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Why Credit Standards Matter (Second of a Series)

The response to last week's column, as we initiated our special series on
the state of credit standards in the leveraged lending market, was
heartening. Readers enthusiastically supported the notion that industry
players need to be reminded of the basics of credit risk and why it's critical
to stick to the fundamental tenets of sound underwriting practices.

One reader reiterated the call for more scrutiny of today's components of
cash flow. "You articulated for all of us," he wrote, "the importance of the
concept of 'quality Ebitda." Another related several deals she had seen
recently where the definition of Ebitda was almost comically distorted.
"One model showed cash flow adjusted for future revenues from a new
customer." She laughed. "You can't repay debt with phantom Ebitda!"

The absence of contractual amortization was another hot topic. "The
problem is that senior lenders long ago gave up the ghost on getting
repaid,” one veteran credit pro wrote in a note. "They forgo real
amortization and deceive themselves by thinking ratio de-leveraging is the
same as actually paying down debt."

The concept of "net debt" got a healthy going over from several sources.
"Why do lenders still allow accumulated cash to be counted against debt
for covenants?" a risk manager asked rhetorically. "When cash flow
evaporates, what do you think happens to all that cash?"

Cash flow recaptures were the target of some of the more critical
observations. "It's fine to have a sweep if it works," said a lender. "But as
an industry we've allowed all sorts of manipulation using time delays,
carve-outs and definitional slipperiness on the concept of what excess cash
flow really means."

From a market perspective, the cash flow sweep percentages have also
diminished since the credit crisis. The standard for middle market credits
was 75% of excess cash flow going to repay debt (see Chart of the Week).
Like other "big boy" terms - large cap covenants migrating down to smaller
issuers - 75% now steps down to 50% once total leverage reaches a given
level.

In some cases, step-downs are set to trigger within a quarter or two from
the closing of the transaction. In others, the recapture is entirely
eliminated. And that trigger point, like leveraged covenants in general
these days, is being set higher and higher.

Of course back-ended term loan B amortization (another middle market
feature borrowed from the large cap institutional market) was palatable
because sweeping excess cash would repay the debt. But with such
recaptures essentially neutered, leveraged loans have become bullet loans.

That's fine if excess cash flow definitions have real teeth. Otherwise, it's
like sweeping the floor with a wet noodle.
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QUOTE OF THE WEEK

“Over our three decades of
investing together, we have
learned that loose credit standards
and record issuance inevitably
lead to financial market
dislocation.”- Bruce Karsh, co-
chairman and chief investment
officer, Oaktree Capital.
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Next week: our series on credit standards continues with a review of credit
fundamentals.
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The share of middle market borrowers with 50% excess cash flow sweeps

This week we chat with John Katzman, has grown since the credit crisis.
founder and CEO of Noodle. Noodle is a
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ago to a $150 million revenue business. We
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went public in 2001, but I really struggled

with being public, and left a few years later U.S. 30-yr Treasury (%) 292 2.25 3.94 4.73
to start 2U as an educational technology
company with major colleges and Source: Exchange
universities as clients. We raised $100
million of VC and built it in a totally

different way than we built Princeton
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TLL: What is hard about being a for-profit
education company?

This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields

$200M or less 5.90% 5.90% 6.84% 5.98%
$201M - $350M 6.05% 6.12% 6.24% 5.72%
$351M - $500M 5.71% 5.68% 6.37% 5.32%
$501M+ 5.06% 5.13% 5.51% 4.85%

JK: Theoretically it should be easy to run an
education company, but in reality it's not
easy to balance the views of shareholders
with kids' needs. And that's not just theory- Middle market (<= $50M) 6.10% 6.10% 6.42% 5.75%
non-profits outperform for-profit in both K- Large corporate (> $50M) 5.29% 5.33% 5.84% 5.14%

Large corporate single-B (> $50M) 5.33% 5.38% 6.08% 5.25%
Middle Market Credit Stats

Sr/EBITDA 4.8 45 47 52
Debt/EBITDA 5.2 5.1 4.7 52

"Learning something without Middle Market Index Data

passion and reinforcement is both Monthly Returns 0.05% 0.69% -0.43% 0.06%
hardland pointless." Average Bid 97.13 97.19 96.73 98.93

12 and higher ed in almost every metric.




TLL: Why is that?

