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What's Leverage Got To Do With It? A Response

It was unavoidable, we suppose, that a retired senior bank credit

officer would be compelled to respond to our previous column. QUOTE OF THE WEEK

High debt-to-ebitda leverage, we asserted, was misleading and

should be viewed in context of other considerations. "Corporations are doing exactly
what you and I would do as

Though preferring anonymity, this self-described "credit dinosaur" individuals, which is refinancing.”

has been known to us for decades as an experienced participant in,

and keen observer of, the middle market. He is also an avid follower - Meg McClellan, global head,

of (and, full disclosure, a paid subscriber to) this newsletter. We fixed income strategy, J.P.
thus feel obliged, for the benefit of our readers, to share his insights Morgan Asset Management.
on leverage.

We had observed last week that an important factor was to also _

analyze how much equity a sponsor was investing relative to the Free Fall Special!
f)v?:all capiteﬂ struc.ttt.lre. tOtur. worthydeiskosaurus pointed out that 30-DAY FREE MEMBERSHIP
isn't necessarily a mitigant to increased leverage. Join the leading voice of the middle
market. Try us free for 30 days.

"If private equity firms pay ridiculous purchase price multiples," he e

" . Lead Left
declared, "then one would expect them to shoulder the entire e e
burden via increased contributed equity." In that case, he argued,
leverage as measured by debt to cash flow should stay constant.

If leverage goes up, then sponsors are "unreasonably leaning on
lenders to share a portion of that burden."

The next bone of contention was that certain industries deserve
more leverage favor than others. The Creditactyl agreed with the

basic premise, and that averages are deceptive ("On average, having . B

one foot in a bucket of ice water and another in a bucket of boiling
water isn't good"). But he doubted the software sector necessarily
merited higher leverage ("A better software mousetrap always lurks o
around the corner.")

We meant business service companies with dominant market share JOIN

and recurring revenue models (e.g. transaction processors such
asSourceHOV), but point well taken.

On the subject of Ebitda size, he concurred that larger issuers may
gain greater access to capital markets, thus affording more financial
flexibility than middle market companies. But that does not
necessarily translate to more business resilience.

Specifically, he noted that in times of financial stress, a large cap
borrower with forty lenders among various tranches will be more
challenged to manage that group than a smaller company with four
lenders in a simple capital structure.

Finally, he disputed as "wishful thinking" our view that issuers that
are projected to de-lever quickly can withstand more debt. "The fact
is," he said, "those high free-cash-flow companies are the first ones
sponsors recap in good times, leaving them strapped in the
downturn." For this venerable Tricashatops, de-levering generally




occurs "only in creative bankers' imaginations."

What comes across clearly in this well-considered response is how
credit considerations go beyond statistics. For experienced risk
managers, it's not just about making smart decisions. It's about
resisting the temptation to follow the crowd over the cliff.
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THE LEAD LEFT SPOTLIGHT

YNWOOD
‘ARTNERS

This week we speak with Ian MacTaggart,
President & COO, and Joan McCabe,
Managing Director, Brynwood Partners.
Founded in 1984, Brynwood Partners is a
controlled oriented, operationally-focused
lower middle market private equity firm
that is consumer sector focused and has
established a strong niche in the corporate
carve out sector. Brynwood is currently
investing Brynwood VII, a $420 million
fund that closed in September 2013.

The Lead Left: lan and Joan, you ve been in the
news recently with some interesting
transactions. But for those of our readers who
aren’t familiar with your firm, perhaps a bit of
background is in order.

Ian MacTaggart: Thanks for speaking with
us. Brynwood was founded thirty years ago
by Henk Hartong, Jr. and Dick Niner. Henk
and Dick were Harvard Business School
friends, who pooled their collective talents -
Henk Jr. had experience as an operator and
Dick had a financial background, which was
a unique combination a t the time but a
strategy that we still employ to this day.

TLL: How big was the first fund?

Joan McCabe: $14 million, which everyone
said at the time, was a big fund!

"We will only invest in a company/
brand if we see a way to bring
something to the investment other
than money."

TLL: Brynwood has a reputation as being hands-
on operators.

