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The Art of Pricing Loans (Second of a Series)

Call it Bother of the Bride.

QUOTE OF THE WEEK

The singer/guitarist of a wedding band posts a picture of the mother's
blue and black dress on Tumblr. Apparently other band members
said it looked white and gold, so she wanted second opinions. Well,
she got them - 500 within a half-hour. Then things went
viral. Buzzfeed had almost 40 million views at last count. And there
Was No CoNsensus.

"I see white & gold," Kim Kardashian wrote, joining in the fun.
"Kanye sees black and blue, who is color blind?"

Good question. While we wish we could resolve the conundrum (Lead
Left staffers had a split vote), our attention must turn to a less
weighty, but similarly mysterious matter; namely, how do arrangers
go about pricing leveraged loans?

One key benchmark for buyers of broadly syndicated loans (and
therefore arrangers) is whether the prospective borrower will also
issue bonds, and where they will be priced.

For example, PetSmart (B+/B1), one of the larger LBOs in recent years,
had both bond and "bank" components. The $1.9 billion eight-year
senior note was priced at 7.125% and issued at par. The
corresponding $4.3 billion term loan B was covenant-lite with a seven
year maturity. Pricing came in at L+400 with a 1% Libor floor and
issuance at 99.5%, resulting in an all-in yield of around 5.2%.

This roughly 200 bps bank/bond differential is in line with the overall
relative yield gap now being seen between the asset classes (see Chart
of the Week).

If the loan is a refinancing, then accounts will look to see where
existing bonds are trading, if any. Given the benefit of a first-lien
security interest on all the company's assets, loan holders expect a
lower yield than the bonds afford, but within a range.

"Once people love loan funds,
they love them for a long time
until they don’t love them, and
then they don't love them for a
long time.”

— Jeff Tjornehoj, head of
Americas research, Lipper.
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Another point of relativity for institutional investors is where similar
loans of recent vintage were (or are being) priced. While comparably
large, last month's Dollar Tree (BB/Ba2) acquisition of Family Dollarwas
better rated and less leveraged; accordingly with a 350bps Libor
spread and a 0.75 floor. Dynacast International (B/B2), a much smaller,
more cyclical, LBO sported L+425bps and 1% floor.

Another factor is where existing credits of like rating are trading. In a
bid-only market such as we're in, accounts may struggle to find good
assets, but arrangers need to have an eye on secondary prices. This is
particularly true during periods of volatility when up or down-drafts
can wreak havoc on a syndication.

That leads us neatly to a discussion of what happens when markets

move unexpectedly, throwing comps and relative value out the
window.

Next week: We continue our series with a tutorial on pricing flex.

Attention Subscribers! Our The Lead Left - A Special Report: Why CLO's
Matter is now ready for download. Click here to access this report.
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Y UKON
PARTNERS

This week we continue our conversation
with Michael J. Hall and Bill Dietz,
managing partner at Yukon Capital
Partners. Yukon provides mezzanine
capital to middle market businesses with a
focus on deals controlled by private equity
sponsors. The firm was poised to wrap up
its second mezzanine fund raise.

Second of two parts - View part one

The Lead Left: Still, there are real competitive
pressures.

Bill Dietz: Yes, thanks to the stability of the
economy and business in general.
Regardless of availability of capital,
sponsors tend to seek higher leverage and
cheaper financing. No question our
competitors have an influence. We're losing
and walking away from more deals as a
result.

Michael Hall: But as we've said, with eight
deals in the new fund already, we're like
flies at a picnic at the moment.

TLL: Are all eight buyouts?

MH: Yes, with one add-on. As a data point,
our average total closing leverage for Fund
I was 3.8x. Fund II is slightly lower than
that, so far. We're ok having the same yield
but lower leverage. Our sponsor/partners
know it's not the most prudent thing to
always push leverage as far as it will go.

" We're not fans of regulated
industries, like financial services.
Same with natural resources, but we

All Relative

Both loan and high-yield bond yields peaked in mid-December, easing
since. Relative spread favors junk by 200 bps.

Gap between high-yield bonds and loans
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STAT OF THE WEEK

Jan 2015 Aug 2014 Feb 2009 Oct 2001
US Monthly Vehicle
Sales (MM)

Source: www.tradingeconomics.com
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like businesses that service them."

TLL: What size sponsors are you targeting?

BD: The average fund is around $300
million, with the smallest $50 million, and
the largest $2 billion. The average Ebitda is
mid-high teens. We'll go as low as $4-5
million, and as high as $50 million.

TLL: Mike, give us examples of current mezz
terms.

MH: It's still a 2% up-front fee with 12%
cash and PIK on top of that to yield a low to
mid-teens cost of capital. There are plenty
of larger deals with 9-11% cash and no PIK.
We're a bit higher because we play in
tougher industries like healthcare and auto.
And when you're earning two-and-twenty
on your capital, you can't charge the issuer
9%. And we've had no losses yet.

TLL: What about call premiums? 103?

