


























































































pfly the contrnctua l ::imount of interec;t due. and the package of financ ial in formati on on ALF 

submi tted to each appeared to hide thi s information. Thus. Froeba·s statement wi th regards to 

the rating agencies· cou rse of conduc t is fund amentally \\ rong. 

59. Froeba al o di cu e a difference between the Zohar Ill defi nition of Defaulted 

lm·estment and the defin itions tha t re uli in a loan being categorized as Ca tegory 1 in Zohar I 

and Zohar I I - the elimination of the parentheti<.;al .. \\'i thou t regard to any app licable grace period 

or any wai\'er of such default .. from ubscction (a)(i) of the definition of Defaulted Obligation in 

Zoha r I and Zohar II : 

.. Defaulted Obl igation .. : Any Collateral Debt Obligation (other th an any Originated 
pecial Loan Preferred Security that i a Preferred Securi ty) included in the Collateral: 

(a) (i) "i th respec t to \\ hich a defaul t as to the payment of principal and or intcn.:st has 
occurred (1l'ithoul regard to any applicable grace period or any 11•afrer of .rnc/1 default). 
but on ly so long a uch defau lt has not been cured;(ii) with respect to which the 
Colla teral Manager has recei,·ed writ ten notice stating, or as to \\ hi ch the Collateral 
Manager beli,·es, that ... (C) a defau lt a to the payment of principal and/or interest 
(beyond any applicable grace period) ha occurred and i continuing on another 
obligation of the same is uer that i senior or pati lli!ifil! in right of payment to such 
Collatera l Debt Obligation (but in each case only o long a ' such default ha not been 
cured or \\'ai\ cd): 

60. Frocba takes the positi on that the elimination of thi s phrase means that in Zohar 

111. 1he "ai' er of a default is not di sregarded and has the effect o f a\·oiding categorization of a 

loan in\\ hich a defau lted payment is later .. wai,·ed .. as a Defaulted Im e trnenL , - I disagree. 

61. As an initi al matter, if Froeba is correct. he is conceding that a ··wai \'er .. of defau lt 

would require categori za tion of the loan a a Defaulted Obligation fo r Zohar I and Zohar I I. 

62. Addit ionally, Froeba·s opinion about the pu rpose of the rcmo' al of the 

parenthetical is merely speculati on. Froeba cite no e\ idence -upporting hi opinion. Tilton 

her elf testi fied that he did not recal l the reason why thi s language was changed: 

,- Froeba Repo rt ' 65-67. 
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Q: ... Jn Lohar 2. there is a parenthetical phrase that says ... \\'ithout n:gard to an) 
app licable grace period or any "ai' er o r such defau lt .". But in Zohar 3. that same 
parenthetical docs not appear although the rest of that de finiti on appear · Lo be the same. 
Do you recall the rcmo,al of that parenthetical between Zohar ~and 3? 
A: I do not. 
Q: Do you reeal l lun 111g any di 'CU sion · about rcmo\ ing that parenthetical? 
A: I do not. 
Q: Do you - silting here today. do you ha' can understandi ng of why that parenthetica l 
''as remO\ cd'7 

A: 1 don·t. '' 

63. Finally, Frocba ·s opinion that a \\a1vcr is not di sregarded in Zohar Ill is not 

relc\Crnt since. as di scussed in detail abO\C, Tilton \\a::. not .. amending·· loan term or .. wai' ing .. 

default : she'' as simply accepting less than the contractua l amount or interest due. There is no 

documentation as to \\ hat terms go along with her action and none reported to the Trustee. 

" hich l would ex pect i · he "ere " ai' ing a default . For exam ple. " hen Tilton accepted the 

reduced payment what i th e status of the amount unpaid? (This amoun t cou ld be forgiYen or 

due on a suh-.equcm date.) Doe interc. t apply to the mi<;-.1xl pa; ment? Based on 111) 

ex perience, th is lack of deta il is eYidencc that Tilton was not .. wa i\ ing·· a defaulted payment 

'' hen she accl:ptcd !cs - than the contractual amount of intere::. t due. Moreo ' e r. a · discu::.scd 

earlier. Tilton '' a::. not pcc ific about the charactcri1ation or the acceptance or a payment that "a 

lcs. than the amount or interest contractuall y due. u ing the worJs amend. '' ai' c. defer, or 

forgi' e imerchangcably. Froeba is simply putting forward a com cnicnt but unsupported 

justilication ror Tilton· s categorization by arguing that '~ai,·cr ' do not apply to Zohar Il l and that 

\\hat Tilton \\a doing "as " ai ' ing default <> on the loans. There i-. no basis fo r either aspect of 

thi po ition. 

'~ T - 1 T . 1 (6 ? ~ ?() 14) "~.? ?6·9 1 ton e. t1rn o 11 ) - -i _ _)._I - _ . . 
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Discussion of PIK Loans 

64. In my initi al report. J made the imple point that the fact that 'arious restrictions 

on PIK Loans. whic h by their term allowed a porti on of the intere t due to be deferred and 

capitalized. hO\\ eel the imponance of recei\'ing curren t ca::ih flow in the Zohar CLOs. 5
l) Froeba 

sub\'erts thi s point to make the claim that .. the PIK Loan ·pro hibition ... in the Zohar CLO 

actual ly opera tes to allow (by not proh ibit ing) loan · in '' lli ch the borTO\\ er can defer' in ua ll y all 

(or a substantial ponion) of the interest due on that loan ' ' ithout defau lt ing.··"'' As an initi al 

matter. nothing in Froeba· s Report changes my initia l opinion: the treatment of PIK Loans 

(whi ch are permitted to de fer a porti on o f their interest due as defined in each Zohar Indenture) 

a - Category I , Defaulted underscores the importance o f recei' ing current cash now in the Zohar 

C LOs and i ful ly consistent with ca tegorizing loans that do not pay current interest due a 

Category l Default ed. 

65. Morem •er, Froeba is wrong in stating that the Pl K loan defi11itin11 i11 the Zolrnr 

/nde11tures alloll's 1-irtua/~1 · all interest to be deferred. Froeba fa il to con ider that the portion 

of interest that can be deferred wi th rega rd . to Zohar II and Zohar Ill '' ill \a ry with the level of 

LlBOR (and will decrease \\'hen LIBOR increases). Froeba also fa il s to note or consider that 

when ca lculating the " eightcd a\ cragc spread of the col latera l in the Zohar CLO (""WA .. ) in 

order to determine whether the co llateral passes the weighted cn·eragc spread test (the ··WAS 

Test"} The WAS Test is an Indenture test that measure. the iwerage margi n abo,·e th e related 

benchmark index rate fo r the assets. Under the WAS Test. onl y the current pay portion of the 

.;q 
· Wagner Report . .,56. 
60 Frocba Report. ' 88. 
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L:curil) is 10 be considered am! the ponion that ma) be deferred excl uded. t 1 That means. for 

example. that for a loan that i ' required to pa) LIBOR. but may defer all ori1 margin. thL: '>pm1d 

fo r pu1voses of this te twill be 1ero. mal-,ing it difficult 10 pas thi s lest and acquire loan \\ ith 

such features. 

66. Frocba makes fundamental errors and inferences in hi s di scussion of the features 

ol PIK loan and h1 relate(! conclu 1011 . 1-rocl1a stmes that I point to the PIK Loan prohibition 

as e\ idence that the Zohar Indenture · re trict manager discretion O\ er cu rrent inten:s t. h~ That i · 

not a com~ct reading of \\'hat I said . J\gain. no\\'hcrc in my repon do I read the Lohar Indentures 

a · restricting manager discretion O\ er decision \\ ith regard , to the management or the as els. 

including the deci sion to allO\\' a borrO\\Cr not 10 pay the full amou111 orcomractual i111ere ·1 due. 

But I do di stinguish this discreti on from the objecti\ c criteria for catcgori/ation accordi ng to the 

plain language or the Indentures. 

67. Frocba further makes a fundarnemal error by commenting that the ft)ll o'' ing 

sl<ltement from 111) initial report is nol accurate: 

'"[E]\ en if a PIK loan is contractually perfo1111ing. the fact tha1 1he) are a Ile)\\ ed 10 defer 

a portion or their intcre t payment. C\ en if they ha\ e not done SO results 1n categon7ing 

them as Category I loans or Defaulted Im est men ts."·. t-.' 

This is in fac1 accurate by definiti on. Ir a loan meels the defini1ional requi reme nts to be a PIK 

Loan in any of the Zohar Indenture. , it is Category 1 Defaulted. 