Ian: We definitely are and this has been the
key to our investment strategy since the firm
was founded in 1984. Our investment style,
based on the fact that seven of our nine
investment professionals were either CEOs
or CFOs of both private and public
companies, is very hands-on, control
oriented. We tend to view the world
differently than a lot of other middle market
PE firms. We will only invest in a company /
brand if we see a way to bring something to
the investment other than money. In fact, we
tend to leverage our businesses fairly
conservatively and generate our returns
primarily through operational

This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields
$200M or less 8.12% 7.50% 6.30% 6.18%
$201M - $350M 5.80% 5.87% 5.24% 6.16%
$351M - $500M 6.03% 5.62% 5.01% 5.62%
$501M+ 5.06% 5.09% 4.49% 4.83%

Middle market (< $50M) 6.19% 6.13% 6.49% 5.46%

Large corporate (> $50M) 5.44% 5.42% 4.66% 5.23%
Large corporate single-B (> $50M) 5.47% 5.43% 4.84% 5.37%
Middle Market Credit Stats

Sr/EBITDA 4.9 5.2 5.1 5.9
Debt/EBITDA 5.1 5.4 5.1 59
Middle Market Index Data

Monthly Returns 0.10% 0.31% 0.52% 0.26%
Average Bid 97.93 98.28 99.33 98.76

Source: S&P Capital IQ

Contact: Robert Polenberg
robert.polenberg@spcapitalig.com

LEVERAGE LOAN INSIGHT & ANALYSIS
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1-3Q14 US loan volume at over $1.5 trillion, down 5% Y-o-Y
New money 31% of total issuance
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Over $429 billion of syndicated loan volume worked its way through the
market in 3Q14, to push 1-3Q14 totals north of $1.5 trillion. Although
year to date issuance was down a relatively modest 5 percent year over
year, 3Q14 lending alone was down 28 percent compared to 2Q14 and
off 17 percent compared to 3Q13 totals. Most of the shortfall can be
traced to the smaller number of opportunistic refinancings which came
to market. This was largely in the context of leveraged deal flow which
saw several refinancings postponed in August amid retail outflows and
broader market unrest in the equity and HY bond markets.
Nevertheless, there was plenty of liquidity to be had, and investors were
eager to put money to work. At nearly $567 billion, 1-3Q14 investment
grade volume was up over 8.5 percent compared to year ago levels
(although issuance was down quarter over quarter and year over year in
3Q). Leveraged issuance totaled $728 billion for the first nine months of
the year, down 17 percent compared to the same time last year. At
nearly $460 billion, new money transactions made up almost 31 percent
of 1-3Q14 issuance. Over $301 billion of new money - or roughly 66
percent - came in the form of M&A transactions. In the leveraged arena,
3Q14 M&A volume ($55 billion) was down compared to 2Q14 totals,
but 1-3Q14 totals were up 26 percent over year ago levels at over $187
billion. 3Q14 LBO volume slowed to just under $17 billion (down from
$28 billion in 2Q14) while year to date volume remained flat at $66
billion. Investment grade lenders saw a more substantial 20 percent
increase in 3Q14 M&A volume (compared to 2Q14), bringing 1-3Q totals
to nearly $103 billion. Underliers

Contact: Maria Dikeos
maria.dikeos@thomsonreuters.com




improvements. The real differentiator for us
is the industry knowledge that our firm
brings to each of our portfolio company
investments.

TLL: Ian, you joined a few years afterward the
team's founders. How has the investing model
changed?

Ian: I joined Brynwood 1996 after working
at Merrill Lynch in investment banking.
Henk Hartong III and I have known each
other since grade school where we actually
met in third grade. Henk III has a very
strong sales and marketing background and
before joining Brynwood worked at Nestle,
Baskin & Robbins and Activision. Henk III is
now Chairman & CEO of Brynwood. I
wouldn't say that our model has changed
but it has evolved over the years. Our
collective work experiences and success
have moved us to being a pure consumer
fund where we have been particularly active
in the purchase of "orphan" brands through
corporate carve-outs.

Joan: The days of private equity generating
returns by just showing up and employing a
lot of leverage are behind us. Today you
need a defendable niche and real operating
expertise. Our operating partners are our
Managing Directors and Principals of the
firm. They stay with us when deals are sold
so it is a very repeatable investment model.
Few firms in the lower middle market have
these types of industry relationships or in-
house operational expertise. This is a
valuable asset for us throughout the entire
investment process.