MH: We have a deal now that's 104, 103,
102, and 101. Another transaction that's 105,
103, 101. Both of those are for $10 million
ebitda companies. I think the pricing data
that SPP publishes is pretty fair.

TLL: How about non-calls?

MH: We're not big fans of non-calls. We
had one for a $60 million ebitda business; it
was a three-year no-call provision! That
was an outlier, for sure. The sponsor didn't
care. We don't mind getting paid back;
we've never had a problem re-investing our
cash. There are plenty of good deals to look
at.

TLL: How would you describe the overall deal
environment?

MH: Slow and steady. It's now an
international, professionals-only game. But
it benefits long-time players or "adults" as
we like to say. The market is a bit more
crowded, certainly, and valuations are full.
But there haven't been a lot of new entrants
at the lower end of the middle market.

BD: At the larger end, there is a lot of
competition for the best deals. We are
finding good opportunities in more
challenging deals and industries.
Healthcare and business services in
particular, but we're more cautious on

This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields
$200M or less 7.21% 7.11% 6.45% 6.43%
$201M - $350M 6.29% 6.29% 5.79% 5.35%
$351M - $500M 6.53% 6.53% 5.73% 5.12%
$501M+ 5.84% 5.84% 5.01% 4.40%

Middle market (< $50M) 7.09% 7.03% 6.18% 6.63%
Large corporate (> $50M) 6.04% 6.06% 5.30% 4.70%
Large corporate single-B (> $50M) 6.16% 6.16% 5.36% 4.88%

Middle Market Credit Stats
Sr/EBITDA 4.8 4.8 4.7 5.1
Debt/EBITDA 48 4.8 4.8 5.1
Middle Market Index Data

Monthly Returns 1.28% 0.92% 0.20% 0.59%
Average Bid 96.01 95.78 98.40 99.40
Source: S&P Capital [

Contact: Cuong Huynh
cuong.huynh@spcapitaliq.com

LEVERAGE LOAN INSIGHT & ANALYSIS
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Retail loan investors hint at return to market
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As the Federal Reserve sends out stronger signals about an interest rate
hike and limited deal flow pushes secondary loan market bids up, retail
investors are jockeying for a slow return to the loan market. Thirty one
weeks of outflows were quenched the week ending February 18 via
nearly $130 million of inflows. For the week ending February 25, net
flows turned negative once again with over $118 million in outflows,
bringing year to date total outflows to nearly $2.7 billion. Still, this
figure is substantially lower than the weekly outflow observed just a few
weeks ago. Among HY bond investors, weekly inflows have not only
remained steady, but strong, to push year to date totals to nearly $11
billion. Underliers

Contact: Maria Dikeos
maria.dikeos@thomsonreuters.com




cyclicals.

TLL: You mention healthcare and auto.
What other sectors do you like? Dislike?

BD: We're not fans of regulated industries,
like financial services. Same with natural
resources, but we like businesses that
service them. Autos and building products
are still attractive, though they were very
attractive in '10 and '11. Back then they
were a screaming home run, though no
one knew where the floor was on demand.
Now autos aren't closer to the bottom than
the top. Homeowners still have a long way
to go before prices get back to where they
were. People are still paying cash to sell
their homes.

TLL: How about more consumer-oriented
sectors?

BD: Consumer goods are tough, but there
are opportunities like our investment in a
"quick-serve" restaurant with a lots of
stores.

TLL: What's been the biggest surprise for
you so far this year?

MH: That M&A has done as well as it has.
There's not too much cash, there's too little
deal flow! PE has to grow businesses,
which is tough given the slow economy. It
hasn't brought sellers off the sidelines.

TLL: And with rates as low as they are...

MH: Hey, the mortgage payment on my
floater just went down again!

Contact:

mhall@yukonpartners.com

Bill Dietz
wdietz@yukonpartners.com

yukonpartners.com
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When it comes to how banks finance their activities, there is little doubt
we are in a new era. If anyone did question that the climate has changed,
then a little-known Austrian institution may have caused them to think
again this week.

The government of Austria announced that Heta Asset Resolution, the
“bad bank” that resulted from the restructuring of failed Hypo Group
Alde Adria, would no longer make principal and interest payments on
its senior bonds. Austria took this action after it was revealed that Heta
had a €7.6bn capital shortfall. Unsurprisingly, the price of the bank’s
senior bonds dropped dramatically.

Although Heta is a minnow in the European financial system, the
moratorium on the bond payments has implications for banks across the
continent. Austria was an early adopter of the EU’s Bank Recovery and
Resolution Directive (BRRD) last month, and this is the first example of
the new rules will affect banks. Senior bonds were considered sacrosanct
during the banking crisis, as the taxpayers of Ireland know all too well.
But from January 1 2016 the BRRD will be implemented across all EU
states, and investors will have to be aware that it is not just subordinated
debt that can be bailed-in by governments.

The news from Austria had a negligible impact on the broader market.
The Markit iTraxx Senior Financials index widened 2bps to 56.8bps, but
by Thursday news that the ECB was launching its QE programme on
March 9 led to the index rallying to 53.5bps. Perhaps Heta’s diminutive
size caused the markets to disregard its travails.