68. Frocba then goes on to mah: an inaccurale conclu::.ion that ··the PIK Loan 

prohibition only applies to tho::.e PIK Loans that gi' e the b OITO\\ er the righ t to defer mos! interest 

11 cc the definition of .. \Veighted A\'crage prcad·· in the Zohar Indenture (as amended fo r 
Zohar I). 
h ' - Frocba Report. ' 13. 
"' · Frocba Report. ' 86. 
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due not just .. a portion .. of their intcrc t payment. Thu , the pro\·iso in the PIK Loan definition 

create an except io n that al most m·errides the rn le.··M This statement is not true for Zohar 11 and 

Zohar Ill, because the amount paid mu t at lea t be equal to LI BOR and the LIBOR requirement 

mean that the amount that has to be paid a a porti on of the total interest requi rement wil l , ·ary 

with the level of LIBOR. When LIBOR is low, as it has been fo r the yea r fo llowing the 

fi nancial crisis, then the amo unt that can be dcf"c1Tecl wil l be a higher proport ion or the total 

interest due than when LI BOR is at hi gher levels. For example, consider a loan with a \'ariable 

interest rate equal to LIBOR + a margin of 5° o. The following table sho,,· the intcre t that can 

be deferred a a percentage of the tota l intcre t charged on the loan. The tab le shows that the 

amount of interest that can be deferred fo r this loan i 90.9% of the total interest when LI BOR i 

at .50%, half of the total interest with LI BOR at 5%, and 40% of the total interest when LIBOR 

is at 7.5%. Thus the PIK Loan definiti on does not allow loans that defer most of the interest due 

as Froeba tales. 

LIBOR Margin (which Total Interest Margi n as a 
may be Rate Percentage of 
de fc1Ted) Total 

.50% 5.00% 5.50% 90.9% 

5.00% 5.00~ o I 0.00% 50°0 

7.50% 5.00% 12.50° o 40° 0 

69. Each Zohar CLO also has a WAS Test, which measures the m erage spread or 

margin on the loans and compare it to a benchmark set forth in the Indenture. For an asset that 

has both a current cash pay requi rement and an amount that can be deferred. the calculation of 

WA includes only the amount that i required to be paid and excludes the amount that can be 

04 Frocba. ~86 - 87. 



deferred. For example. assume a loan that is required pa) L!BOR and can defer it::i margin of 

5.00°0. For purposes of calculating the W J\ • the spread on thi. lnan \\Ould be /.Cro. In Zohar II. 

the minimum le\ cl for the\\ 1\S Test is 5°0. Thus if all the loan. \\ere alkrncd to defer all but 

the LIBOR component of the 1ntere. 1 pa~ment. the WA for the a~1.,et \\Ould be 1cro. and the 

test \\ ould be failed. Tlzis .\lzo11•s tlzat there is 1101 c111 i11te11tio11 to a/1011• /oa11s tlzat ca11 defer all 

o r 1 ·ir1ua/~1· all of //z eir i111ere\I pay111e111s due 10 be lzl'lrl by rlz e Zolzar CLO.\. 

70. Therefore, Frocba ·s conclusion tha t the PIK Loan defini tion i e\ idence of the 

imponance in the Zohar CLOs o f loans being able to defer imerest \\ llhout defaulting - docs not 

make ensc. The acqu1 sit1011 of such loans would be limited by the WAS Test; a suffi cient 

number of uch loan would cau e the tc t to fail. 

71. Froeba also fad to con ider the protections the im c 10 1-- bargained for in the 

lndcn1ures 111 choo ing to im est in the Zohar transact ions. includi ng the loan categori7ati on 

methodology specified in the Indentures and the OC Tc b. lli · conclusion effccli\ cly mean 

there is no rea l limit or consequence o r allO\\ ing interc:..t to be deferred on the underl ying asset 

anywhere in 1hc Iran ac tion unti l it actua ll ) defaulted on it payment · to the im cstors. The 

pro1ections of the ln1ercst Co\eragc Tc I (lhe .. IC Tes( ·}, discussed in the nc\t sec1ion. are 

\\ eaker than the protection-.. from the OC Ratio Te · t ~. \\'hi le the deferral of interest cou ld cause 

the IC Test to fail. there is no Indenture E\ cm of Default in the Zohar CLOs ba~cd on failing the 

In terest CO\ cragc Test. 

Hubbai-d 's Reca lculation of the Loan Ca tego ri1atio 11 a nd OC Ratios ba ed on the PIK 
Loan Definition i Fundament all~ Invalid 

72. In ec1ion X of hi:, report. I lubbard recalcula1ed the ca1egoriza1ion of loans and 

1hc OC Ratio · for Zohar II and Zohar Ill a urning that the required interest component of the 

PIK Loan dc1crmina1ion of co llatera l is rclc\'ant to the catcaori za tion or collalera l as Catct!orv 
~ ~ -



I Defaulted. He states ... thus. if the collateral that ~1r. ~1ayer considers lo be .. defaulted .. hmc 

paid interest or al least LI BOR. I ha\ e n:catcgori/ed them as Categor) -tor Collatera l Im eslmenl 

and nx:alculatcd Mr. '.\/layer"s /\c.lju:.ted '\urm:rawr and Adjusted OC Ratro m:corc.l111gly.··•' Thi , 

i' a fu ndamental ly flawed excrc1. e \\'Ith result~ that arc therefore im a lid. 

73. On a thrc:.hold level, the assumpt ion underlying the calculation that the required 

intcn.: L component of the PIK Loan detcrminmion or collateral i~ n:le,ant w tile catcgori7ati on 

of colla tera l as Catcgor) I Defaulted - i:. demonstrably incorrect. l lubbard i appl) ing a 

methodology that i no,,·hcrc in the Zohar 11 or Zohar 111 Indentures. The relel'fmt de.fi11itirm <> 

that lead to Categ01:r I/ De.faulted do not contain any con cept that e1·e11 if the loan did not pr~r 

its.fill/ contractual interest, it ll'Ould 1101 be considered Carego1:ii I/ Defaulted a' long as it paid 

interest g reater t/Jan or equal IO LI BOR. T/Je cmegori:.atio11 must follow t/Je terms of rite 

/11de11ture. 

74. Furthermore. there is nothing supporting the proposition that the loan tcrms 

contractually prO\ ide for a partial pa) ment of intcrc:. t. Instead. a reported 111 the Tru ' tee 

Rcpons. the loan Lcm1 general ly did not prO\ idc for panial payments of intere"t. In Zohar II. 

the Tru tee repo11ed the ca h coupon and the non-cash pay coupon rate and in Zohar II I. the 

Trustee reported the non-ca h pa) coupon rate. The c arc the rele\ ant rates to u~e in determining 

\\ hether contractually due imcrest \\a:. paid: Hubbard did not refer to the contraetuall) due 

amount in undertaking hi calcu lation . Rather. he in~erts into the loan:. ne\\ term · that do not in 

ract exist. 

75. Hubbard funhe r ignore-. the fact that the rele' ant definition that re ult in a loan 

being eategori/Cd as Categor:- I Defaulted require any prior default to be cured (i .e. the mi ....... ed 

<>
5 Hubbard Report. .-49_ 
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p:iyment to be m:ide in full including an) capitali/ed 111terc;.t O\\ ed) before the loan could be 

rcmo' cd from those categoric~. Thu~ it i~ not only the current pa)ment that nceds to be 

IT\ iewed. but also \\ hether there ''ere an) prior default'> and rr the) had been cured. I re\ ie\\ cc.I 

the Patriarch pread hccts for the loan · to 1-1 Portfolio Companies referenced in paragraph 34. 

abo\ e. and found that some loans made no payment at all on date ''hen intere t wa~ 

contractuall y due. The e loan · therefore \\'Ould be Category I Defa ulted e\ en if. under 

ll ubbard's hypotheti cal construct. they latcr ;.ta rted making interest payment of at lea;.t LIBOR. 

Thus as·uming that omch<)\\ this false construction that a loan \\ ould not be Category 

I Defaulted if its current pa;ment is at least LIBOR were true (\\hich it clearly i not), the 

requirement that a loan \\OUld be Category I Defaulted until cured would change Hubbard· 

re ults and make the re ult · he did report il1\ a lid. Thi '' ould also apply i r any cash payment on 

a loan was shown to be le than LIBOR and not sub ·equcntl) cured. 

