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Leveraged lending guidelines have set six times total leverage as the limit
above which a loan would likely be criticized by examiners. Less noted by
the media, but of growing interest to market players, are the components of
leverage metrics; specifically, how the numerator (debt) and the
denominator (cash flow) are being massaged to put the best face on
increasingly leveraged transactions.

Let's look first at the debt definition: guidelines specify total debt to cash
flow. That includes not only the loan being syndicated, but any other
corporate debt whether bonds, subordinated debt, or even a holding
company instrument. Holcos often get overlooked, but rating agencies
consistently sweep any security or tranche with a coupon under the debt
umbrella. That's because parent company debt is usually serviced by OpCo
cash flows.

Also often missed is that the calculation includes committed debt. That
means not only undrawn capacity under a revolving credit facility, but any
additional debt allowable under the credit agreement. Leveraged
borrowers often have baskets with built-in incremental capacity.
Regulators assume they are drawn day one.

Ebitda is one of the most universal accounting concepts in corporate
finance, but it is not actually defined under GAAP. Not being grounded in
generally accepted accounting principles means Ebitda and its variants
exist in a gray area when it comes to underwriting standards.

Any first-year lev fin analyst is familiar with "adjusted" Ebitda. The nature
of these adjustments is as varied as the types of expenses incurred by
private equity sponsors buying businesses. For example, if there are
expected employee layoffs as part of a merger with an existing platform
business, the cost of severance and transition expenses can be added back
to Ebitda.

Another common "add-back" is costs of the deal itself. Also typical are
plant closings or sale of real-estate at a loss.

Beyond expense padding, buyers scrutinize borrowers' sales profiles. If a
significant new customer contract has been signed, revenue from that may
be annualized to enhance cash flow. In some industries - co-location or
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“He’s as in love with his
company as I am with
Berkshire, and that’s saying a
lot.”

- Warren Buffett on
Precision Castparts’ CEO,
Mark Donegan.
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data centers, for example - it is accepted practice to annualize the latest
quarterly revenues coming from new centers to come up with higher pro
forma Ebitda.
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The concept of adding back "non-recurring" expenses is standard operating  [UEIECEVEEEEEE R L
procedure, but has seen envelope-pushing in this toppy market. Some  [REEEEIEEESNELALILASL
one-time" charges are fairly well-scrubbed, like sale of a product line. THE NEW LOAN MARKET -

More elusive are working capital items like receivable or inventory write- READY OR NOT. HERE IT COMES
offs. One veteran credit pro we know dubs these "recurring non-recurring" :

charges. Risk retention, Leveraged Lending
Guidance and Basel 3 are just a few

Of course for regulated entities the game is to finesse Ebitda so that total — EEGEIEREM T RUENEELNREE
leverage comes in below the magic six times threshold. Experienced loan : :
buyers must be adept at figuring out which adjustments meet the sniff test Salh LEks il SepIaNIbAn e oLk

yers o adep gurng ch ad) : 21st Annual Loan and CLO
and which don't. And as a gentle reminder, regulators warn they will SR ArTISEITIAS industry experts
"criticize situations in which EBITDA is defined in loan documents in ways [ [Re IR e (=1 {oR et ETae 1)
that allow enhancements to EBITDA without reasonable support.” coming to the loan market - and

what they might mean for you.

This column first appeared in the weekly newsletter of Creditflux, a leading global

: g ] ] 3 loanpricing.com/2015conference
information source for the credit trading and investment market. RS
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O Midcaps Motor On

For the first time in at least a decade, purchase price multiples for middle
market buyouts have topped the metric of their broadly syndicated

This week we chat with Martin
Fridson, chief investment officer,

Lehmann Livian Fridson Advisors. S
Fridson is "perhaps the most well-
known figure in the high yield world," LBO Purchase Price Multiples
according to Investment Dealers' 12.0x 7
Digest. His firm is a registered L
investment adviser based in New York el
City and Miami, managing investment 2 10> 1
portfolios for investors across the US. 8 Wf SX |
&, W8
The Lead Left: Marty, youve been at é Z::
the forefront of high-yield bond S|
research for several decades. You've . " 5; S
been commenting the new-issue market .

Martin Fridson: I gave a talk recently at

the Financial Management Association RIS M R HEC

deal so there's a bit of a jump in the

secondary market. What's wrong with a 2014-2015  2004-2005  1988-1989  1971-1972
clearing price? Buyers feel it's a bad Private 4-Year College
deal if it doesn't trade up. The theory is Tuition & Fees (Per year)
that the next time the issuer comes to Source: College Board

market, investors will say, "That's a
LOAN STATS AT A GLANCE

good company because it traded up!"
TLL: What's the alternative Provided by:
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explanation?