TLL: Rather than hiring a consultant to do it for
you.

Joan: Yes, in most cases we rely on our own
contacts and relationships in the due
diligence process.

TLL: Do the Brynwood Managing Directors
handle these relationships directly?

Ian: Yes. As an example, Henk III works
with our portfolio company management
teams to oversee the sales relationships at
many of the major retail accounts that our
companies sell into. It's highly unusual to
have the Chairman & CEO of a private
equity fund actually making sales calls.
Henk III developed many of his
relationships with the retail trade when he
was President & CEO of Lincoln Snacks
Company, a very successful Brynwood III
portfolio companies that the fund owned
from 1998-2004. Our other Managing
Directors and Principals have similar long-
standing relationships too.

TLL: Lincoln Snacks Company makes
Screaming Yellow Zonkers, right? Blast from the
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Credit markets are now accustomed to low volatility, but there were
signs over the third-quarter that the climate is changing.

North American CDS, as represented by the Markit CDX.NA.IG index,
traded in a relatively broad range during the quarter. The index hit
55bps in early July, its tightest level since October 2007. But it soon
began to widen and little more than a month later was trading at 67bps.
The European equivalent, the Markit iTraxx Europe, followed a similar
pattern and traded in a 56-70bps range.

The first spell of widening was triggered by geopolitical risk,
predominantly the conflict in Ukraine. Technical factors may have
played a larger role in the second reversal during the latter part of
September. The mere presence of quarter-end may have prompted
participants to take risk off the table, as is often the case. The departure
of fund manager Bill Gross form PIMCO may also have caused some
volatility in both cash and derivatives markets.

That's not to say fundamentals were irrelevant. Geopolitical risk is
omnipresent, from the recent referendum in Scotland, to the protests in
Hong Kong and the upcoming Brazilian elections. Emerging markets
have experienced a tough third-quarter, and remain vulnerable to
negative news flow.

But monetary policy remains the key driver of risk appetite, and some
investors will no doubt see the recent reversal as an opportunity to
increase long positions. The Federal Reserve may be tapering its
quantitative easing programme, but the clamour for the ECB to start its
own government bond purchase is growing. Deflation is a real concern
for European policiymakers, and if the ECB responds with further
measures to expand its balance sheet, history tells us risk assets should
benefit.

Contact: Gavan Nolan
Gavan.Nolan@markit.com




past.

Ian: Yes, and Poppycock and Fiddle Faddle
too! Lincoln Snacks Company was Henk III's
first President & CEO position and his entry
into Brynwood. Lincoln Snacks Company
was a great investment for Brynwood IIIL In
a small, low growth category at the time, the
company's sales grew from approximately
$25 million to over $70 million, and EBITDA
from zero to approximately $15 million. On
the heels of his success at Lincoln Snacks
Company, Henk III joined Brynwood in
2004 when we raised Brynwood V.

TLL: How do you drive results?

Joan: We are not growth equity investors,
nor do we engage in financial engineering.
We tend to utilize conservative capital
structures and in many cases, initially, we
will fund a transaction with 100% equity
and refinance post-close. Instead, we focus
on improving the operations of our
businesses, by opening doors with retailers,
developing new products and innovative
packaging solutions and through various
cost savings initiatives, such as better
procurement enhancements and systems
integration.

Ian: As an example, Zest, when we
acquired the brand in 2011, was an older,
yet iconic brand in the P&G portfolio. P&G
strategy was to focus on its global brands.
However, under High Ridge Brands'
umbrella (the holding company that owns
several brands, including Zest, Alberto VOS5,
Rave, Coast and White Rain), our
management team goes to bed and wakes
up thinking about Zest. Our managers, who
in many cases have worked with us on prior
Brynwood deals, understand our
investment approach and know what we
expect from them.

TLL: Is there a common denominator to your
management teams?

Ian: We want passionate business executives
who want to prove themselves and can
work in a lean, entrepreneurial operating
environment. We are in the business on
investing in and building companies and we
take great pride in the fact that we have
created thousands of jobs over the years.