Interest Co\'ernge Test 

76. Froeba and I lu bbard also auempt to ignore the plain language or the Zohar 

Indenture b) pointing to the fc,c l or the cu ·hion in the CLO . lntcrc · t Co,crag.c Ratio ('"IC 

Ratio .. ) tests to urgue that panics to the transaction "ould ha\ c kmrn n that intcre t payments 

\\ ould be mi ed. and thu could not hm c intended that a missed or reduced intcrc~l payment 

\\Ould cause a loan lo be categorized a.;; Category I Defaulted. But Froeba and Hubbard 's 

rfi,.cu n ·io11 of the Interest Col'emge test mere~r stale 11•/iat is true about the teo;t i11 all CLOs -

that th e cu ., /iio11 between rite te.\f lei•e/ a11d rit e reponed le1•e/ of tile Interest Coi·erage Ratio 

('' IC Rmio ") means that 11ot all the 1111der~1 ·i11g companies had to make their fit!/ interest 

payment.\' to pa.,;, r!ti.;,· te.\ t. To conclude from this that loans that did not make their full interl: t 

payment \\'ere not intended to be haircut for purposes of the OC Ratio docs not make cnsc. 
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\\hi le certain e\ ents. such a.., the failure to pa) contractual I) due interest\\ ill cau ' C both ratios to 

decline. as discussed bckm. the te:::.ts also capture dil'fercnt things. The IC Ratio captures thing · 

that can impact the amount of interest earned on the assets. includmg things not necessaril y 

related to the cred it of the loan . Additionally. a, di ·cussed in the next -ection or thi report on 

ne,ibility \\ithin the Zohar CLOs. the OC tests \\Cre also :::. tructured \\ith a significant cushion 

b.:fon.: 1rigg.:rs "ould be hit. 

77. Th<;; IC Test is a common test in CLO" that generally compares the amount or 

mtcrcst co llected \\ ith the amount of interest 0\\ cd on the CLOs notes. The fact that the IC Te:::.t 

had \\hat may be a greater cushion for a reduction in interest than the OC Test has no rele\ ance 

ror ho\' the Joan.., ..,hould be categori/ed and the impact on the OC Tc L bccau:::.e they capture 

different th ing . The IC Rauo can be impacted bye\ cnb and changes un related to the credit of 

the loan that ha\ c no impact on the OC Ratio. The numerator in the IC Tc 1 ratio will include 

the amount of intcre ' t collected on the loans and" ill \i.H) ba cd on a range of factors. not al l of 

'' hich wou ld result in a ch<rngc in the OC Test rati o. The IC Ratio is impacted by both the 

amount of pcrfom1ing loan and the rate being earned on tho e loan . As the a\ erage rate being 

ea rned on performing loans dec lines. the numerator of th e IC Ratio. and therefore the ratio itself. 

\\·ill decline. There \\ ould be no impact l) J1 the OC Ratio because a change in the aYeragc 

contractual rate being earned docs not affect the OC R<1110 

78. As in the discu. ion abo,·c on the proportion of intere t being dcl'etTcd for a PI K 

Loan. the IC Ratio is also impacted by the Jc, cl of LI BOR. For a gi' en amount of loans and 

bonds outstanding whose interest rates are set rela t iH~ to LIBOR, the IC Ratio \\i ll increase a. 

LIBOR goes dO\\ n. Man) loan also contain a floor on LIBOR. i.e. ror purpo~e~ of calculating 

the interest rate on a loan. the floor kH~I of LI BOR will be u cd if the actua l lc\'cl or LJBOR is 
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bclO\\ the tloor. This fu11hcr impro\ es the IC Ratio because the bonds genera ll y do not ha' c 

corrc:.ponding noor:. . Thi ::. i:. illu::.tratcd in thc folio\\ ing c.\ilmplc 

Amount of Loans 
Amount of Bond 

Margin on Loans 
Floor on LIBOR 
i\fargi n on Bond:. 

Ongoing Fees . ubt ractcd from 
interest on loans 

Payment Frequency 

~BOR 
et lmere::.t on Loans 

1 !\ct lnterc::.t on Bonds 

IC Rat io 

I 

1.2 -0.000.000 

1.000.000.000 

500 ba i point 
I 0 o 

50 ba:.1s points 

I 00 ba ::,is points 

Qua rt er! \' 

5°0 
28. 125.000 

13.750.000 

205°0 

0.500°0 
I 15.625.000 

2.500.000 

625°0 

Thi table sho'' thai fo r the . amc amount o f loans and bonds. the IC Rat io can' ary dramatically 

ba::.cd on the lc\ cl of LIBOR. By contra ::H. the OC Ratio "ould be the ·ame in both 

circumstance · prc ·ented. 

79. /11 .mm, rite IC Ratio and OC Ratio tests measure dffferent tlti11gs, and rite fact 

tltat tltere is a c11sliio11 in Ifie I C Ratio i .\ .\ imp(r 1101 relem11110 the partie.\ · i111e111 regarding tlte 

proper categori-:.mio11 of loa11s for p11rpo.\es of tlte OC Ratio. Among the circumstances that 

\\ ou ld cau ·c the IC Ratio to decl ine'' ithnut an impac t on the OC Rat io are: ( I) changes in the 

yield at "'hich nC\\ as cb can be acquired by the CLO during the Rcim·e· tment Period: (2) 

disproporti onate payo ffs of higher yield ing a:.set : (3) changes in the mix of and yield being 

earned on focd and noating ra te loans: and ( ~ ) a:, described abo' c change · in the le' cl o f 

LI BOR. C\'Cn i r all the interest rate ' on the loans adjust based on LIBOR. 



III. Fle.x ih il ih in th e Zo ha r CLOs 

, 0. Tilton· , e\pcn-. also attempt to a\oid the plain language or the Zohar Indentures 

regardmg eatego1uat ion of as-.et · by arguing that categorizing loans that do not pa) full 

con tractual interest as Category I Defaulted (I) i ineon-,i ·tent with the Fund -· ' trategy and (2) 

\\ ou ld limit the flc:-.ibility Tilton required to properly manage the assets. As discussed in thi s 

secuon. thee po Ilion::. an.: both fundamental !) \\rong. Fir::.L. lihc <111 CLO::.. (<1nd ::ill1.1ctu1cd 

finance sccuritic in general). the Zohar CLO arc structured and si7Cd to \\ ithstand a le\ cl of 

defaults and non-payment of' interest consisten t with the risk charac teristics of the collateral. The 

proper categori1:ation of as::ieb that <lo not make their contractual payments is importnn t to 

mea ure the actual perfornrnncc of the as et again t the stressed le\cb of defaults and non­

payments analy/ed in structuring and rating the transaction. Second. the position that the 

categorization of loans that do not pay full con tractual interest as Category 1 Defaulted \\'Ou ld 

limit Tilton· s nexibility i ba -cd on incon-cctl) conru · ing the catcgori1ation methodology 

pecificd in the lndennire with placing the loan 111 default by the Collateral Manager. A · I ·tated 

clearly in my reporL the e are not the ame thing. Properly categori7ing a loan ba cd on it 

payment ::.tatu docs not require the Colla teral Manager to cal l a default on the borro\\·er. 

Prnpcrl ~ catcgodLing assets i not inco n i tent" ith th e Zohar Fund 'stra tegy. 

I . Hubbmd take the po. ition that becau<>e the Zohar transactions are dc' igncd to 

im est in spcculati\ e-grade debt collateral. "hich ha\ c a high risk of mis~ing interest and or 

principal payments. the panics :-.hou ld e'\pcct that some distressed companies would remit less 

than full stated intt:re:.t paymcms and therefore. it \\ ould be incon i tent to a1.:tually catcgoriLc 

uch mi cd payments a Category I Defaulted. This po it ion i • fundamenLally nawed with 

regards to CLO bccau c "hilc im c::. tors expect that there will be some amount of loans that do 
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not pay thei r full contractual payments of interest or otherwi e defaul t. they also ha,·e bu ilt in 

te ts that measure the le\·el o f defaults and provide for the potenti al correction of a declining OC 

Rati o berore an Indenture E\ en t or Default is reached, by redirecting subordinate ca ' l1 llow to 

the payment of principal on the Zohar notes. 

82. The Zohar tran action were trucrured in order to with rand a le\'el of defaults 

consistent with the ri sk charac teristics of the assets. tructural fea tures designed to allow the 

transaction to withstand such defau lts include the le vel or 0\ crcoll aterali7a tion or the 

transaction and the excess spread resulting from the difference between the yield charged on the 

as ets and the cost of the Zohar CLO debt. Additionall y. as di cu sed in my report there are 

perfo1111ance tests including the overcollatera I ization tc t and the int ere ·t co\·erage test. with 

trigger designed to protect im·estors a the perforniance of the transaction deteriorates. Properly 

measuring the perfonnance of the assets is part o f the structural integrity of the transaction 

designed to protect im estors. 

3. Therefore. although in my ex perience im·estors and the rating agencie ant1 c1pate 

tha t there wi ll be default s on the a sets held by any C LO. it cannot be the case that such defaults 

wou ld not be properly measured and reported. If the level of defaults approaches the stress leYel 

assu med in rating and anal y7 ing the transacti on. th en the triggers buil t into the transaction hould 

become operative to protect th e i m·e. tor . 