MEF: Academics provide the
explanation that holds up the best,
which is that issuers understand that it
will be a lot more work for the
underwriter, and therefore involve a
large underwriting fee, if the deal has to
be sold at the full clearing price. So
they're willing to pay for the
distribution effort partly by accepting a
price that makes the deal a relatively
easy sale. But as the manager of the
deal you can't leave too much on the
table.

"Bankers like to present the image
of being a football referee - 'Hey,
we just mark the spot where the
ball was downed!' In reality,
they're more beholden to the
issuers. "

TLL: Everyone has certain rate
expectations. What are yours?

ME: Investors are clearly concerned
about rates going up. Last year a lot of
investors were hurt by that assumption!
Some people have concluded that
stocks are the only option. But while
you're out of the fixed income market,
you're giving up yield. I just have to
take the Fed at its word that the
increase will be gradual.

TLL: Certainly doesn’t seem to be any
imminent threat of inflation.

MEF: Not on the horizon. So while the
Fed will raise short-term rates, the
likelihood is that the curve will flatten
rather than move up in parallel in the
long end. The US is a safe haven for
many sovereign wealth funds because
euro rates are not competitive. But
investors get nervous because they lose
sight of the fact that even the good
years contain some mini-bear markets.
For example, in every year since 2001
that the BofA Merrill Lynch US
Treasury & Agency index returned 7%
or more, returns, there was at least one
negative quarter. Investors have to
avoid overreacting to every blip and
bleep.
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This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields
$200M or less 6.33% 6.41% 7.09% 6.45%
$201M - $350M 5.80% 5.91% 6.27% 5.79%
$351M - $500M 5.49% 5.50% 6.48% 5.73%
$501M+ 4.83% 4.80% 5.85% 5.01%

Middle market (= $50M) 6.25% 6.32% 7.01% 6.18%
Large corporate (> $50M) 5.08% 5.08% 6.05% 5.30%
Large corporate single-B (> $50M) 5.22% 5.22% 6.17% 5.36%
Middle Market Credit Stats

Sr/EBITDA 5.5 51 4.8 4.7
Debt/EBITDA 5.5 5.1 4.8 4.9

Middle Market Index Data
Monthly Returns -0.06% 0.57% 0.25% -0.11%
Average Bid 97.09 97.28 9538 98.62

Source: S&P Capital IQ

Contact: Daniel Mena
daniel. mena@spcapitalig.com
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Fed Survey: Competition continues to drive easing of spreads, floors, and covenants

m 2015 2014 m2013 m2012

Spreads over banks' cost of funds
Use of interest rate floors

Cost of credit lines

Max. size of credit lines
Covenants

Premium charged on riskier loans

Loan maturity

Collateralization requirements
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% of banks reporting easing

Source: Federal Reserve Senior Loan Officer Opinion Survey

The majority of banks surveyed reported little change in the last three months
with only 13 percent of domestic banks reporting easing terms to larger firms,
according to the latest Federal Reserve Senior Loan Officer Opinion Survey. This
is up slightly from 10 percent at this time last year and down from 20 percent in
2013's summer survey. Meanwhile, 10 percent reported easing standards for
smaller firms, up from 8 percent last summer and on par with 2013's survey.
Sixty-one percent of large banks said "aggressive competition from other banks or
non-bank lenders" was a "very important” driver behind their easing terms over
the last three months, compared to 70 percent, 78 percent and 37 percent in the
July 2014, 2013 and 2012 surveys respectively. Forty-six percent of all domestic
banks surveyed said spreads of loan rates over their bank's cost of funds have
narrowed for larger firms for non-M&A transactions in the past three months
compared to 60 percent and 67 percent of respondents in the July 2014 and 2013
surveys respectively. Unlike the 30 percent of U.S. banks reporting loosening




TLL: Where can readers look for data
on that?

ME: Dalbar has put out a research
study showing that over the last 20
years, the S&P 500 averaged 9.85% total
return but stock mutual fund investors
earned only 5.19% over that period.
The main reason for that gap is the
emotional response of buying at the top
and selling at the bottom. If the mutual
fund shareholders had just stayed in
and not traded, they would have been
better off.

TLL: Our readers are familiar with the
deterioration of loan covenants. How
about bonds?

MEF: Moody's has developed a rigorous
scoring system for covenant quality and
is generating good research on the
subject. The agency rates the top five
covenants for each high yield bond
deal, and gives an aggregate score for
the market to digest. Moody's also
reports the combined scores for all
deals, month by month, to track the
overall trend of covenant quality.

TLL: How far back does the data go?

ME: Since January 2011, so going
forward they'll be able to provide
pretty good historical perspective. I
publish a slightly improved version
that adjusts for ratings mix. In recent
months, we've seen the lowest covenant
quality for the series since it started. For
example, we've seen a steady
deterioration of limits on debt.

TLL: Is that a cyclical trend?

