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Payback Time - Readers' Say

Our mailbag was overflowing in response to last week's column on the QUOTE OF THE WEEK

topic of repayment trends in leveraged loans. Readers mostly bemoaned
the lack of discipline by lenders in compelling borrowers to reduce debt in

the form of real amortization. “I'm taking cues from anything
Greece.”

We considered how quaint the notion has become of borrowers actually

repaying debt over the contractual life of the obligation. Institutional credit - Justin Wiggs, managing

investors are congenitally disposed to accepting back-ended paybacks, in director, equity trading, Stifel

part, we noted, due to the match-funded nature of some investors' long- Nicolaus.

term assets and liabilities.

One banker scoffed at this notion. "The match funding argument is a bit of
a red herring," he stated. "The vast majority of leveraged loans are floating

rate, so the lack of amortization is an accommodation to sponsors rather to Summer Fun!

30-DAY FREE MEMBERSHIP

Join the leading voice of the middle
market. Try us free for 30 days.

the funding needs of lenders."

Another focused on market practice that relies on excess cash flow
recaptures, in lieu of scheduled amortization, to reduce leverage. "The

implication sweeps have provided quicker pay downs than seven-year Lead Left

amortization schedules is questionable," he wrote.

"Not to mention," he continued, "as you pointed out, lenders have
eviscerated sweep mechanics by using elaborate carve-outs, definitional
sleights-of-hand, timing delays, and performance based step-downs."

A third risk manager remarked: "Having to redeploy returned cash may be i
il =7

an expensive nuisance, but when things hit the fan, it's a fraction of the
expense and nuisance of having to eat a big loss rather than absorb a much
smaller one."

To a large degree the relaxed attitude toward loan repayment has followed i
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the growth in liquidity, especially in broadly syndicated loans. The — e
Py T
operating assumption is that lenders can trade out of a position with little

loss of principal at the first sign of trouble. JOIN

This may be true of large liquid loans, but is less true for the middle
market. We sought out a former mid cap risk officer for his view of the
matter; namely, how to deal with the problem of lack of true amortization.

"A key discipline is to analyze refinancing risk," he told us. "A good tool is
having a well-defined 'Base Case'. If the borrower is projected to have
more than 35% of the original amount still outstanding in the year before
final maturity, you need to demonstrate the balloon payment can be
refinanced under very conservative assumptions."

Of course this assumes a reasonable definition of cash flow itself. As we've
covered elsewhere what constitutes Ebitda has, in many cases, been so
altered by adjustments and other dilutions that it is rendered almost




unrecognizable from actual Ebitda. Presented by

ACG New York and The ME&A Advisor
Our favorite comment came from a wise veteran of the middle market.
"I'm a cash flow lender," he told us at a golf outing this week, shaking his ‘
head sadly. "It would be nice if I got to see some real cash flow once in a
while."
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% Sponsors Back Down

PLEXUS
R A combination of corporates flush with cash and the pressure of high

purchase price multiples has created tougher conditions for private
This week we chat with Robert Gefaell, equity buyers.
co-founder and partner, Plexus Capital.
Plexus focuses on subordinated debt
investments in middle market companies,
with a total of $550 million under

management across three funds. 50% -
40%
The Lead Left: Robert, you and your
partners got started together at the old %
Centura Bank, correct? 20%
Robert Gefaell: That's right, Randy. We all i
worked for Centura Bank from the mid '90s o W, M B . .

2006 2007 2008 2009 2010 2011 2012 2013 2014 YD P
through 2002. In 1995, Bob Anders - at the 2015 fm;:a

request of then bank President Kel Landis - Source: S&P Capital 1 LCD 015

was successful in establishing Centura's

Ultimately Bob hired me, Michael Painter,

and Mike Becker. That's how it all started. May 2015 Dec2010 May1986 May 1950
Commercial &

TLL: And when did you all found Plexus Industrial Loans ($Bs)

Cupital. Source: FRED

RG: Well, in 2001 RBC acquired Centura

Bank and named Kel the first CEO of RBC LOAN STATS AT A GLANCE

in the U.S. Unfortunately in 2002 it was
determined by RBC to harvest Centura
Capital's portfolio which we successfully N , S&P

did yielding a net return to the bank of 14% CAPITALIQ
over the 9 year period. Ultimately Michael,

Mike, and I left and all joined other SBIC's

in NC, but ultimately found our way back

together with Bob and Kel (after they took

early retirement from RBC) in the summer

of 2005 for the formation of Plexus - we got

Private-equity backed loan volume as a percentage of total volume
60%

1191.82

507.98

1870.69
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the band back together!

