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The Unitranche — What it is, and Why it Matters

Safe Landing

While most Americans were in the midst of'ThanksgiV%ng preparations last QUOTE OF THE WEEK
week, Amazon founder Jeff Bezos was making space history.
“We believe the slower volume of late

can be directly linked to saturation of
the market.”

In the first successful test flight of a rocket with all reusable parts, the New
Shepard booster landed four feet from where it had taken off on the plains
of West Texas. Next step: human passengers. "I'm thinking it could be
sometime in 2017," Mr. Bezos said. — Oliver Wriedt, co-president,
CIFC, on CLO formation.

This triumph came after earlier industry failures, which had led critics to

question private space travel. Similar skepticism surrounds vehicles of a

* .
As our Chart of the Week highlights, new CLO issuance is sputtering as the ’ StOCklIlg Stuffer
year winds down and is predicted to be off next year as well. Wells Fargo's 30-DAY FREE MEMBERSHIP
guru of collateralized loan obligations, David Preston, is calling for $75 Join the leading voice of the middle
billion of new volume for 2016. That compares to about $90 billion so far market. Try us free for 30 days.
this year, and $124 billion in 2014 - a record year.

This trend has some in the financial media all but writing off this highly
adaptable financing tool. Yet the slowdown is mostly attributable to risk
retention rules which take effect in about thirteen months. These rules
require CLO managers to invest a minimum of 5% of the total tranche size
as equity. To achieve any scale as an asset manager thus requires a
significant capital outlay, limiting frequent issuance to all but the largest
firms.

Another consideration is the Fed lift-off. Market observers fret that a :
higher Fed funds rate will boost Libor as well. Although CLO liabilities P -
float at a spread above Libor, CLO assets mostly incorporate 1% floors. il ..||L| g
That yield subsidy would be less helpful as actual Libor rises, thus e .
reducing arbitrage spreads for CLO equity.

LEVERAGE LOAN INSIGHT & ANALYSIS

But this well-telegraphed hike has already been priced into the market. JOIN

With few economists predicting further tightening, asset spreads will
likely remain stable. If anything, supply/demand technicals favor wider
spreads, particularly as several hung underwritings have spooked loan
arrangers in the broadly syndicated world.

Meanwhile, on the cost side of the equation, bellwether triple-A spreads
average L+160 bps for large cap structures. Depending on timing and
manager that can swing 10 bps up or down, but has remained within the
same range for the past four years.

As rocket technology has evolved from NASA to New Shepard, so CLOs
have undergone design iterations since their launch over two decades ago.
What will change is the scale and resourcefulness of firms that manage




them.

In Memoriam

We learned last week of the untimely passing of Carol Buch of BMO
Capital Markets. Banking is about people, and Carol was one of the best.
No job-related worries clouded her eternally sunny outlook, making her
highly popular at industry gatherings. Her devotion to family was a

constant as she greeted us. "First, let's see pics of the girls."

Those who knew Carol best remember her glowing smile and hearty

laugh. We could use them now. She will be truly missed.
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This week we chat with Josh Lerner,
the Chair of the Entrepreneurship
Unit and the Jacob H. Schiff Professor
at Harvard Business School. He has
recently been named one of the 100
most influential people in private
equity over the past decade by Private
Equity International magazine. He
currently serves as Vice Chair of the
World Economic Forum's Global
Agenda Council on the Future of
Investing.

The Lead Left: Professor Lerner, you
have a unique perspective on the
private equity industry. What issues
are front and center for you today?

Josh Lerner: There are several issues
floating around that are of intense
interest to private equity. There's
particular anxiety around fund
structures. The general theme is LPs
exploring alternatives to the traditional
structures. The first option is going it
alone with direct investments or co-
investments. Another option is to create
separate accounts with more favorable
economics. Finally, there's the intent,
not always successful, of large
institutional investors working
together, thereby bypassing the fund
structure altogether.