MEF: Some say that, but it's becoming a
pattern of lower lows from one cycle to
the next. The problem is that issuers can
time their deals so that they only issue
when the bargaining power versus
investors is in their favor. And they
select the lead underwriter. Bankers
like to present the image of being a
football referee - "Hey, we just mark the
spot where the ball was downed!" In
reality, they're more beholden to the
issuers. And covenants are one
important way that underwriters
compete for business. They see what

covenants in 2013, the share dropped and remained at 19 percent over the past
two summer surveys. Only one quarter of respondents said costs of credit lines
have eased compared to one third and one half of U.S. banks in the last two
summer surveys respectively. Twenty-seven percent of banks said fewer interest
rate floors are being used on loans to larger firms which is roughly on par with 26
percent last summer but down from 40 percent in 2013.

e Will rising rates create more demand for middle market assets given
tighter structures and pricing premiums?

e When can we expect to see the M&A floodgates open for smaller issuers?

® Money continues to flow into the middle market but how are lenders
finding ways to put it to work?

Join us on September 10th to hear views from our Middle Market Panel and
more - Register with code 1B2015 for $200 discount.

Contact: Ioana Barza
ioana.barza@thomsonreuters.com
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Back in 2010, Brazil's finance minister Guido Mantega warned that the world was
in the midst of a "currency war" in the wake of US quantitative easing. The term
is now back in vogue after China made the shock decision to devalue its currency.

China has a "dirty" peg against the US dollar, and the People's Bank of China
adjusted the managed float by 1.9%. This was the biggest one-day change since
1993, and the renminbi continue to depreciate the following day. Opinions differ
on the rationale behind the decision. It appears to be a reaction to China's
lacklustre export performance in recent months, and in that sense it is the
competitive devaluation that could escalate into the feared currency war.

A more optimistic view is that it is a welcome move towards a "more market-
determined exchange rate", as stated by the US Treasury in its cautious response
to the PBOC announcement. China is pushing to have the renminbi accepted as a
reserve currency by the IMF, and this could be the first step.

If there is a positive side to China's devaluation, the credit markets are not seeing
it, at least not yet. The worst performers, unsurprisingly, were names with direct
exposure to China. The prospect of a flagging Chinese economy is obviously




carve-outs and loopholes they can
sneak into a deal that their competitors
haven't thought of yet.

TLL: We're familiar with bond-like
[debt incurrence] covenants in
leveraged loans. Is there an equivalent
of covenant-lite in high-yield bonds?

ME: Yes, in fact it's termed high-yield-
lite, defined as lacking either or both a
restricted payments test and a debt
limitation.

TLL: I would call that "equity.”

ME: Back in 1977 when the first junk
bond deals came to market, they had no
meaningful covenants. Drexel's early
deals contained covenants, but didn't
offer real protection. Layering of debt
was permitted and there was no real
call protection. In the mid-1980s
investors got burned so badly by the
weak covenants that the investment
banks were afraid they would abandon
the market. To keep the revenues
coming in, the underwriters improved
the terms, eliminating some of the
loopholes.

TLL: Could you give an example?

ME: If a company has fewer than 300
registered holders, it's not required to
continue publishing quarterly 10-Q
reports, even if it issues debt in the
public market. To prevent investors
from buying a bond and then getting
cut off from financial reporting, the
underwriters made it a standard
provision that the company would
issue financial reports comparable to
10-Qs whether required to by the
securities laws or not. The newer
covenant packages also contained anti-
layering provisions and call protection
was improved. Unfortunately, for the
next 30 years the terms of the bond
contract went the other way. For
example, call protection was
undermined by "claw-back" provisions,
which allowed the issuer to retire 35%
of the otherwise non-callable issue with
proceeds of an equity sale. The
definitions of change-of-control,
triggering a premium put to the
company, were narrowed. Meanwhile,

detrimental to commodity firms, and they suffered disproportionately. Glencore's
CDS spreads widened beyond 300bps for the first time in over two years, and
have now given up over 160bps since May. Anglo American also breached the
300bps level, the first time it has done so since October 2011.

North American indices were also driven wider by commodity-related names.
But the most direct effect of China's FX intervention was in emerging markets,
where sovereigns in Asia saw their spreads widen significantly. Most of China's
regional neighbours are also export-driven, and the devaluation of the renminbi
will make their goods less competitive in international markets. The policy
response of governments in Asia, along with the extent China allows the
renminbi to fall, will determine whether we do indeed enter a "currency war".
With US rates set to rise, emerging market debt could face a difficult end to 2015.

Contact: Gavan Nolan
Gavan.Nolan@markit.com
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Do holding periods go down from here?

For the first time since the crisis, the median holding period for private equity is

heading downward. For all exits, the H1 median came in at 5.25 years, a sharp fall
from the 6.12 median at year end. Companies that were exited via IPO in 1H were
held for a median 4.96 years, the first sub-5 showing for any exit ramp since 2011.

