501M+ 4.91% 4.94% 5.45% 5.06%
Middle market (< $50M) 6.21% 6.31% 6.74% 6.21%
Large corporate (> $50M) 5.16% 5.20% 571% 5.44%
Large corporate single-B (> $50M) 5.28% 5.37% 5.81% 5.52%
Middle Market Credit Stats

Sr/EBITDA 54 54 5.0 4.9
Debt/EBITDA 56 56 5.0 51

Middle Market Index Data
Monthly Returns 0.45% 0.16% 0.60% 0.31%
Average Bid 96.47 96.20 96.56 98.28

Source: S&P Capital IQ

Contact: Daniel Mena
daniel. mena@spcapitaliq.com
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CLO issuance muted in September

Sep to date

Source: Thomson Reuters LPC

After a busy first half of the year, CLO issuance has been relatively muted in the
3rd quarter, recording $15.5 billion of new CLO paper so far, that is, half the
volume recorded in each of the first 2 quarters of the year. Year-to-date volume
stands at $76 billion, down from the $94 billion recorded at the end of September
2014. CLO formation has drawn back even as the leveraged institutional market
has become more dependent on it. Participants report several challenges,
including placing CLO equity and the availability of loan collateral. With
leveraged M&A issuance down 10% year over year, deal-making has proved
especially difficult in the leveraged space, even as sponsors are flush with cash,
they report valuations are too high. Combined with Leveraged Lending
Guidelines that aim to dampen excessive risk-taking, loan collateral is more
expensive to source, eating into arbitrage. Aside from these challenges, there are
enough warehouse facilities in place to expect a pick-up of activity in the last
quarter. To wit, Well Fargo recently increased its annual forecast for CLO
issuance to $105 billion, from $75 billion, not the record haul from last year but a
respectable showing for a market in transition.

Contact: Hugo Pereira
hugo.pereira@thomsonreuters.com
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TLL: You've mentioned in your weekly
reports you believe capex spending is
strong in the US.

TH: Capex spending isn't strong, but I
would say the recovery of capex is
being masked by the drop in energy
spending which depresses the overall
data. 30-40% of US capex is related to
direct energy costs. That really impacts
the numbers.

TLL: Tell me about core inflation,
where does that stand?

TH: The headline measures say there's
no inflation, and that's because the
dollar is strengthening (import price
deflation) and falling oil prices. But
core measures are still running around
1.5%. However, even if you just looked
at core, there hasn't been that much
traditional inflation based on how
much liquidity the Fed has pumped
into the system. But that doesn't mean
there hasn't been inflation, we've just
seen it in other areas, like asset prices,
high yield spreads, re-appreciating real
estate prices and so on.

TLL: Does the winding down of QE
point to a disinflation of these assets?

TH: If economic growth rates hold up,
that will support asset prices at these
levels, so no there is no particular
reason for asset price deflation.
However, it's important to maintain
growth rates at or above potential and
preferably with rising productivity.
Doing so would also support a longer
business cycle.

To be continued the week of
Sept 28

Contact:
Tim Hopper
thopper@tiaa-cref.or

Growth
No Parent Left Behind

"What did you learn in math class today,
honey?" Picking up my 5-year-old from her
second day of an after-school program this
past spring, I hoped to hear about her
progress toward coding stardom and
launching the next Uber. Or at least toward
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German corporate credit, generally regarded as a safe bet, has had a torrid time
of late. Last week we looked at how the costs of transitioning from nuclear to
clean energy had inflicted damage on German utilities and sent credit spreads
spiralling wider. This week it was the turn of the auto industry, and Germany's
largest car producer: Volkswagen.

News that the firm had installed software in its vehicles that deliberately
deceived authorities testing for harmful emissions sent shockwaves through the
market. At the beginning of the week, Volkswagen was trading at 75bps, a level
typical of its single A rating and in line with the Markit iTraxx Europe. Two days
later it was quoted at 217bps, a dramatic deterioration and relegating it to the
fourth worst credit in the index (only Glencore, Anglo American and Casino
Guichard Perrachon trade wider.)

Is VW the only carmaker violating environmental laws? Perhaps, but VW's
actions appear to have tainted other firms in the industry, particularly in
Germany. BMW and Daimler, two credits that are always closely correlated, saw
their spreads widen sharply. Reports that one of BMW's SUVs emits 11 times the
European limit for air pollution saw its spreads more than double to 142bps.
Daimler isn't far behind at 125bps.