JK: Somehow we're having trouble
balancing the missions with performance,
both as a profit sector overall, and in
particular once we're public. Being public at
the beginning of Sarbanes-Oxley felt like
going to war every quarter with my
auditors. The jury is still out as to how the
new crop of public education businesses
will perform.

TLL: What are the biggest changes that
have taken place in education in the past
ten years?

JK: The charter school movement is the
most significant change in K-12. Rising
tuition is the big story in higher education.
A close second in both is the rise of
instructional technology; it's had limited
impact thus far, but we're starting to see
some impressive results and explosive
growth.

TLL: What are we doing right and wrong?

JK: There are three conceptions of
education. First, there's the view from some
educators that "everything's ok-just leave us
alone and give us a little more money, and
we'll be fine". Then there's the second view:
"I know what every kid should know, and
everyone should simply teach it".

TLL: That's the Common Core.

JK: Common Core presumes kids are
widgets, interchangeable. We are at the
foothills of neuroscience; how do you learn
something? Language is a good example.
Did you take a language in school?

TLL: Yes, French. From second grade on,
right through graduate school.

JK: And how much time did you spend in
France?

TLL: Not much.

JK: You probably don't speak it as fluently
as you'd like because learning something
without passion and reinforcement is both
hard and pointless. And we sacrifice each
student's passion to make our sure we
make our schools even more factory-like.
Common Core takes up where state
standards leave off-with even more
arrogance and central control.

TLL: But aren’t there some basics everyone
needs to know? Reading...writing...state
capitals.

JK: These standards are much more
granular than that. And many good schools

Source: S&P Capital IQ

Contact: Cuong Huynh
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Yields tighten across the board in 2Q15
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The average yield on first-lien institutional loans is in the 5.18 percent context so
far in 2Q15, down from 5.78 percent in 1Q15. After widening above the 6 percent
threshold in 4Q14, yields have declined this quarter as demand continues to
outstrip supply in the leveraged loan market. The tightening has been across the
risk spectrum. Yields for B-rated issuers are 5.32 percent on average this quarter,
down from 5.89 percent in 1Q15, and more than 100bp lower than their 4Q14
levels. For higher rated BB borrowers, yields are currently at an average of 3.79
percent, down from the 4.56 percent average recorded in 1Q15. With yields
coming down, repricings have made a comeback and many issuers are taking
advantage to cut their costs. Ranpak Corp., Smart & Final, Grocery Outlet,
PetSmart and Zayo are recent additions to the latest repricing wave. Investor
demand has been so strong, that some issuers are even willing to pay the 101 call
premium.

Contact: Diana Diquez
diana.diquez@thomsonreuters.com
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Low interest rates have helped fuel M&A activity, so it is no surprise that several
large transactions have been announced in recent months




produce academically strong students
through other paths. Moreover, even if we
agree on a long-term goal, we should allow
teachers and students to learn them via
different paths.

TLL: OK, what'’s the third conception of
education?

JK: It's about creating a marketplace of
ideas. Take New York City independent
schools - Horace Mann, Trinity, Dalton et
al. Each has a different approach, different
curricula. Each has a strong position in
character building, but each pursues a
unique vision in its own way.

To be continued
the week of May 11

Contact:
John Katzman
jkatzman@noodle.com

Growth
Demographics Are Destiny

Who am I?

According to the U.S. Census Bureau, I'm a
baby boomer. So are 78 million other
Americans. Unlike the generations after us-
Generation X and the millennials-boomers
are now entering retirement; the youngest
just turned 50. Over the next 17 years,
10,000 boomers will retire every day.

Here's another fact: Nine million of the total
15 million businesses in the United States
are owned by boomers (or older). Of those,
4 million- two-thirds of all companies with
employees-could change hands. For both
buyers and sellers, these numbers have
profound implications...

Click here

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

But it's not always the market that determines deals. Governments and
regulatory bodies also have a part to play, as we saw with the collapse of the
Comcast bid for Time Warner Cable last week. Comcast pulled out after the
antitrust division of the Federal Communications Commission recommended
that the deal be referred to an administrative judge, effectively ending any
chance of completion. This was confirmed when Comcast officially dropped its
bid last Friday.