84. In general, a CLO· s test le\'cl s arc not set at ··hair-trigger ... designed to be hit as 

soon as defaults begin to occur. Instead, there arc signif"i cant cush ions built into the tests before 

a trigger is hit. Th is i- the case for the Zohar C LOs a wel l. Indeed. Froeba and Hubbard 
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di scuss the large cushion in the IC Test but fail to consider the cushion in the OC Test le\ els. 

For example. in Zahar II and Ill, the test le' els for the OC Test include the f01lowi ng <'0 : 

Remedy Zohar II Test Le,·el Zohar Il l Tc, l Lc,·e] 

Re-direction of ca h fl ow 112% 112.7% 

Li mitation on Acqu i it ion 112% l I 2.7°0 t)~ 

of New Co ll atera l durin!:! 
the Reinvestment Period<,-
Earl ) termination of the I 05°0 (A number calcu lated I 05°·0 
Rein,·estment Period by adding 3 to the Adj usted 

E\'ent of Default 
Overcol latera liza tion Ratio) 

Indenture Event of Defau lt I 02%. (A number calcu lated 105% 
by ubtracting 28 fro m the 
OC Ratio as of the mo t 
recent anni,·er ary of the 
Ramp Up End Date but no 
less than 102 or more than 
I 07). 

These te t levels provide a significant cushion before they would be hit. Based on the minimum 

amount o f col latera l the transac tions were designed to acquire and the amount of Class A Notes 

i , ued, the tarting le' el for the OC Ratio for Zolla r 11 " ould be 1 22~0 and the OC Ratio for 

Zohar Ill wou ld be no less than 125° o.<'9 The amount of assets that cou ld be categori zed as 

Category I Defaulted before the OC Ratio would hit a given test le' el is based on the reco' er) 

00 Some of these levels may \'ary based on a matri x of tests and collateral characteristi cs set fo rth 
in the Indenture. The matrix allO\\ the Coll atera l Manager to choo e fro m a range of collateral 
charac teristics that wo uld then impact the OC Test leve l If the Collatcra I fanagcr choo. cs a 
riskier portfo lio as measu red by the Moody" s Rating Score. then the OC Test le\ el wi ll be 
higher. ee the definition .. Ratings 1atrix .. in each Indenture. 
b - This is a test that had to be met in order 10 ma ke or acqui re a new loan du ring the 
ReinYestment Peri od. This te t le,·el did not apply with regards to a draw on a loan commitment 
that was previously made by a Zohar CLO. 
6

' ln Zohar 111, if thi s ]e, cl is failed. new co llateral could continue to be acquired as long as the 
acquisition maintai n or imprO\ cs the ratio. This " ould generall y be the case as long as the a ct 
wa acquired at a price belO\\ par. 
r. <J The e OC levels arc based on ramp-up pro,·i ' ions in Section 7. 13 of the Indenture. 
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rate assigned 10 the as et by the rating agencies. The 'alue of the a::.sct fo r OC Test purposes 

\\'Ould be equa l to its balance x the IO\\ est of the & P or '.'\1oody· s le\ el for the recO\ ery rate. -o 

The specific fomrn la fo r detc1111ining the percentage of a sets that could be categori7ed as 

defaulted equals (OC Le\'el Test Lc\'el) (100°0 - Recovery Rate)*( Debt Assets). For 

implicity. I ha\ e consen·a tiH~ly as ·umed a rcct)\ ery rate of 50° o. "hi ch is lmH:r than tht.: 

a\eragc recmcry rate genera lly being reported for the Zohar II and Zohar Ill CLOs in the 

Trustee Reports. If the a\erage recmery rate · arc abo'c 50°0. ' ' hich i:-. genera ll y the ca .... e fo r 

Zohar II an<l Zohar 111 . the maximum percentage of defaulted assets would be higher. The 

folio\\ ing tab les present the cushion as a percentage of a et . ba cc.I on a reco' ery ra te o f 50°0 

and the targeted bel fo r the in1t1al O\ercoll aterali Lallon rauo in Zollar II and Lolla r 111. 

Zohar 11 (Assumed Startin!! OC Ratio: 122° o) 

Remedy Tc t Le' el Cu .... hion Ma,imum 
Percentage of 
Defaulted 
As::.ets 

Redirectio n of Cash 112°0 I 0°0 16.4° 0 

Flow Limitation on 
Acqui ition or New 
Col lateral - .-
End of Reim·e_ tment I o-o o 170 0 27.9°0 
Period 
E' ent of Default 102°0 20°0 32.8° 0 

-o There is also generally a prov ision to refer to the ma rk et ,·alue of the as ·ct if it is less than the 
recO\ cry rate. but that only appl ie if such mark et' alue can be obtained . I ac:;sume that "u h 
market ' alue i::i no t a' ailablc because of the pri' ate nature of the Zohar collat1.:ral. 
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Zohar I I I (Assumed Startin!.!. OC Ratio: 125° o) 

Remedy Tct f c,cl cu-- h1on 1\1aximum 
Percentage of 
Defau lted 
Asseb 

Redirection o f Cash I 12.7°0 12.3° 0 I 9.7°0 
Flow Limitation on 
Acqui ·it ion o r 'C\\ 

Collatera l-, 

End or Rci n\'cstment 105°0 20°0 32°0 
Period 
£, ent o f Defau lt 105°0 20°0 32°0 

As the:>t: tabk :> :>hO\\. appro:\imatcl) 16°0 - 20°0 o f a ll assets o f the CLO \\Ou ld lul\c to be 

categori7cd as Category I Defaulted before cash llo\\ "ould be re<l1rec1ed or a ne\\ a ct cou ld 

not be acq uired. and approximately 32°·0 - 33°0 or all as-.;ets o r the CLO would ha\C to be 

defaulted before an "E' cn t o f Ddault" occum.:<l for the C LO. These tables sh ow that tile OC 

Tests were 1101 \'et at " flair trigger" /e1·els. Thus. it is imp!) not the ca e. a · Hubbard opine ·. 

that becau e ·orne di ·tressed companies "ould rc 11111 le-.s than ful l stated intcre t paymellls. it 

would be inconsistent to actua ll y categorize uch missed pllyments as Clltegory I Defaulted. 

5. Further, e1•e11 ({'the proper charncteri;,atio11 of assets triggered these e1•e11ts. 

suclz an ncc11rre11ce ll'ould 11ot.f1111dame111al~v deprfre Tilton o.f tlle.flexibili(1• lzer expert.\ claim 

she n eed.,· to 1111111age the 1111der~1·i11g ai;,·er.i;. With regard-. to the ca-.h llO\\ triggers. 11 \\ Oul d be 

up to Tilton if the reduction or the subordinated management fees or the preferred share 

dis tributi ons \\ oulu cau~c her 10 change her approach to managing the asset...: hO\\'e' er. this 

hould not be a direct cause o r a los · o f the discretion ~he require . \\'hilc an E' ent or Default 

under the Indenture\\ ould be a greater challenge to manage th rough. C\ en that docs not require 

-, In Zohar I IL a ne\\' a. set can be acquired i r thi s tes t le\ el i breached a~ lo ng a uch 
acquisition mainta ins or imprO\ c ' the ra tio. 



or mandate a liquidation of the a:.set:. or the rerrn)\al ofTilton from the rnk a:. manager. ln .,tcad. 

the remedies after an E' ent o f Default ,,·ou ld gi' c the im estors a greater say in the management 

of the as:::.cb: Tilton \\'Ould ha' c to com ince the im estor-, as to the be-,t cour-.e of act ion '' ith 

regard · to each asset and \\Ork \\ith them to reach solutions to maximi1c the \aluc fo r the 

im cstors and Patriarch. 

6. In addition to the cu .... hion . in th<: oc T<:st thcms<:h C'> di-,cus-,ed abO\ e. rroeba 

di cusses the fact that the Zohar CLOs do not include t\\ O standard pro' isions in most CLOs as 

_, 
··expanding the Col lateral Manager"s disc retion ... - The e include'' hat he calls Deep Discount 

Purcha e Lirnitatiorr and Par I laircut<> fo r Exec s Caa CCC Concentrat ions. , ("CCC Bucket"'). 

As an initi al matter. the e.\.clusion of these t\\ o prO\ i ... ion-, imp!) doc-, not mean that Tilton and 

Patriarch could ignore the pin in language of the Indentures" hen ca tegori1.ing loans that had not 

made contractual interest payments. 

