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When Popularity is an Achilles’ Heel: Bank Loan Re-Pricings

BEN MOHR, CFA, SENIOR RESEARCH ANALYST, FIXED INCOME

Through October, bank loans are up only 3.7% compared to high yield's 7.5% return,’ and the disparit
between the two below-investment grade strategies has surprised some investors. The root cause of ban
loans’ relatively disappointing returns is re-pricings, which tend to offset the floating rate value proposition
of bank loans. Re-pricings have preserved the absolute value of bank loan yields, even with LIBOR rising to

its current level of 130bps. As a result, bank loan returns have been muted this year, despite the credit rally
in 2017.

A re-pricing is essentially a renegotiation undertaken by the bank loan issuer with its investors. Typically
occurring in rising rate periods, the re-pricing allows the bank loan issuer to reduce the spread component
of the total coupon it must pay under its banﬁ loan agreement. An example representative of several recent
re-pricings is shown in Exhibit 1.

Exhibit 1: The Mechanics of a Bank Loan Re-Pricing
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The chart shows two time periods: one year ago (before re-pricing), on the left, and today (after re-pricing),
on the right. One year ago, LIBOR — the base rate — was at 1.0%. The spread was 4.0%, making the total
coupon (yield) 5.0%. After the re-pricing, as LIBOR increased from 1.0% to 1.5% — a direct result of the
Federal Reserve's recent rate hikes — the issuer has successfully renegotiated the spread from 4.0% to
3.5%. The total coupon (yield) remains at 5.0%.

!'Year-to-date through October 2017 on a gross basis.
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An issuer can re-price if the price of its bank loan exceeds par value and only after the non-call period ends,
which is typically six months after issuance. We estimate that approximately 75% of all bank loan issuances
this year are re-pricings.

We see ongoing strong demand for bank loans from CLOs,? despite the risk-retention regulations that went
into effect last December. The high volume of re-pricings is due to this strong demand from CLOs. The
corresponding strong demand for CLOs largely comes from offshore investors going into AAA CLO tranches -
a lot of European and Asian demand in the form of large institutions such as banks - as AAA CLO tranches are
attractive from a regulatory view. This is because the ECB® and BOJ* are buying up European and Japanese
high quality bonds, respectively, to stimulate their economies, thus driving down yields. In turn, European and
Asian banks are reaching for yield in U.S. AAA CLO tranches.

Given that the ECB and BOJ continue their stimulus programs and preserve low rates relative to the U.S., we
will likely see additional re-pricings. Dell’s bank loan re-pricing deal from a spread of 250bp to 200bp is one of
the highest profile recent transactions. However, ECB President Mario Draghi has been making more hawkish
comments, and the ECB is set to taper its stimulus soon. The BOJ is also contemplating an eventual taper.

As the Fed continues to hike the fed funds rate - which drives LIBOR higher - bank loan issuers may continue to
reprice such that their total yield stays constant, mitigating the value proposition of bank loans’ floating rate.
However, the demand for repriced bank loans is likely to remain strong, as long as:

1. Rates in the U.S. are much higher than those in Europe (esp. Germany) and Asia (esp. Japan) thereby
driving strong demand from European and Asian banks as well as U.S. investment grade CLOs;

2. Medium and smaller sized U.S. pensions and foundations continue to follow the larger pensions and
foundations in making bank loans an accepted allocation in their portfolios and thereby fueling
demand for bank loans; and

3. Retail investors continuing to buy bank loans.

Despite the recent flurry of re-pricings in 2017, as of the time of writing, Exhibit 2 shows that re-pricings are
declining.

Exhibit 2: Will the Decline in Re-Pricings Continue?
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2A CLO is a collateralized loan obligation, or a pool of bank loans. The pool is segmented into a number of tranches, each with a
credit rating ranging from the highest, safest and lowest-yielding AAA to the lowest, riskiest and highest-expected return equity
tranche. Investors may invest directly in one or more tranche(s), and select the tranche(s) with the most appropriate risk/return profile
to them. Investors may also invest in CLO funds, which are funds that invest in CLO tranches.

3European Central Bank, the central bank for the euro.

4 Bank of Japan, the central bank of Japan.
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Regardless of whether re-pricings continue to drop or rebound to levels seen earlier in the year, we will continue
to monitor whether this is a systematic decline or just a matter of seasonality. We see certain bank loan issuers
trying to reprice a second time after their six-month non-call period and getting rejected by the market, while
other bank loan issuers are successfully able to reprice a second time.

While bank loans are an imperfect asset class, at the end of the day they are still appropriate as one component
of a diversified portfolio. For the go-forward period, bank loans are still a recommended asset class due to their
relatively superior yield to core bonds, senior secured nature relative to high yield’s junior unsecured level in the
debt stack, and floating rate as repricings are expected to gradually decline. Bank loans also have a risk/reward
profile more efficient than many other fixed income asset classes, and provide low-correlating diversification to
an overall fixed income portfolio. While the recent rash of re-pricings has led investors to question the utility of
bank loans, these redeeming qualities still support their ongoing role in institutional portfolios. »
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The sources of information used in this report are believed to be reliable. Marquette Associates, Inc. has
not independently verified all of the information and its accuracy cannot be guaranteed. Opinions, estimates,
projections and comments on financial market trends constitute our judgment and are subject to change without
notice. References to specific securities are for illustrative purposes only and do not constitute recommendations.

Past performance does not guarantee future results.

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs
with a focused client service approach and careful research. Marquette has served a single mission since 1986 -
enable institutions to become more effective investment stewards. Marquette is a completely independent and
100% employee-owned consultancy founded with the sole purpose of advising institutions. For more information,

please visit www.marquetteassociates.com.
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