Previous scandals in other industries have seen spreads recover when the
settlements are finalised. But the uncertainty in assessing the litigation risk, as
well as the reputational damage and the effect on future sales, mean that it is
unsurprising that a sizable risk premium is attached to credits in the auto
industry. Further volatility is inevitable as more news emerges around the extent
and severity of the violations.

VW's travails only added to what was a difficult week for credit. Indices and
single names rolled (the latter for the last time quarterly ahead of the planned
ISDA changes), and the technical flows obscured some of the fundamental
sentiment. But there was little doubt the mood was negative, with the
mining/commodities sector bearing the brunt. China's growth trajectory remains
one of the key drivers of spread direction, as does the uncertainty over the timing
of US rate hikes. This will be the case for the rest of the year, but as we have seen
this week, micro themes can also cause disruption.

Contact: Gavan Nolan
Gavan.Nolan@markit.com
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getting straight-A's in kindergarten. Median Debt Levels

Plopping into the car seat, she clipped her 65%
seat belt and made a face. "Numbers again," 62%

she sighed. e
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education, along with science, technology

of technical inadequacy, curricula have s52% 2%
shifted from writing to 'rithmetic. No Child 0%
T . 50% 50% 50%
Left Behind's legacy is that test scores are
the ammo in a global high-tech job war....
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in the latest issue of Middle Market Growth Source: BitchSock
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With High Valuations Persisting, PE Buyers Still Cautious

PE dealmakers are still grappling with increased regulatory scrutiny and
stubbornly persistent high valuations. The chance to ameliorate price pressures
still remains, with lending markets left wide open by ongoing competition
among nonbank lenders for business as banks shy away from risk. BDCs in
particular have been jockeying for market share as CPPIB finalized its purchase
of Antares Capital. That could have led to the uptick in debt usage-particularly of
the non-senior kind-from 1Q to 2Q. Since the start of 2014, the proportion of
equity employed has decreased steadily quarter-on-quarter, a trend attributable
to PE sponsors unwilling to pony up too much equity in expensive deals and
potentially depress future returns.

Given how slight it was, the potential hike in interest rates wouldn't have shifted
matters much anyways, but with that key factor contributing to overall
uncertainty resolved, debt remains cheap and alternate lenders willing to aid PE
sponsors, so continued usage of debt at least on the level we've seen for the past
few quarters seems likely. In light of sustained regulatory oversight, the
popularity of senior debt and other more secure types seems set to hold fast. The
percentage of non-senior debt employed in 2Q was the highest in several
quarters, but that could be a matter of timing; it'll take a few more quarters of
numbers like that to reverse the overall trend toward safer debt.

To Download PitchBook's 3Q 2015 Global PE Deal Multiples & Trends Report,
please click here.

Contact: Garrett Black
garrett.black@pitchbook.com

SELECT DEALS IN THE MARKET

Deal Arranger Sponsor Industry Facility* Spread LIB FIr OID Rating
Cole-Parmer Instrument (CL)(AO) Golub GTCR Golder Rauner Manufacturing & Machinery 30 450 100 N/A B/B3
CRGT Inc (4)(AO0) CS Bridge Growth Computers & Electronics 80 650 100 99.75 B-/B3

Innovative XCessories (1)(AO) Olympus Partners Automotive

Smart Start (1) BNP ABRY Partners Retail 145 475 100 99 NR/NR
SRS Distribution (CL)(2) Barclays Berkshire Partners  Building Materials 325 425 100 99 B/B2
Universal Fiber Systems (1L)(1) BNP HIG Capital Textile & Apparel 165 475-500 100 99 B/B2
Universal Fiber Systems (2L)(3) BNP HIG Capital Textile & Apparel 40 850-875 100 98 B/B2
Averages 144 532 100 99
* Senior only New Deal Call Schedules
** May be estimate based on leverage. Assumes unfunded (1L) First Lien (1) 6 Month 101
revolver (2L) Second Lien Flex Up (2) 101
NA Not Available (CL) Covenant Lite (3) 102/101
All dollar amounts in $MM (D) Dividend Tz Enr (4) 4 Months 101
Corporate ratings unless otherwise noted (AO) Add-On

Source: S&P/LCD, Thomson Reuters/LPC, market sources
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