"I would rather have an A-rated
management team with a C-rated
product/service then the inverse -
products/services can be fixed,
typically people cannot."

TLL: I'm very familiar with the strategy of
bringing bands back together.

RG: We then got our first SBIC license
under the Plexus name, raised $27 million
of private capital from 20 banks and 40
individuals, and ultimately funded our first
transaction on December 30, 2005. With 2
tiers of leverage from the SBA, Fund I had
$81 million of investable capital which was
used to finance 28 companies over a 4 year
period.

TLL: When did your second fund close?

RG: That was in 2010. We raised just north
of $58 million, so with leverage we had a
$175 million fund from which to invest. It
also had, coincidentally, 28 companies in its
portfolio. 2 years ago in May of 2013 we
raised our third fund - we raised $150
million in private capital and plan on
taking $150 million in leverage. To date we
have invested $154 million of Fund III in 18
companies.

TLL: Because the SBIC caps leverage at a
maximum of $150 million?

RG: That's correct. We are leveraging our
Fund III capital calls on a 2 to 1 basis
currently until such point we hit the cap on
the leverage. Our LP's are still deriving
attractive return enhancements from the
leverage as we deploy capital in companies
coast to coast.

TLL: How do you define the kind of
companies you look for?

RG: We seek later stage, growth oriented
businesses that have reached an inflection
point in their life cycle where outside
capital is needed. These companies
typically have a great relationship with
their existing senior lender, but have simply
maxed out their ability to attract any more
debt - that's when mezzanine debt most
often comes into play.

TLL: I assume most of these companies are
private.

RG: Correct, however; two of our existing
portfolio companies are actually public. We
target companies with revenues under $100
million and EBITDA under $20 million.
Most importantly to us though is

This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields

$200M or less 6.36% 6.34% 6.91% 6.19%
$201M - $350M 5.91% 5.94% 6.23% 5.93%
$351M - $500M 5.46% 5.58% 6.40% 5.53%
$501M+ 4.71% 4.73% 5.90% 5.04%
Middle market (= $50M) 6.11% 6.10% 6.64% 5.95%
Large corporate (> $50M) 5.00% 5.03% 6.08% 5.33%
Large corporate single-B (> $50M) 5.14% 5.19% 6.35% 5.44%

Middle Market Credit Stats

Sr/EBITDA 3.8 4.0 4.5 5.3
Debt/EBITDA 4.9 4.7 4.9 5.4

Middle Market Index Data
Monthly Returns 0.11% 0.13% -0.78% 0.37%
Average Bid 97.22 97.36 95.80 98.93

Source: S&P Capital IQ

Contact: Cuong Huynh
cuong.huynh@spcapitalig.com
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Loan Funds AUM now at $139 billion
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Source: Thomson Reuters LPC, Lipper

Loan mutual fund & ETF assets under management edged higher to just over
$139 billion in May as these funds registered a second consecutive month of
inflows as expectations around higher interest rates once again came to the fore.
Despite the combined inflows of $646 million in April and May, this still left loan
funds AUM down 1.5 percent year to date and off 20 percent from their high of
$174 billion recorded in March of last year. Loan funds now hold roughly 15
percent of institutional loans in the market, down from 23 percent in early 2014.
CLOs on the other hand have seen their share of the institutional market increase
to 48 percent following a strong start to the year in terms of issuance. More
recenly, the trend of inflows into loan funds has proved to be short-lived with
loan fund flows turning negative again in early June, with two straight weeks of
outflows totaling $317 million.