To be continued the week of
October 6

Contact:

Ian MacTaggart
IMacTaggart@brynwoodpartners.com

Joan McCabe

THE PULSE OF PRIVATE EQUITY
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Mega-deals Down, Mega-exits up

Few investors are as opportunistic as PE firms, which need to
invest at entry points low enough (and exit high enough) to
justify their investment models. With valuations where they are
right now, it's not surprising to see mega-deals ($2.5 billion+) at a
multi-year low in YTD 2014 and mega-exits ($2.5 billion+) at a
multi-year high. For those large exits, part of that trend is simply
due to timing, with many pre-crisis investments being offloaded
while the public markets are open and strategics are willing to
buy those companies. What's interesting is that many of those
pre-crisis deals are turning out OK for investors, and some of
them are turning significant profits. Deals done in 2006 at high
valuations are, in some cases, returning big profits back to LPs.

But it seems that PE firms learned some lessons from the last time
valuations were this high, and aren't making as many
investments today as they were back in 2005-07. Instead, they're
making more modest bets, including add-ons, middle-market
buyouts and growth deals, all of which carry lighter price tags
than the typical mega-buyout. Once the stock markets cool off,
we'll probably see PE firms head back into the public markets, but
for now, it seems they really did change their approach following
the crisis.



JMcCabe@brynwoodpartners.com

Contact: Adley Bowden
adley.bowden@pitchbook.com

Growth
This Column is Gluten-Free

Maybe we're getting carried away with the health craze that's
sweeping the food industry. But that and other emerging trends
are creating a feeding frenzy among corporate and private equity
buyers.

Last year, Brynwood Partners picked up Lightlife, which makes
soy-based meat substitutes. In June, specialty food manufacturer
TreeHouse Foods announced it was buying the nut-and-dried-
fruit company Flagstone Foods for a multiple of more than 13
times EV/EBITDA. And there was the belly-buster deal for
Hillshire, the producer of Jimmy Dean sausages, finally landed by
Tyson for a sizzling $7.7 billion...

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

Arranger Sponsor Industry Facility* Spread LIB Fir OID

BBB Industries LLC (1L)(CL)(1) JPM Pamplona Manufacturing & Machiner 275 400-425 100 99 NR/B2
BBB Industries LLC (2L)(3) JPM Pamplona Manufacturing & Machiner 120 750-775 100 99 NR/B2
Capstone Logistics (1) GS Jordan Company Services & Leasing 182.5 450-475 100 99 B/B3
Central Security Group (1L)(CL)(1) CS Summit Partners Services & Leasing 225 100 B-/B3
Central Security Group (2L)(3) €S Summit Partners Services & Leasing 50 900 100 97.5 B-/B3
Clarity Telecom (1) GE Pamlico Telecom 95 425 100 99.5 NR/NR
Datapipe Inc (1L)(2)(A0O) MS ABRY Partners Computers & Electronics 32.5 425 100 98 B/B3
Datapipe Inc (2L)(1)(AO) MS ABRY Partners Computers & Electronics 30 750 100 98 B/B3
Expera Specialty Solutions (D) BOA KPS Capital Forest Product 195 300 NR/NR
Hardware Holdings (2) Barclays Littlejohn Building Materials 155 575-600 100 99 B-/Caal
Ignite Restaurant Group CS J.H. Whitney Restaurants 165 700 100 98.5 NR/NR
MSX International (2) RBC Court Square Services & Leasing 220 500 100 99 NR/NR
New Media Investment Citizens Fortress Investment Printing & Publishing 25 625 100 NR/NR
Sage Automotive Holdings (1L)(1) UBS AG Clearlake Capital Automotive 150 500 100 99 NR/NR
Sage Automotive Holdings (2L)(3) UBS AG Clearlake Capital Automotive 40 800 100 99 NR/NR
Vestcom International (1L)(CL)(1) GE Court Square Services & Leasing

Vestcom International (2L)(3) GE

Averages

Court Square Services & Leasing

* Senior only Call Schedules
** May be estimate based on leverage. Assumes unfunded (1L) First Lien (1) 6 Month 101
revolver (2L) Second Lien (2) 101

NA Not Available (CL) Covenant Lite (3) 102, 101

All dollar amounts in $MM (D) Dividend Flex Down (4) 103/102/101
Corporate ratings unless otherwise noted (AO) Add-On

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