This is really all about experimenting
with a fund model that has been

traditionally resistant to change.

TLL: What's been the reaction from the
GPs?

JL: It's been two-fold. First, there's an
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With risk retention rules on the horizon, monthly new CLO issuance has

slowed considerably.
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accommodation to large investors when
necessary. For example, the creation of
separate accounts, which provides
flexibility and better economics for
larger clients. Another creative
response has been the creation of funds
lasting longer than ten years, which
some LPs desire. Then there's been the
turn to raising funds from outside the
network of traditional institutional
investors, such as high-net worth
investors.

"Private equity firms are brilliant
when it comes to investing, but not
as great at managing their own
businesses."

TLL: What's driving the movement to
LP empowerment? Is the trend of LP
empowerment irreversible?

JL: There's always a pendulum swing
to these things, an ebb and flow of term
changes. It's a process; part of the
whole private equity cycle. But to a
large extent, the current wave of LP
activism has been fueled by regulatory
pressures, particularly the increased
transparency of fees that GPs have been
forced to provide. The dollars in terms
of fines for the GP community for the
improper disclosure of fees to LPs have
not been substantial, but the resulting
LP unhappiness has been.

TLL: What other areas are you're
studying?

JL: Victoria Ivashina and I will be
coming out with a paper early next year
on the dynamics within partnerships
themselves. Private equity firms are
brilliant when it comes to investing, but
not as great at managing their own
businesses. Of course, a lot of it comes
down to the sharing of economics and
carry. A frequent stress point in
partnerships is who gets more of the
carry split and ownership.

TLL: What does your study focus on?

JL: We look at nearly one thousand
funds raised over the last fifteen years
and at the alignment of interests within
these funds. How was the carry split?
Which partners stuck around, which
ones left? Were the partners who left
the underperformers or the
overperformers? How did the
economics of the fund influence these
decisions?

This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields

$200M or less 7.78% 7.78% 6.36% 6.84%
$201M - $350M 6.42% 6.42% 6.01% 6.24%
$351M - $500M 6.80% 6.83% 5.62% 6.37%
$501M+ 5.49% 5.45% 4.74% 5.51%
Middle market (< $50M) 6.59% 6.59% 6.33% 6.42%
Large corporate (> $50M) 5.81% 5.77% 5.01% 5.84%
Large corporate single-B (> $50M) 6.20% 6.18% 5.17% 6.08%
Middle Market Credit Stats

Sr/EBITDA 5.8 5.8 4.0 4.2
Debt/EBITDA 5.8 5.8 4.7 4.5
Middle Market Index Data

Monthly Returns -0.15% -0.26% 0.76% 0.25%
Average Bid 94.64 94.66 97.32 96.77

Source: S&P Capital IQ

Contact: Daniel Mena
daniel. mena@spcapitaliq.com
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Share of LBO deals levered > 7x sharply lower in 2015
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Arrangers continue to show some discipline with regards to structuring LBO deals
as the year comes closer to an end. The share of buyout deals that are levered
seven times and greater has fallen to only 14% in 2015, down from 26% last year
and down from 39% at the peak of the market in 2007. However sources indicate
that arrangers are trying to push leverage as much as they can for their sponsors
while still abiding by Leveraged Lending Guidance. As a result, the share of deals
levered six times and greater is still elevated at 52%, down only slightly from the
60% tracked in 2014 and the 62% share tracked at the height of the buyout peak
back in 2007. Amid investor selectivity and a volatile market back drop, leverage
on large corporate buyout deals have shown a dramatic tightening this quarter.
Average leverage is circling around 5.3 times, down from 6.2 times last quarter.
Overly aggressive deals have struggled to garner enough investor appetite and
have seen significant pushback this quarter.

Contact: Fran Beyers
frances.beyers@thomsonreuters.com
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TLL: Josh, what do you make of the
investing environment for PE today?