7. Further. ,,·hile the lack of thc<;e two prO\ isions doc. not directly impact the 

discretion Tilton has to manage the assets. the) do pro' ide added flexibilit y to Tilton to manage 

the OC Ratio ·. For example, in most CLO the acqui · it ion of an ns:-.et at a discounted price set 

below a benchmark of 1)1Jical ly 80°0 \\'ould be carried fo r OC Ratio purchase at its purchase 

prie1: rather than the par amoun t of the asset. ince thi::i prO\ i. ion docs not apply in the Zohar 

CLO'. Tilton could increa:-ic the OC Ratio by buying km priced assets. Thi is because the cash 

u ed to purchase the a ·set \\ ou ld go down b) the price paid. but the \ aluc of the a ·::iet f'or 

purpo c o f the OC Ratio \\ou ld be the full face amount of the a :.ct. The lack of the CCC 

Bucket also keeps the OC Ratio:. in the Zohar CLOs higher than the) \\ ould othen\ ise be if there 

were a high concentration of CCC as::.1:ts due to deteriorating performance o f the assets. In t) ther 

-:c Froeba Report • I 0 . 
-
3 Froeba Report ' 114 - I 15. 
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CLOs. the exec ·s concentration of CCC assets abo' e the concentration limit wou ld be haircut. 

reducing the OC Ratio. Thu . Tilton had other tools at her disposal to su pport the OC Ratio and 

potential!) a' oi<l or defer hitting the trigger le' els f'or the OC Ratio if" he proper!) categori/ed 

the assets. Thus. the fac t that these two j)J'O\ isions arc not included in the Zohar CLOs actuall y 

undercut · Tilion·s experts· arguments tha t proper!) categori7ing loans that missed their 

contractuall y required interest payments \\"Otild h;l\ e unrea onably re. tra ined Tilton· ability to 

manage the CLOs. 

88. J\dditionall y, "hile Frocba points out pn)\ ision that nrn y be dirferent from other 

CLOs a. discus ed in thi . report. and which gi' c Tilton more flexibil it) to manage the OC Ratio. 

he arri' es at the fundamental I) '' rong conclusion - .. that the parties 'ic" cd the co,·cragc tc. ts. 

particularly the par te L. different!) than in tandard CLOs:·-.i That is plainly not the case. The 

parties to the transaction include the im estors; a · di scussed in 111) report, they understood and 

expected that assets that had not made the payment of contractual interest due \\Ould be Category 

I Defaulted and hme haircuts applied for purpose · or the calculation of the OC Ratio. fl1 .\L1111, 

tile OC Te.\tS operate si111 ifar~1 · to otl1er CLO.' and are designed to h aircut assets that are 1101 

con tractua/~1· pe1fo r111 i11g. 

89. Hubbard al ·o talks about a. pecL of the OC Ratio and the OC Te t that "ould 

ha' e been operative or a' ailablc to Tilton a the OC Ratio declined. The. e include the workings 

of the 1e ·1 it elf- if the trigger \\ere reached. the OC Tl.'.sl \\Ould direct cash lo pay dtrnn the 

Za har notes. at a minimum slO\\ ing the decline or the OC Ratio from \\hat it" ould othern i'>c be 

wi thout thi · feature. He also point ou t many possible ' tcps that Tilton could ha' e taken that 

would ha\·e poss ibly impro\ cd the OC Ratios. includ ing a different mix of as ·ets and purcha::.c 

- 4 Frocba Repo11 ' 124. 



price . ... , \\'hilc ''hat Tilton'' ou ld ha\ e done is purely spcculati\ e. the fac t that the potential for 

these actions e,\Jsl further undercuts the argument that the proper categorizat ion mcthodolog) 1s 

inconsbtelll \\ ith the Zohar Funds· ... trntegy. 

90. I lubbard abo mistaken!) argues that the categori1.:ation or loan as Category 

I Defaulted i incon i tent '' itll the Zollar Fund's strategy because the Fund \\Ou ld be limited in 

acquiring ne\\ assets if Defaulted Assets exceeded 5° o or the assets in Zohar 111. as an example.'"<> 

Thi s s tatement demonstra tes a lac k o f unde rs tanding of the structure of LOs. Like , ·irrually all 

CLOs. the Zollar CLO · ha' e Eligibility Criteria that must be met '' hen acqui ring nC\\ assets. 

Ho\\e\ er. the tran action generally pro\ ide that if" a particular Eligibilit) Criteria 1s not met. a 

pur ha -e may be made a long as the le,·el of the Eligibilit) Criteria that is not being met 1s 

ei ther not made \\Or c or improved. The Zahar Ill Indenture state. : 

Not\\'ithstanding the pro\·isions of ection 12.1 (a) ... (D)to the extent that any one or more 
of the Eligibility Criteria in any of clnuses (4)(8). ( ). (9)(z). (13). ( I ). (23)( 8 ). (26) 
through (36). (-t I ) 1hrough(-t5) abo,·e arc not met. 1hc I suer and or the Zohar ub::..idiary 
hall con tinue to be able LO acqu ire or originate Collateral Im_~ tmcnt · to the C.\tcnt any 

such unsa ti sfied Elig1bilit) ritcria shall not be made ''orsc ... 

Jn Zohar Ill, the limitati on on Dcl'aultccl A sets to 5°0 i::.. in clause (27). Thus. even if Delaulted 

A et exceeded 5°0. an as. ct ou ld continue to be purcha ed prO\ ided that it did not make the 

le\ cl of Defaulted Asset '' orse than it ' ' as before such acquisition ... , Hubbard fail to rccogn11e 

or acknowledge this prO\ is1011 . 

-s Hubbard Report ' 34. 
_: I lubbard Report • 21. 

Zohar Il l Indentu re Article 12.1 (b). 
'"\ There is a substantial ly -imilar prO\ i ion in Zohar 11 : thi s pro,·ision requires the le\ el to be 
impro,cd. 
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Categori1ing assets as Ca t ego r~ I/Defaulted is not the same as eHrcising defau lt remedies. 

lJ 1. '.\1u1Ta) abo attempts to ignore the plain language t'f the Zohar lnc.knture-., 

regarding catcgori1ation t'f a-.-.ch b~ arguing that ··Dl'f'aulting Pt1rtfol1t\ C\lmpa111c ... ' ' l'Uld lw' c 

harmed the Zohar ~unds ... -, '.\1urra).:, entire d1scUSS1l)Jl of tk·..;ibility and the impact or proper!) 

categori/ing no..,-.,eb is fundanH?ntnll~ 11<1\\ ed h) the failure to di-,tingui-.h bem een the 

cate;;ori:.atio11 tif an a-.-.et <h Categ11r) I Defoulted fi.1r puq1ose-. of the ZohL1r CLO Indenture,., 

and Patriarch e\crcising the tlt!fault remedit!.\ again...,t a bNro\\ er that foiled to pa~ the 

contractually due amount of 1nte1est. She di .... cuso..,e.., the foct tha t c.kfoul ting portfolio companies 

unneecssaril) would ha' e hanncd the Zohar f'unc.k but fails to recogni/e that categori1ing ;m 

a ·set a ... Cntcgor) I Defaulted dl1c-. not require Patriarch 10 default the cl1111pan). A.., I ... tatcd in 

my rep0t1. cntegori1ing an nsset as Category I Dcl:1ulled does not require Pa triarch to declan.· a 

default on the related as-.et. Tilton can ctHHinue to u-.e di-.,cretil~n in 11wnag111g the a:-.-.et to 

ma~im11c the' alue of the wmpan) as ..,he -.ees fit. 

92. '.\1u1Ta~ also general ly cnticizcs my approach" hen ... he ... rntcs "Wagner repeatedly 

states in his report that ··im e .... tor-. in CLOs expect that the Collateral '\1anagcr "ill fol Im\ the 

Indenture to the letter:· impl:•ing n litcrnl reading and interpr~·tation.' ' ' Thi.'. l.'.Onten t 1~111 thnt 

Ill\ e"tor-. 111 Cl()~ e\pect thi-. 1-.. ct\JTL'Cl it i' "hat im e:-.lt\rs 1n CLO:i and 'llU\.'.IUrL'd finance 

securities gL'ncrall) C)o..pec1: Ill) op111ion i::. based on reading the Indenture and f1.1llo" ing it. 

\ 1urra) impl ic-. there'" -.0me1h111g '' rnng "ith thi-. appro<ich. 