Contact: Colm Doherty
colm.doherty@thomsonreuters.com
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management: management, management,
management! I would rather have an A-
rated management team with a C-rated
product/service then the inverse -
products/services can be fixed, typically
people cannot.

TLL: Most of your investments are in the
form of subordinated debt?

RG: The vast majority for sure. Some
unitranche and some equity as long as it's
in concert with a larger mezz check from
us.

TLL: Do you get upside with your mezz?

RG: Out of our 74 investments since
inception, we have upside in all but 2,
primarily through penny warrants, but also
through equity co-invests.

TLL: How many companies are backed by
private equity sponsors?

RG: Only 20% of our deals are sponsored-
backed. While we like to see PEG deal flow,
purchase multiples sponsors are paying
today are incredibly high and we tend to
get uncomfortable when being asked to get
aggressive on leverage and frankly beat-up
on pricing to levels that fall below our
risk/return profile.

TLL: How aggressive are they being?

RG: I've seen deals where the purchase
multiples are north of 9x EBITDA (with
EBITDA in the $5MM range), pro-forma
capital structures suggesting leverage
through the mezz of 4x+, and all-in pricing
in the 10%-11% range. If leverage is above
4x it's likely not a deal for Plexus. We feel
much more comfortable with all-in leverage
through our debt of 3.0x to 3.5x and pricing
commensurate with the risk. And no, this is
not a unicorn! We pride ourselves on
staying in front of referral sources, staying
relevant in the market, logging serious
hours in cars, planes, and trains in order to
turn over far more rocks then our
competitors. We are not afraid of taking the
road less traveled to find the best
opportunities for the benefit of our
investors.

TLL: How do you target opportunities?

RG: We look for entrepreneurially run
companies, most of which have never
changed hands, that have a growing
business where the owner a) wants to take
the company to the next level and needs
capital to do so; or b) is seeking a liquidity
event for all or a portion of their ownership
- we can help them take some chips off the
table.

Source: Markit s Portugal es|ig — S pain

There are many words synonymous with the European sovereign debt crisis, the
portmanteau 'Grexit' being the most in vogue. But a word that was thought to
have been banished by the ECB - contagion - has returned to the discourse this
week.

Spreads in Italy, Spain and Portugal - the peripheral countries most exposed to
Greece - have proved largely resistant to credit deterioration since the ECB
announced its Outright Monetary Transaction programme in 2012. But in recent
weeks we have seen signs that the central bank's cloak of safety may be wearing
thin.

Portugal's CDS spreads widened to 202bps (2014 definitions), some 80bps wider
over the last three months. CDS spreads for Italy have widened from 100bps to
133bps since early March, while Spain has gone from 82bps to 108bps. These are
significant percentage moves, particularly in a low spread environment.

But they also need to be placed in historical context. Portugal was trading wider
than 200bps in Q4 last year, when the latest flare-up in Greece started. Less than
two years ago it was trading at over 500bps, and in 2012 it touched 1,500bps. The
recent widening in Italy and Spain is even less notable - both were trading in the
600bps range in 2012.

So, it might be somewhat premature to declare that contagion is back. However,
it is possible that the markets underestimating the risks emanating from Greece.
The impasse between the Greek government and the EU/IMF has seemingly
widened as both sides refuse to compromise - the Greeks on reforms and the
creditors on debt restructuring.

At the time of writing, it appears unlikely that the Eurogroup meeting on June 18
will achieve the elusive agreement. An emergency summit over the weekend has
been mooted, which may be the last chance to head off a default on the IMF
payments due at the end of the month. If Greece fails to make the payment, this
doesn't necessarily mean that an exit from the euro is inevitable. But we could
see capital controls introduced as they were in Cyprus, and the inviolability of
the euro will be in serious doubt. Maybe then we will see real contagion, and
peripheral sovereign CDS will be the indicators to watch.