JL: On the one hand it's a great market
to sell, and that's making LPs and GPs
happy. Certainly there have been many
corporate buyers and (at least until
recently) the public markets have been
accommodating. LPs are getting cash
back, which they want to reinvest. This
creates more investable dollars, but it's
been challenging to redeploy that
money.

TLL: The M&A market seems to still be
in pretty strong shape.

JL: Large companies are struggling in
this environment to find ways to grow.
Corporations are thus eager to
undertake acquisitions, often being
willing to pay high prices. This make it
hard for PE funds to find good deals.

Another example of these pressures for
growth is corporate "venturing." In
many industries, including autos and
consumer products, corporates are
investing in start-ups. This ultimately
leads to acquisitions, but again to
higher valuations.

TLL: Do you think the PE model of
achieving returns through financial
engineering is outdated?

JL: The typical PE group will say we're
all about adding value, and not about
financial engineering. But when you get
into the numbers, it's a mixed bag. Most
groups attribute 90% or more of the
value they create to operating
improvements, but the relevant
academic studies show a much more
modest 20 or 30% is due to operational
improvements (as opposed to market
timing or leverage). Moreover, the pace
of value creation is uneven over time: it
is during the periods when spreads
widen out, such as 2009-10, when
managers really have to roll up their
sleeves and focus on improving
operations.

To be continued the week of Dec 7

Contact: Josh Lerner
josh@hbs.edu

Growbth
Information, Please

I've always been a passionate fact-finder.
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Puerto Rico's (PR) development bank successfully made a $354m debt payment
this week, closely staving off defaulting on its GDB bonds.

PR's 8% 2035 GO bond saw its price climb 2.5pts to 75.00 (cash basis to par)
according to Markit's municipal bond pricing service. The jump marked a new
two month high for commonwealth's most senior debt.

PR's troubles remain far from over as it had already defaulted on its Public
Finance Corporation (PFC) bonds in August. With $72bn of debt outstanding and
an economy in a prolonged recession, PR also potentially faces a humanitarian
crisis from the deterioration in infrastructure, pensions and utilities if its people
continue to bear the debt burden. PR has already stated several times it does not
have sufficient funds to continue payments.

The problem lies in the commonwealth's lack of access to the same bankruptcy
laws as states and the Obama administration has proposed an amendment to
enable all US commonwealths so obtain similar protections, but the US congress
has so far been shy to act ahead of the 2016 election year. Yesterday's payment
has only bought time as a hefty GO bond interest payments looms at the
beginning of 2016.

Despite PR's ongoing troubles, the broader municipal bond market has seen credit
risk tighten over the past two months. The Markit MCDX index, made up of
investment grade single name municipalities, has seen its 5-yr CDS spread tighten
to 93bps, the lowest intraday level since May. This highlights the wider market's
relative insulation from the PR situation; providing one possible motive for the
lack of decisive action from congress.

From an investor stand point, exposure to the asset class through mutual funds
and ETFs has remained popular. After a blip in June, the last six months have seen
positive net inflows. Tax benefits coupled with a favourable risk/reward in
comparison to sovereign and corporate bonds have kept popular with US
investors.

Despite this positive investor sentiment, muni bond insurers haven't seen credit
risk recede.

Monoline insurer MBIA has seen its 5-yr CDS spread continue to hover above
700bps, while fellow insurer Assured Guaranty Municipal Holdings has also seen
little change in its credit spread over the past few months. Interestingly both
names continue to enjoy investment grade status from rating agencies, whereas
Markit's CDS pricing service implies a BB for Assured and B rating for MBIA;
effectively high yield.

Contact: Neil Mehta
Neil.Mehta@markit.com
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From a young age my Christmas list
included the annual World Almanac, which
I consumed cover to cover. What's the
second highest peak in China? K2. How
many types of penguins are there? 17.
What's the population of Wyoming?
584,153.