9J. \., a re,uh 111' hl.'1 fail ure to ad.JH\\\ ledge the difference bet\\ een the h1<m 

categori1at1un for purvo::.c::. 1.1f the lndt:murc and dcfoull1ng a t:ompan). !\h11Ta) abo i1K\)rrcctl) 

discusses my assc11ion that the im cswr:i were harmed b) 11 Iton · s categori1ation approac h. She 

'.\1 urra) ReplH1. ~ect1011 lllC. 
" Id. ' SI. 
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state::. that. ···1 he erroneou::. embedded a::.sumption underlying \\'agner· s t1pinit11b is that thl' loan 

modification-. undertaken b::- Patnan.:h did not 11ll\ e an important bu-.ine..,.., pu1vo-.c for the Zohar 

funds. C\ en th0ugh the DI\ 1sitln has not challenged ht'\\ Tilton used h1.·r dhl.'.rction:· E'en 1f 

Tilton·-. acceptance of le-.-. than the contractual anwunt o l' intl'rc-.t due had an importan t bu-.1nc-.-, 

pu1110-...: (and I did not opine on '' hether the) did). as I c-.:plain..:d in 111) initial rcpon the failu r..: 

to propcrl) o.:atcgoriLe loans ha1111cd 1m estors b) t'' er-.tating the o, er..:ollateral intitin Rat in'. 

failing to proper!) nllocatc paymenb of principal 10 im c-.tors. nnd potentially denying them their 

rights folio'' ing an Indenture E' ent of Defau lt in Zohar II. 

94. '.\1uml) aho cnllo.:i/o.:-. my report for foiling w con-.1der that Tilton ·-. dc..:i-.ion-. 

.. had the potcnllal 10 bencli t the /.ohar Funds for rn o rea-,0111< I) the> \\ ould ha\ e pnn 1tletl an 

enhanced liquidit) ru1rn ll) It\ the Port fo lio Compn111cs .... and 2) the /.ohar Funds \\ere also 

cquit) ho Icier-. of man) of the Portfol io Companies such that the) "ould benefit frcrn1 the 

ultimate emcqm-.e \alue of tho: compamc::-.."·'' Thi-. '>Wlcn11.:n1 again rl'llc..:b '.\1urrn) "s 

fundamental failure to recognl/e the difference bet\\ cen the ca1eg01"11at1011 of the loans and 

··defaulting the companies."" Because the) arc 1w t the ... ame. Tilton could hm c proper!) 

categnri1ed the loaih and -.1ill 111ade the ... ame dec1sllllb \\1th respect to the Ct'mpamc::, as long as 

she rema111cd the Collateral \1anagcr and the im e'>tlir., Llw ... e no t tn 1enw\ e her or liquidate the 

loan-; if an Indenture E\ elll nr Default took place. ,\ml becau ... c the dec1si0ns that 'I ii ton made 

eategor11allon 111l'thodolt'g> for the im est or-." a-. tn harm them: there'' ere no benefit::>. 

'I Id . ..-() I. 
' 2 ld . • 62. 



I\'. lln cstor Consider ation 

95. As described by Til ton· s E.\perts. the Zohar Funds \\ere designed to 111\ est 111 

highly risk) and spcculati\ e assets. But Tilton· . Ex pen fai I to ac knO\\ ledge that the Funds 

financed thernsch cs by offering \\'hat wa suppo ed to be low risk and low yield ing debt in the 

CLO market. In order to do thi ' . the LO had to meet the objec ti\ e of both the Co ll ateral 

Manager in can ) ing out Tilton· strategy and the objecti\ c of the im c::-tors to im e:.t in IO\Y 

yielding but high credit quality debt. The CLO brought the -c t\\·o together by crea ting a 

-.1111c1ure that bridged both of the-.e objecti\ e:.. This is the approach I took in 111) e'\ ten. i' e 

experi ence in . tructuring. documenting and marketing CLO - find ing a way to meet the need' 

of both the im estors and the Collateral Manage r. Yet. nO\\ here in the Tilton' s Ex pert ' . Repo1is 

i, there n di scu:::.sion of how im estors '' ould be protected or impac ted bnsed on cnch Experts· 

opinions. 

96. T!t e opi11io11s of Tilton 's Experts 011 the breadth of Tilton\· discretio11 

ene111ia/~1 · ll'rite out t!te protectio11s i111·e.\tors belie1•ed they had through tile tra11.\actio11s ' OC 

Te.\t\· because under their construction. the amount or assets that \\ ere not making their 

contractual paymems would not im pact the test de -igned to mea ure exactly that occurrence: in 

fact there \\O uld be ,·i11ually no limit to the amount of non- or underperforming assets unti l an 

Indenture £, cm of Defa ult " a · reached. By design, CLOs ha' c mechani sms to prote t in\'cstors 

thal rn kc effect before such an C.\ trcmc re ult woul d take place. 

97. Ti lton· s Ex perts also fa il to recogni 7e or acknO\\ ledge that the tram.action!:> rcncct 

the aurecment of both Patriarch and the im estor to the term a tatcd. Add it ionally. "hi le 
'-

Tilton· ::. E:-. perts point out that Tilton· s strategy im oh cd risky and spcculntin! sccur·itics '' hich 

!:>hould be expected to ha\ c payment shon ta lls. thcy don ·t consider the fac t that the Zohar C L Os 
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arc highly structured transaction de. igned to fund Tilton· strategy wi th debt tha t was of low 

ri sk and high inYe tment quality a ' ' ignified by the willingness of MBIA to insure Zohar I and 

Zohar 11 and the ratings of AAA by S&P and Aaa by Moody" - on Zohar III which wa 

unin ured. Theim e ·tor' in the Zohar debt are looking for the retu rn of principal and a modest 

retu rn on thei r im e tment. not equity-like returns that may acc rue from the underlying strategy. 

It is unrea. onable to assume that the i11\'cstors in AAA rated CLO debt wou ld not ex pect 10 be 

protected by test common 10 , ·in ual ly all CLO and which \\'ere clearl y present in the Zohar 

transact ions. 

98. Hubbard comment on the fact that the credit rating on the Zohar Fund · 

colfa1eral ·· ... reOect their ri sk of non-payment .. bu t fail s to consider what the high credit ratings 

on the Zohar CLO notes mean to the investor . He quote the definition of the rating of B by 

Moody"s. In contrast, Moody' s state that obl igation rated Aaa -- such as the seni or CLO notes 

of the Zohar CLOs -- arc judged to be of the highest quality, subject to the lowest level of r i ::. k. ~:i 

Similarly, S&P tat es that ··an obligation rated ·AAA· ha the highest rating as ignecl by 

Standard & Poor· s. The obligor· s capaci ty to meet its financial comm itmen t on the obligation is 

extremely t rong:·~~ Thus. the trueture of the Zohar CLOs and the protections built in through 

the Indenture prO\·isions allO\~ ed lo\\ -ri k enior notes to be created from high-risk spccu lat i,·e 

a set~. Based on my ex reri ence in the structured finance industry. investors would haYe 

expected the structural protecti ons to work as documented in the Indenture in order to limit their 

risk from non-perforn1ing assets. Indeed, among the term required to obtain the AAA Aaa 

rat ing ''ere protection · to the im cstors in the form of the OC Tc ts. the catcgorit::at ion of assets 

and the re ult of hining the uigger . 

x:i Moody"s Ratings Symbols and Definitions, August 20 15. p. 5. 
H Standard & Poo1 .. s Rating Definitions, .I une 22.. 2012, p. 5. 



99. While of cou rse the Zohar debt im cstnrs arc interested in the succes of Tilton·s 

strategy. as senior im est ors they do not depend on Patriarch eaming high return on the equit) in 

the Pon fo lio Companie : they expect to be paid back m full e\ en in scenarios in \\'hich Tilton 

docs not get a retum or loses 1110111:y on the equity of the Ponfolio Companies. The CLO 

tructurc is de igncd so that e\ en 111 such an occu tTcncc. the debt im cstOJ" \\ ould not necessarily 

lo e money a, \\cl I. 

I 00. 1\1urray state.:: that it is unusual to hou"c a Distressed Debt Turnaround stratcg) 111 

a CLO.'' I ltl\\ C\ er. once Tilton determined to uti lite a CLO to finance her strategy. she abo had 

to II\ c \\ 1thtn the COJhtrntnh or the -.,tructurc. Thal -.tructure prO\ ided Ile\ ibilit) and discretion to 

manage the <.h-.cb. but abo h.id a :-.cncs o f tests ''1th rcgards to the allocat1 011 o r cash tlo\\ sand 

the pos:-.1bilit) or reaching an [, ent of Default based on the perfomrnnce of the assets. These nrc 

standard fi:aturcs t1fa CLO. designed to proH:ct the debt imestors. and it \\ Ould not be n:asonabk 

to a-.sumc thm a CLO could be -.uccl'-.,sfully structurl'd \\ 11hout an) :-ouch tesh in order to prm 1dc 

maximum tle:-.ibilitY for the Collntl.'ral !\1anaucr. . ... 

I 0 I . As a result nf raising money in the CLO market. Tilton abo took on obligations tl1 

the 111\ cs10r:-.. .\ -.. dcscnbL·d 111 Ill ) 1mual rqwn. b) !~11li11g to propc1 I> ca tegorize the <h'>Ch. 