Contact: Gavan Nolan
Gavan.Nolan@markit.com
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To be continued the week of June 22

Contact:

Robert Gefaell
Robert@plexuscap.com

Growth

Take Two and Call Us in the
Morning

Generic drugs were once the
pharmaceutical versions of knockoffs:
cheap, low quality and unreliable. Not
anymore.

From Allegra to Zyrtec, formerly patented
meds are not only available for much less
than we used to pay, but thanks to the
expedited approval process afforded by the
1984 Hatch-Waxman Act, generics account
for about 80 percent of all drugs on the
market.

Generics also comprise more than 40
percent of the total $300 billion U.S.
revenue for major drug manufacturers,
significantly more than the $70 billion from
generic drug companies alone. All this has
resulted in an estimated $1.5 trillion in
health care savings for consumers over the
past decade or so. That's nothing to sneeze
at...

Click here

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

MEDIAN EBITDA MULTIPLES FOR BUYOUTS
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Valuations met with a shrug

High valuations have become a headache in the PE industry, not only for the
firms themselves but also their own LP investors. Overpaying today leads to
under-reaping tomorrow.

Even so, deal activity continue sapace, particularly in the middle market.
Judging by the data, whatever concerns are being voiced today are being met
with a shrug by dealmakers. They have a record amount of dry powder that
needs to be used and a limited time horizon to use it. What are they supposed to
do, sit on the sidelines? They'd argue that they can't, justifiably.

But they know they can't justify inflated spending for its own sake, which is why
today's investing is, in fact, much more targeted and deliberate than in years
past. In many cases, platform buyouts aren't being made until a number of add-
on acquisitions have been identified and brought into the fold before the
platform deals are finished. Speaking more generally, though, investors are
being more deliberate within certain sectors. Consider the niche sub-sectors
where activity is most buoyant today: branded, consumer-growth companies,
healthcare  service  providers government-subsidized
reimbursements, niche professional service firms and "sticky" SaaS providers
with high customer retention rates. By and large, those sub-sectors are seeing
some of the highest valuations in their industries, but they're also seeing the
most explosive growth rates, as well. PEGs know they're paying more for their
deals, but they're figuring out ways to make them successful and profitable, even
if the multiple is at 10x or higher. If the company is growing enough and has
enough potential for a good exit, the deal is still going to happen.

unreliant  on

Time will tell whether this is a sound approach, but private equity has
been written off many times in the past before posting some "surprising"
results.

Contact: Alex Lykken
alex.lykken@pitchbook.com

SELECT DEALS IN THE MARKET




American Gaming Systems(4) Jefferies Apollo Management Gaming & Hotel 265
Aria Energy Corp (1) Barclays Energy Investors Fund Utilities 200
Compusearch Software (1) SunTrust ABRY Partners Computers & Electronics 115
ConvergeOne (5)(A0) Ccs Clearlake Capital Services & Leasing 50
Gold Standard Baking (1) BNP Tricor Pacific Corp Food & Beverage 109
The 1. Jill Group (1) Jefferies TowerBrook Capital Retail 250
TouchTunes Music (1L)(1) Citizens Searchlight Capital Computers & Electronics 170
TouchTunes Music (2L)(3) Citizens Searchlight Capital Computers & Electronics 62.5
Averages 153

* Senior only
** May be estimate based on leverage. Assumes unfunded revolver  (1L) First Lien

825
400
450
500
450
500
475
825
553

NA Not Available (2L) Second Lien

All dollar amounts in $MM (CL) Covenant Lite Flex Up

Corporate ratings unless otherwise noted (D) Dividend Flex Down
(AQ) Add-On

Arranger Sponsor Industry Facility* Spread LIB Fir

100
100
100
100
100
100
100
100
100

OID
99 B/B3
99 B/Ba3
99.75 NR/NR
99.5 B/B3
99.5 NR/NR
99.5 B/B2
99.5 B/B2
98.5 B/B2

99

Call Schedules

(1) 6 Month 101

(2) 101

(3) 102/101

(4) 6 Months 102/101
(5) 2 Month 101

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

in O
Stay Connected: ¥ |in L\

The Lead Left, LLC
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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.