Hold That Drone!

Amazon's launch a year ago of its Prime Air
service seemed like something out of a
William Gibson sci-fi novel. Shipping to
consumers via aircraft drones? So we were
startled to discover the identity of the
company's recent partner to speed delivery
this past Christmas: the U.S. Postal Service!

Turns out the paradigm of 21st century e-
commerce sought out the symbol of mail's
bygone era to help with Sunday shipping.
Amazon also added seven additional
sorting centers from which pre-boxed and
labeled packages could be sent by truck to
regional post offices...

Click here

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

But the BRRD will surely have an impact on the cost of capital for
European banks, and this will have to be taken into account. Pre-crisis,
banks could raise funds at an artificially low level thanks to the implicit
support from governments - they are too big to fail. With the pain of
banks bailouts still being felt, taxpayers are no longer so generous.
Bondholders will have to fill the breach.

This could push credit spreads on senior bank debt wider. But the more
stringent capital requirements are arguably positive for bondholders as
they strengthen balance sheets (equity investors won’t enjoy the
benefits). This means that the relationship between bank credit and the
broader corporate markets - demonstrated by the basis between the
Markit iTraxx Europe and the Senior Financials - is not straightforward,
and it is far from certain that the latter index will dip below the former,
as it did last year and was the norm before the crisis strick.

Contact: Gavan Nolan
Gavan.Nolan@markit.com
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Better Data. Better Decisions.

GLOBAL SECONDARY BUYOUTS BY YEAR
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High Tide for Secondary Buyouts

It isn't too surprising that secondary buyouts (SBOs) hit a record by




count in 2014. Globally, 707 SBOs closed last year valued at a combined
$116.9 billion. The latter statistic is well off the record of $159.2 billion
set in 2007, but by count 2014 saw 27% more sponsor-to-sponsor deals
than 2007 and the height of the buyout boom.

One of the big differences between 2014 and 2007 is the deal-making
landscape, which has become much more difficult in recent years.
Finding quality platform companies at reasonable valuations is much
harder today, and SBOs are helping PE firms stay active in the market
and put their always-growing dry powder levels to work. That might irk
their LPs, which are funneling money back into the PE cycle only to find
themselves buying and selling the same companies to themselves if
they're investors in both GPs. SBOs also hurt overall returns, with one
research paper pegging the loss at $0.40 less cash per $1.00 invested and
a 15% decline in IRR. In this environment, LPs might be a little more
understanding about SBO levels, considering how much strategics are
willing to bid for their acquisition targets. But LPs are probably chafing
at the sizes of those SBOs, which hit a median of $295 million in 2014 as
an exit size, up from $240 million in 2013 and $189 million in 2012.

Contact: Alex Lykken
alex.lykken@pitchbook.com

SELECT DEALS IN THE MARKET

Arranger Sponsor Facility* Spread LIB Fir OID Rating
American Beacon Advisors (1L)(2) RBC Kelso Services & Leasing 220 475 100 99 B+/Ba3
American Beacon Advisors (2L)(3) RBC Kelso Services & Leasing 90 875 100 98 B+/Ba3
Cole-Parmer Instrument (1L)(CL)(AO) Golub GTCR Golder Rauner Manufacturing 50 N/A B/B3
Cole-Parmer Instrument (2L) Golub GTCR Golder Rauner Manufacturing 24 N/A B/B3
CSP Technologies (2) Barclays Wendel Group Chemicals 170 600 100 98 B/B3
DBRS Limited (CL)(2) Cs Carlyle Group Services & Leasing 225 525 100 99 NR/NR
Digital River (1) Macquarie  SIRIS Capital Group  Computers & Electronics 255 650 100 98 B-/B2
Hoover Container Solutions (2) Macquarie  First Reserve Corp Manufacturing 165 675 100 98 B/B2
Mirion Technologies (CL)(1) CcS Charterhouse Equity Computers & Electronics 280 475 100 99 B/B2
Nellson Nutraceutical (1) GE Kohlberg & Co. Food & Beverage 240 500 100 99 B/B2
NewWave Communications (AO) SunTrust GTCR Golder Rauner Cable 25 375 100 99 B/B3
Sabre Industries (CL)(1) BNP Kohlberg & Co. Metals & Mining 255 475 100 99 B/B3
Vestcom International (CL)(5)(A0) GE Court Square Capital Services & Leasing 15 425 100 99.5 B/B2
Averages 176 571 100 99
* Senior only Call Schedules
** May be estimate based on leverage. Assumes unfunded revolver  (1L) First Lien (1) 6 Month 101
NA Not Available ) (2L) Second Lier41 Flex Up (2) 101
All dollar amounts in $MM (CL) Covenant Lite (3) 102/101
Corporate ratings unless otherwise noted D) Dividend 4) 103/102/101
P ° EAg)) Add-On Flex Down ES; 1 Mc/mth/lol

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.