·r ilwn ' iolated the-.,e nbligat1t111-. and benL·fi ttcd through the pa) ment o f -.,uhnnl inated 

management fel.' ::. and equity di ::. tributions "hilc ha1111ing the im e:.tor-. b) d1.:n: ing them their 

contractual pn1tccti~1 n-., in the lndc111u1T. 

Agreements (!he .. Slandard of Care··) require~ 1hc Collaicral \1anagcr IO .. u..,c rca::ionahlc care 

and the same degree of ::.kill and attention ... cxen.: iscd by institutional im e-.tment manager~ of 

,, 
· \1um1~ Rcpo11. • I (1i) 
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declslt)nS \\ ith respect l0 the loan-, met thi-., et)lltraetual standard. i\ 1u1Ta) b \\ eighing r1 lton. '> 

actinn-, under her incom.·ct as-.,ertion that cntegori1ing an as:;ct \\Ould hmc required Tilton to 

default the company and harm the Lollar funds . I ilrn L'\ L'r. categori1i11g an assL't pn,pe11: \\ ould 

not h:n L' required Tilton to dcfoult a com pan:. It is not her management app1w1t:h to the 

Pnrtfolio C\impanie-, that foiled the . tandard or Care. it is the failure to follm\ the Indenture. 

\\ h1ch ncgall\ cl:;. impacts the im c-.,tors. 

I 03. I lubbard tale ... The nature of the Funds· collateral.\\ hi ch include" both dcb1 and 

equity or port fo lio companie ... imply thm the Funds· expec ted sources and timing of cash tlO\\S 

from their collateral is different from those of other CLO . Mr. Wagner agree ·. a · di cus ·cd 

bclO\\ . - - ~- Hubbard then goe. on to take a statement of mine completely out or contex t to change 

its meaning: .. /\s described in the Wagner Report ... Patriarch i able to ub ·titute the [Collatera l 

Interest) (bracketed phra:-.e his. not mine) fund · O\\ ed to the Zohar CLOs fo r additiona l equity 

im c· tmcnts ... " implying that I acknO\\ ledge that thi s i • \\hat im est or· in fac t expect. Hubbard 

ignore · that \\ hat he quote is from a discu-.,s ion a:- to htrn Ti lton ·s improper act ions harmed 

im estors by incorrectly catcgori7ing nsscts \\ hen accepting less thnn contract uni interest and 

alkrn ing ca h to remain\\ ithin the Port fo li o Companies. The point I made in 111) initial repo rt -

and rcn rfi rm here -- is that by allo\\' ing the compani es to defer intcrc ·t \\ ithout properly 

cntegori1ing the loans improper! ) benefited Ti lton by lett ing her a,·oid making additional equity 

contribution to the companie in order fo r them to meet 1heir deb1 obl iga tion .. '' h1le at 1he ame 

'
1
' Zohar Col lateral ~fanagemcnt A!!recmcnh. ection 2.4. ,- - -

Hubbard Report. • 24. 
'~ Id. • 26. 
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time moiding the consequences orpotcmiall y failing an OC Te t de igm:J to protect imestor· or 

at least informing im estor that the amount of CategtW) Defaulted a-.,:-.eh i-., rising and the OC 

Ratio i::. declining. 

104. In discu 111g the fac t that the Fund · co llatera l includes equity of Port fo lio 

Comparne . Hu bba rd fail to cl1i;;c ui;;. the facr tha t the 1m esttw ha\ c , ·inually no ability to a :ign 

\'alue to this equ ity. The equi ty ccuriti c arc generally not traded or quoted. linancial 

information on the compani es is not publicly a' ai lable. and the ill\ estors recei' cd ' inuall y no 

fi nancia l informmion on the under! ) ing companies from Ti lton. In fact. \1urra: pti ini:,, out 1ha1 

·"[a]" "1 th pm ate equity fi.111<.k 1m cstors in the /oha r r und'> arc 111 c-.,-.,cncc cnmmitting capital 

fN e~tendcd periods of time of up to I 0- 12 years. ti lien '' ith 'cry limtled ct1ntrnetual rights to 

information about Port fo lio Companies:·' ll Indeed. the li mited in ll.rnnmion prm idcd in the 

Tiu st cc Repents on cqui t) hl\ld ings doc'> not C\ en al lo\\ im es tors to under:-.tand ''hat pen.:cntagc 

of n cnmpan) the equity rcprc ... cnh. Without financial infomrntion. including infonnation on the 

capi tal structure of the company itsel f. it would be' inually impossible fo r a Zohar debt im estor 

to \ alue the equity owned by the C LO . let alone try and esti mate the timing o f any recei pts with 

respect to such ill\ c tment . A.., a l"l'sulL \\'hil c an) payments made \\Ould of course. acc rue to 

thei r benefi t. the 'ague nnd uneertnm returns mean the im e tors ha\ e to look to the cash fltrn' 

on the loan , in ord er to get paid back. Furthermore. the O\\ ncr::.hip or equi ty by the Zohnr CLOs 

does not impact the categorization or loans. 

I 05. .J ust as the other ex pen - fa il to recognize or consider the 1nterc ·ts or the im e::.wr::. 

in the Zohar CL Os. o 100 doc::. the Dolan report fai l to credit the right or im e tor to rccc1' c 

the correct in fo rmmion as to the categoriza tion o f a~sets and the OC Ratio in the Trustee 

'"I '\1un ay Repon. ' 3 I. 



Report -. or the importance of doing so. In tead. he state that im·cstor-; could figure out the 

payment w1u · and OC Ratio · fo r them ch cs. ignoring the fac t that they ::ihould hm c no rca::ion 

to do so if the infomrntion \\·a pro\ idcd correc tl y. 

I 06. A to the value or the Zolrn r debt. Dolan points to ' arious market condi ti ons and 

C\ ents \\ l11 ch would ha\ e in fo rmed im c tors about a decline in va lue in their Loha r bond . 

While the e cond ition and e\·ent point directionall y to a decline in \ alue fo r the im estment . 

they do 'inual ly nothing in actually a. cenaining a reasonable a. sc. sment or the future 

performance or Yaluation of the as et. 

I 07. Dolan offers the opinion that .. The global financial c ri sis " ould likely ha' c 

alerted im c ·tors to declines in Lh l: \ alue or their Zohar in\'e tment :·'
111 

and that .. gi\ en the 

Funds· strategy of in vesting only in the debt and private equ ity of distrcs ·ed companic ·. it wa 

not rca onablc for im·c tors to believe that the Funds wou ld be immune to the effects of the 

linancia l cri ·is ... In tead, it wou ld ha' c been more rea. onable fo r im c tors in the Zohar Funds to 

ex pect that the di · tres cd companic being linanccd by the Fund . \\hi eh \\ere already 

con. idered high ri sk. \\·ould likely hm c perfo rmed \\ orse during the crisis ... 
41 He add · that 

··dtH\ ngrades or the Zohar notes signaled lO im c tors that the ri sk or the Zohar notes signaled to 

imestors that the ri k of the Zohar im c tmcnts had increa ed.". u: 

I 08. Dolan also o ffer · the opinion that, bccau~c ~BIA insured the Zohar I and II 

transactions ... it\\ ould ha\ e been reasonable fo r im cstors in the in urccl Zohar note to moni tor 

thei r il1\ cstmcnts by mon it oring the credit\\ orthiness of 1 BIA. rather than by monitoring the 

<JI) 
Dolan Report. ec tion VI I. 

41 It!, ' 32. 
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Funds them::.ch es.'·43 In my e'\penence. thi s is not rcflecti\'e of how institutional im estor" 

monitored such im e tments. While \1BIA prm ided -.,upport for their bonds and their cred it i-., an 

important part or the 'alue and risk of the ill\ estmcnt. many soph1 st11.:a ted ill\ estor:. also 

monitored the underlying performance to detenninc ho'' dependent their ri:.k ''as on MB IA ·s 

upport \er u · the fundamen tals underl yi ng the transaction . Thee\ ents fo llO\\ ing the onset of 

the financia l cri is shO\\ \\ hy im e tors wou ld take such an approach. /b noted b) Dolan. by 

early 2009, Moody"s had do\\ ngradecl MB IA to non-imctrnent grade and b) late 2009, &P 

had done the same.<)~ 

I 09. Al l of the abo\ e point sho'' onl) that the risk of the Zohar im estments had 

increased and that thei r ' alue had declined. H O\\ e\ er. 111\ cstors " ould \Hll1t to dctem1inc more 

than the direction of the ,·aluc of thei r im estment.. They\\ oulcl want to assess the current ·tcHu ' 

of the Zohar as ets and try and de\ elop projection' of future cash flow . Typical ly. they wou ld 

look to the reported status of the assets on the Tnrtee Report . Thi infonnation hould confom1 

to the Indentu re: i11\'e tor· hould not ha\'e to do a forcn ic im cstigation as ct by asset to 

determine it for themselves. Whether it wou ld be easy or burdcnsornl! to do so is irrele\ anl: the 

information \\as supposed to be reponed correct!). In my experience, once imestors sec 

indicator · o r under-perfom1ancc 111 a transaction. the) may choose to do further analy 1s to 

determine the ri sk and project the performance of their iin e tment. But, they do not expect to 

ha\ e to' il!\\ "hat is being reported as incorrect or suspec t if it i required by the Indenture. To 

the contrar). the proper reponing of the perfomrnncc of asset in a -.ccu riti 7ation as required b) 

the Indenture i a foundation or the tructured finance market. 