The credit market's reaction demonstrated that the deal's failure is likely to have
different consequences for the two parties. Comcast Cable's spreads rallied
slightly to 38bps after the news, and the firm still has its solid single 'A" credit
profile. The contrast with TWC could not have been more stark. The firm's
spreads immediately widened following the announcement, and by April 28 was
trading at 180bps, 115bps wider than where it was quoted less than two weeks
previously.

TWC no longer has the prospect of benefitting from Comcast's robust balance
sheet, and this was obviously a factor driving the credit deterioration. But the
situation was made worse by reports suggesting Charter Communications is
preparing to make a bid for TWC. Charter, which doesn't trade in the CDS
market, has a leveraged balance sheet and TWC bondholders will naturally view
it as a less desirable acquirer. Charter's $10.4bn deal to buy Brighthouse
Networks was contingent on the Comcast/TWC transaction being completed.
These events show that, while it may be relatively easy to raise finance for large
deals, governments still have the power to stop them being completed.

Contact: Gavan Nolan
Gavan.Nolan@markit.com
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Health care add-on activity
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80% of 10 Healthcare Buyouts were Add-ons

Bain & Company did a recent study on healthcare investing, looking at
investment trends from a breadth and depth perspective. Turns out that
healthcare buyers, both strategic and financial, are benefiting more when
pursuing depth and becoming "category leaders" in their respective markets. We
were curious to see where PE add-on activity was in the industry relative to
platform activity. Buy-and-build is increasing as a PE strategy nationwide, but
not to the extent that it is in healthcare. Almost four in five majority deals in the
first quarter were for add-ons, compared to about 50%-60% in other sectors.
Interestingly, though, add-ons aren't taking place at the expense of platform
buyouts, which are just as frequent today as they were in 2006 and 2007. What's
changed is the sheer number of add-ons.

More specifically, PE's focus has been on macro trends in U.S. healthcare, which
has shifted to a lower-cost, more consumer-financed model following




Obamacare. To keep their platforms competitive, PE sponsors are rapidly
consolidating niche sectors that are benefiting from shifting healthcare spending,
like urgent care practices and non-hospital care providers. As an aside, PE is also
trying to lower its exposure to reimbursement risks, buying up companies that
aren't dependent on declining Medicare/Medicaid reimbursements - healthcare
consulting, staffing, healthcare IT and the like.

To download PitchBook's 2Q 2015 U.S. Private Equity Middle Market
Report, please click here.

Contact: Alex Lykken
alex.lykken@pitchbook.com

SELECT DEALS IN THE MARKET

Aria Energy Corp (1) Barclays Energy Investors Fund Utilities 200 425-450 100 99 B/Ba3
Bendon Publishing International GE Irving Place Capital Printing & Publishing 118.5 450 100 99 NR/NR
Compusearch Software (1) SunTrust  ABRY Partners Computers & Electronics 115 450 100 NR/NR
ConvergeOne (5)(A0) Cs Clearlake Capital Services & Leasing 50 500 100 99.5 B/B2
Element Materials (1)(CL)(AO) RBC 3i plc Services & Leasing 70 400 100 100 B/B2
EveryWare Monomoy Capital Home Furnishings 40 900 100 NR/NR
Gold Standard Baking (1) BNP Tricor Pacific Corp Food & Beverage 109 100 99 NR/NR
Nellson Nutraceutical (AO) GE Kohlberg & Co. Food & Beverage 60 500 100 100 B/B2
Sage Automotive (AO) UBS AG Clearlake Capital Automotive 30 500 100 99 B/B2
Sirius Computer Solutions (1) Wells Fargo Thoma Bravo Computers & Electronics 295 525 100 100 B+/B1
The J. Jill Group (1) Jefferies TowerBrook Capital Retail 250 500 100 99.5 B/B2
TouchTunes Music (1L)(1) Citizens Searchlight Capital Computers & Electronics 170  450-475 100 99 B/B2
TouchTunes Music (2L)(4) Citizens Searchlight Capital Computers & Electronics 625 825-850 100 98 B/B2
Averages 121 518 100 99

* Senior only
** May be estimate based on leverage. Assumes unfunded revolver
NA Not Available

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

(1L) First Lien
(2L) Second Lien

All dollar amounts in $MM (CL) Covenant Lite Flex Up (3) 102/101
Corporate ratings unless otherwise noted (D) Dividend FiDon (4) 200/100
(AO) Add-On S LAY (5) 2 Month 101

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.