There's been plenty of talk in recent years about "health" concerns for the PE
market. From high valuations to more secondary buyouts, observers have cast a
wary eye on the industry. But one of the more overlooked aspects of the current
market is that, as valuations have climbed and PEGs have quietly (but
meaningfully) improved their companies, the time it takes to realize those
investments has started to fall. Among other things, this will help prop up IRRs
and likely level off the global company inventory, which hit an all-time high
14,138 through June. It should also help PE firms continue to fundraise
successfully - which, admittedly, it hasn't had a difficult time doing, anyway.

Contact: Alex Lykken
alex.lykken@pitchbook.com




underwriting practices also changed,
with "drive-by" deals becoming
commonplace and, over time,
eventually not restricted to the best-
known, highest-quality names.

To be continued the week of

Aug 17

Contact: Martin Fridson
marty@fridson.com

SSda

society of security analysts

25th Annual High Yield Bond
Conference and Master Class

The 25th Anniversary New York Society of
Security Analysts High Yield Bond
Conference will take place on September 9-
10. Presenters at the Master Class on
September 9 will instruct attendees on the
most up-to-date methods of credit analysis,
valuation, and portfolio management. The
Conference's general sessions on September
10 will describe the outlook for default rates
and returns for high yield bonds, distressed
debt, and leveraged loans. Attendees will
hear from leading experts where the best
opportunities are and what the latest
research on the market reveals about
maximizing performance. Each person
attending the High Yield Bond Conference
and Master Class will receive a copy of
NYSSA's new book, High Yield, Future
Tense, Cracking the Code of Speculative
Debt, included as part of the conference fee,
on the day of its publication.

For further information see here.

Growth
2020: A Business Travel Odyssey

Monday, 5:30 a.m. // [Up&A’comA© wrist alarm vibrates]. Ugh, time to get up.
Can't believe I have to fly to Havana tonight. Well, I haven't missed an ACG
InterGrowth”A® in 30 years. Not about to start now. [Checks PhoneDroneA© app

on wrist]. My lift arrives soon so better get going.

7:30 a.m. // [en route to JFK, aloft at 1,000 feet]. Glad I'm not in that traffic! Don't
know why everybody doesn't use these personal airlifts. Really great time-saver.

A®

Let's see how my flight is doing. [Checks AirAware*™ app]. On-time departure.

And they've booked me for a massage [RubwaysA©] while I'm going through
security. Sweet!

9:30 a.m. // [on plane]. Let me see if I can get a better hotel. [FlyingRoomers.com].
So much easier than that corporate service we used before. Hotels, motels,
houses, even student housing! Love the way your luggage gets sent right from
the plane to your room [BagZA©]...

Click here

to read Randy Schwimmer's MidPoints column in the latest issue of Middle Market
Growth magazine.
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Deal Arranger Sponsor Industry Facility* Spread LIB Fir OID Rating

Cole-Parmer Instrument (CL)(AO) Golub GTCR Golder Rauner Manufacturing & Machinery 30 450 100 N/A B/B3
Consolidated Aerospace (CL)(1) Citizens Tinicum Aerospace & Defense 240 375 100 99.5 B+/B2
Electrical Components (AQ) BOA KPS Capital Computers & Electronics 50 475 100 99.75 B+/B2
Jet Support Services (2)(D) UBS AG 1848 Capital Aerospace & Defense 175 600 100 99 NR/NR
Mediaocean (CL)(1) Macquarie Vista Equity Computers & Electronics 225 475 100 99 B/B3
PetroChoice (1)(CL) Barclays Golden Gate Oil & Gas 235 375-400 100 99 B/B2
PetroChoice (3)(CL) Barclays Golden Gate Oil & Gas 90 775-800 100 98.5 B/B2
V. Group (CL)(1) GS OMERS Capital Services & Leasing 90 400 100 100 B/B1
Vistage Worldwide (1)(D) SunTrust TowerBrook Capital Services & Leasing 150 475-500 100 99 B/B2
Water Pik Technologies (1L)(CL) GE MidOcean Partners Healthcare 75 475 N/A 99.5 B/B3
Water Pik Technologies (2L)(AQ) GE MidOcean Partners Healthcare 35 875 N/A  99.25 B/B3
Averages 136 488 100 99

* Senior only . } ) New Deal Call Schedules

** May be estimate based on leverage. Assumes unfunded revolver (1L) First Lien (1) 6 Month 101

NA Not Available (2L) Second Lien Flex Up (2) 101

All dollar amounts in $MM (CL) Covenant Lite (3) 102/101

Corporate ratings unless otherwise noted (D) Dividend Flex Down (4) 4 Months 101

(AO) Add-On

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