l)' 
·' id. • I 5a 

44 Id. 1'16. 
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11 0. It i , not ·u1vri ·ing that Dolan found that e\ era I of the 1m c tor did produce a 

'aluc for their Zohar notes as discussed in ection X of hi repon. In general im esttw such as 

those ci ted ha\ e to perfo1111 such 'aluat ions for GAAP accounting and regulatory repo rting 

pu rv oscs. But any such \'a I uat ion wou Id include a consideration of the in format ion bci ng 

rccci\'Cd in the Tru tee Report . The fac t that they prepared \'aluat ions and all noted a decl ine in 

the ' <ilue of thei r im·e-tment ' or po;;itions docs not change the fact that the loan ca tegories and 

0 test le\'el ha,·e to be reported correctl y pursuant to the Indenture. In my experience. such 

utluations '' ould consider the payment and default status of the loan::. a::. n:poncd b) the Tru::.tee. 

For c.xample. in\'cstors '' ould often appl) cc11ain haircuts or loss assumpt ion to loan in default 

and other assumption a to futu re lo ·se · and payments to loans that arc performing. If the 

Category I Defau lted loan arc being undc1Teported. any ,·aluation basecl on these number could 

be too high. 

111 . Dolan doc. not offer a successful rebunal of the general poin t I made in my report 

that '"im·c tor~ "ould not be expected 10 ascenain the accuracy o f reporting on the payment or 

defau lt tat us of the indi' idual asset:-. under!) ing thei r im e::.tments. If Ill\ c tor had to do such 

analysis on this type of im cstment. as they do "i th more risky belo'' irl\'estmcnt grnde or high 

yield sccuritie . they wou ld ha\ C to demand more spread or yield a cornpcn~at ion for the effort 

in\'olved in monitoring and managing their port fol ios: · "~ Dolan only shows that the Zohar notes 

traded within the contex t of where/\./\./\. rated CLO imcstment \\Crc trading at the time the 

Zohar securit ie ''ere priced. The Zoha r CLOs offered onl y a modest increment in spread to the 

interquanik range of :ipread on AAA rated CLO . a ·prcad that \\'Ould be c.\pectcd. gi' en the 

4~ Wagner Report. ' 35. 
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ri ky characteristics of the strategy and the unusual nature of fin ancing it through a CLO a 

described by Tilton· experts. 

11 2. I ha\ e read the Rebuttal Ex pert Repon of Michael G. Mayer dated August 31. 

20 15 (the .. Mayer Report .. ) in which he describes the many barriers that would be present to 

automate the calcu lation of the Zohar CLO OC Ratio that Dolan ·1atc ' wou ld be quick and 

easy. 96 In particular, Mayer points out a heavy burden of manual data entry and transc ripti on 

from pdf documents. In my \ ic\\, basec.I on my experience marketing CLOs to im cs tors. it 

would be unrea onab le to expect im·estors to undertake this proccs , particularl y in light of the 

mode t pread incremem they may have earned in im·esting in the Zohar CLO . The info1111 ation 

that the im·c tors expect to recei\'c is careful ly spelled out in the Indenture. ln \'estors expect that 

the infom1ation pcciJicd to be di tributed will be accurate, so that they may spend th eir ti me 

re' iewing and ana lyzing it, not generating it themse lves becau e they bel ieve the Collateral 

Manager is not providing it in accorda nce with the Indenture. 

113. E'en if an inYestor did ana lyze the indi vi dual payments on each as ct to 

determine that contractual payments \\·ere not being made, they cou ld not read il y compel the 

Tru tee to recalculate the OC Ratios and ha,·e the remedy of redirecting the cash non s 

implemented; thi s \\Ould likely ha\e in\'Oh·ed the time and ex pense o f litigation. As a fi rst line 

of defense. the inve~ tors would ha\ e depended on the Indenture being fol lowed correctl y and the 

protection- or the structure work ing a~ barga ined fo r. 

114. In di seu sing the ability of the im e tor to analy7e the Zohar tran acti on , Dolan 

make the tatement that ··comprehensive information on the Zohar notes and the loan held by 

<l6 M R · .-4 ? 2 ayer eport, 1 · -· • 
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the Zoha r fund was di -closed to in,·e tor-:·''- In fact, the in Ye tor knew I ittle more than the 

names of the borrowers and the other characteristics disclosed in the Trustee Reports, namely, 

the industry. the rating on the as:.ets. the terms of the loan and the payment made. Since the c 

were genera ll y not public companie . there wa Yi rtually no financia l inf01111ation on the 

companies a\ ai lable to the investors. 

115. In fact. in 20 13, '1oody· s wi thdrew the ratings of the Zohar I and Zohar II I note 

because .. it belie,·es it ha insufficient or otherwi e inadequate in formati on 10 upport the 

maintenance o f the rating on a going fo rward basi ' ... % S&P similarly withdrew the rat ing · on 

the Zohar I I I notes in October 20 14. stat ing. '"Our internal policies require us to ha\'C a sufficient 

quanti ty of information rcceiYed on a timely ba · i to maintain our ra tings. Based on our 

assessment that we are no longer rccci, ·ing this. we wi thdrew our ratings on the transaction:·"q 

Further, a di cus ed above in the review of the ALF loan, the rating agencie them.eh e were 

not recei,·ing truthfu l submissions from Pat riarch. 

11 6. Both Murray and Dolan di cu the impact of the financia l cri is beginning in 

2008 and the impact on the 'alue and performance o f' the loans held by the Zohar transactions 

and the realization of value in the underlyi ng companies. As di scussed abo' c. Dolan· s ,·iew i 

that in,·e tor hould ha' e expected the value of their im·c ·tment to go down du ring the cri:. is. 

117. '.\1uJTa: gL'C:. so far a:. 10 :. tale that I ignore .. the hnancial Crisis. the nature of the 

assets. and the im cstnll'nt objecti \ L' s of the Zohar Fund..,:· hut that contex t is a key fac tor in 

•r Dolan Report. Section lX. 
'
1
' Moody" s Rating Action ... Moody· s wi thdraws the ratings of CLO notes issued by Zohar COO 

1003-1 Limi ted ... Feb. 16. 20 I 3 and .. Moody" s withdraws the ratings o f CLO notes issued by 
Zohar 11 1005-1 , Lim ited:· Feb 12. 1013. Moody·s maintai ned rating on the Zohar 11 deal ba ed 
on the insurance from ~B I A. Moody's Rating Action . .. Moody' downgrade the rating of 
CLO notes issued by Zohar JJ 2005- 1. Limited:· Feb 12. 2013. 
~9 &P, ··Fi,·e RatinQs on Zohar Ill Ltd. Lowered. Six Withdrawn:· Oct 10. 20 14. 
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assessing whether Tilton 's decisions to amend loans to avcn default was consistent with the 

Funds' interests." 100 Yet. she ignores the rnvesnnent objectives of the Zohar CLO investors and 

the fact that in the hnancial Crisis, the loans were not pcrfonning yet they continued to be 

carried as performing invcsnnents. 

11 8. ln fact, the underperfonnance and increased ri:,,k of the Zohar loans dunng the 

Financial Crisis 1s exactly when the lndenrure prov1 ions relating to the categorization of loans 

and the operation of the OC Test should have become operative to further protect the investors. 

By not properly categorizing the loans. the OC Test IC\ el triggers redirecting cash flow to pay 

principal to senior note investors were not operaL ve: throughout the ti.me of the crisis, Tilton 

continued to receive the subordinate management fee and preferred share distributions, even 

while the loan performance was suffenng and the ri sk of the assets and the underlymg strategy 

itself was increasing. 

119. As discussed above, the proper categorization of the loans would not have harmed 

Tilton 's flexibility to manage the companies. It would, however, have offered the 10vestors the 

protections that they bargained for and were clearly provided in the Zohar indentures. Taken 

together, the opinions of Tilton' s Experts render the OC Test meaningless and leave the 

transactions with Tilton 's subjective approach to categorization of assets. 

Dated: August 31, 20 I 5 

Ira Wagner 

100 Murray Report,~72. 