My father encouraged my habit. One day
he took me out to his car and opened the
trunk. There were six boxes filled with the
entire set of Encyclopaedia Britannica (1949
edition), leather-bound and gilt-edged. My
eight-year-old brain reeled at the
undiscovered worlds stored within. I
carried the books to my bedroom and
reassembled them alphabetically on my
bookcase. That was when I discovered my
first fact: the penultimate volume-Vol. 23
(Vase-Zygo)-was missing.

Not to spoil the moment, I kept that
information secret. In the years of schooling
that followed, I made constant use of those
tomes, somehow avoiding subjects like
Vonnegut and Zoroaster...

APitchBook

Better Data. Better Decisions.
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Could PE Return Multiples Begin to Stagnate?

Driven by the seller's market over the past few years, recent private equity fund
vintages have seen their return multiples improve considerably. Distributions
back to limited partners have risen to staggering levels, with 2014 seeing no less
than $467.8 billion alone. Through the end of March, this year has also seen a hefty
$168.2 billion returned by fund managers to their backers. In short, LPs have
plenty of reason to re-up commitments to their PE fund managers. But there are a
few disquieting signs on the horizon. PE fund managers are becoming victims of

their own success to some degree. Competition for quality assets in a playing field
where many investors are sitting on plenty of capital commitments
understandably remains high. Overpaying for the best targets is a real concern,
especially with some bigger deals finding trouble soliciting strong enough

Click here
to read Randy Schwimmer's MidPoints column
in the latest issue of Middle Market Growth

magazine. demand for debt financing, as exemplified by the failure of underwriters to fund

the purchase of Veritas by The Carlyle Group and GIC. Granted, that deal had
unique attributes that led to its financing troubles, but the point that investors are
growing wary of high leverage remains, forcing buyout shops to scrutinize bids
more carefully. Consequently, putting capital to work may stay difficult for the
short term, although pockets of opportunity are still present. Moreover, on the sell
side, sponsor-to-sponsor transactions face many of the same issues confronted by
buyers, while the M&A boom that has provided much of the liquidity enjoyed by
PE shops as of late may not hold for much longer. Overall return multiples for
more recent PE funds could stagnate to some extent, accordingly, over the next 12
to 24 months, primarily in terms of realized monetization.

Contact: Garrett Black
garrett.black@pitchbook.com

SELECT DEALS IN THE MARKET

Facility* Spread LIB FIr OID LEL ]

Arranger Sponsor Industry

Ascensus (CL)(2) Ccs Genstar Capital Services & Leasing 450 100 94 B/B3
Edelman Financial Group MS Hellman & Friedman Services & Leasing N/A N/A NR/NR
GENEX Services (AO) RBC Apax Partners Services & Leasing 425 100 99 B/B3
Higginbotham & Associates (2) SunTrust Stone Point Capital Insurance 525 100 99 B/B3
MB Aerospace Holdings SocGen Blackstone Group Aerospace & Defense 150 550-575 100 99 NR/NR
Oasis Outsourcing (AO) RBC Stone Point Capital Services & Leasing 80 475 100 99 B/B2
Plz Aeroscience Corp (CL) Antares Pritzker Org Chemicals 155 425 100 99 B/B2
Rhode Island State Energy Center (2) MS Carlyle Group Utilities 325 475 100 98.5 NR/NR
Shoes for Crews LLC (CL)(1) Antares CCMP Capital Retail 233 94 100 99 B/B3
Averages 100 98

Call Schedules
(1) 6 Month 101
(2) 101

* Senior only ) )
** May be estimate based on leverage. Assumes unfunded (1L) First Lien
revolver (2L) Second Lien

NA Not Available (CL) Covenant Lite Flex Up (3) 102/101
All dollar amounts in $MM (D) Dividend Flex Down (4) NC-1/103/101
Corporate ratings unless otherwise noted (AO) Add-On

Source: S&P/LCD, Thomson Reuters/LPC, market sources
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THE Churchill Asset Management LLC
e a e 430 Park Avenue 7th floor
New York, NY 10022

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.




