HOME | LEAD LEFT ARCHIVES | PRINTABLE PDF| RESEARCH

New Release State of the Capital Markets ==
Second Quarter 2015 Review and : : mm

For Subscribers Only
Third Quarter 2015 Outlook

Back to School Issue

With the unofficial end of summer almost upon us, we thought it would be
appropriate to take a look at what's in store for the loan markets in
September.

First, let's examine total deal volume. Thomson Reuters LPC reports that
year-to-date middle market LBO activity is on track relative to last year:
$10.7 billion vs. $13.4 billion for the full three quarters in 2014. Large cap
volume is lagging last year more significantly ($35 billion so far vs. $60
billion through 3Q 2014), thanks to a busy 2Q that skewed last year's
numbers.

The total pipeline of institutional loans on the docket for both middle
market and broadly syndicated loans is on par with last year's pre-Labor
Day metrics, at $50 billion. That number was down, though, from a multi-
year high of over $80 billion in the pipe earlier this summer.

Now let's turn our attention to pricing. At the latest measure, LPC shows
middle market all-in yields up slightly so far for 3Q at just under 6.25%,
from around 6% the quarter prior. This has been consistent, give or take,
with reported yields over the past three years.

Steady as well has been the middle market premium - the additional yield
mid caps enjoy over large cap issues - which today stands at 112 bps. This
number has been as low as just under 70 bps a year ago, and over 200 bps
back in 1Q 2012.

As we've discussed in other columns, pricing for smaller deals, unlike their
broadly syndicated counterparts, tends to be driven less by technical
concerns such as retail fund flows, and more by the competitive dynamics
among middle market arrangers. Nevertheless, both markets will see a
positive impact to yields if deal volume comes out strong in September.

On the leverage front, after two quarters that demonstrated close
adherence to the Fed's Leveraged Lending Guidance, middle market
arrangers have come out with LBOs that averaged close to 6.5x total
debt/cash flow. The good news for lenders is that private equity sponsors
are also contributing high levels of cash equity. LPC indicates almost 55%
of the capital structure for buyouts so far this quarter was comprised of GP
equity. That's up smartly from just over 40% only nine months ago.
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“It will take a significant
deterioration in the economic
picture for me to be disinclined
to move ahead.”

- Dennis Lockhart, president,
Federal Reserve Bank of

Atlanta.
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Interestingly, purchase price multiples for middle market buyouts (10.46x)
exceeded those of their more liquid cousins (10.16x) for the first time in
over a decade, demonstrating the keen competition for good mid cap
companies. LPC highlights a small data set that seems to be driving these
stats, including two outliers that weighed in with over 15x multiples.

Finally, middle market investment banks report a frothy period of deal
bidding this summer, which could lead to a healthy flow of new loan
activity through the end of 3Q and beyond. Certainly strategic corporates
flush with cash have been active buyers of properties at auction, but
anecdotal evidence suggests that at least 50% of total deal activity has been
sponsor driven. If true, that's certain to keep middle market investors busy
as they return from the summer break.

From the Editor: The Lead Left will be on its annual August break and will return
the week of September 7.
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Thursday September 10, 2015
Marriott Marquis, New York City

THE NEW LOAN MARKET -
READY OR NOT, HERE IT COMES

Risk retention, Leveraged Lending
Guidance and Basel 3 are just a few
factors impacting the loan market.

Join LPC this September for our
21st Annual Loan and CLO
Conference, where industry experts
will discuss the dramatic changes
coming to the loan market - and
what they might mean for you.

loanpricing.com/2015conference

BDC Woes

O

This week we continue our
conversation with Martin Fridson,
chief investment officer, Lehmann
Livian Fridson Advisors. Fridson is
"perhaps the most well-known figure
in the high yield world," according to
Investment Dealers' Digest. His firm
is a registered investment adviser
based in New York City and Miami,
managing investment portfolios for
investors across the US.

Second of two parts - View part one

The Lead Left: What's the issue with
""144a for life” registration rights?

Martin Fridson: For a number of years
the dominant form of high-yield new
issuance has been to offer a 144a, which
is a private placement, but attach
registration rights. The investor ends
up with a fully registered deal, but the
issuer can get into a market window
that might close if the registration has
to be done up-front. Eventually, issuers
started doing 144a deals without
registration rights and that practice has
escalated recently. It's another gain for

Multiple factors including lower asset yields and slashed dividends have
punished trading levels for public BDCs.

BDC Price to Net Asset Value

WFBDCX Price to NAY

Source: Thomson Reuters LPC

STAT OF THE WEEK

2013 2011
Banks' Legal
Penalties ($Bs)
Source: Boston Consulting Group (US & European)
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the issuer, who saves the expense of
registering the deal. Investors don't
view it as a disaster if the company is
public or has other public issues
outstanding such that it has to provide
regular financial reports.

TLL: What's the impact of these looser
covenants?

MEF: For loans, some investors see
covenant-lite structures as a good thing.
Their thinking is that a basically sound
company can avoid being pushed into
bankruptcy by a covenant violation.
The other side of it is that by kicking
the can down the road, the covenant-
lite structure enables an unsound
company to dissipate more asset value
before it finally defaults.

"Investors are happy if ratings are
wrong. That gives them
opportunities to profit from market
imperfections. Issuers don't care
whether ratings are accurate in
general. They all believe it's
underrated relative to all the
others."

TLL: How did it work out in the last
recession?

ME: There were definitely companies
that escaped default with the help of
covenant-lite packages and recovery
rates were not drastically lower than in
previous cycles, as some had feared,
based on the scenario of dissipating
more asset value before finally
defaulting. But the Fed brought the
default surge to an early end by
massively reliquifying the system. It
remains to be seen whether delayed
defaults as a result of covenant-lite
loans will lead to lower recoveries
when a default surge is allowed to run
its course.

TLL: What about rating agency reform?
What's your perspective on that topic?

ME: Let me focus on the corporate
ratings sector. There's a lot of
misunderstanding and deliberate
misdirection on this topic. Many money
managers say, "We do our own
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New-Issue Clearing Yields
$200M or less 6.33% 6.33% 7.09% 6.45%
$201M - $350M 5.82% 5.76% 6.27% 5.79%
$351M - $500M 5.50% 5.48% 6.48% 5.73%
$501M+ 4.80% 4.82% 5.85% 5.01%

Middle market (< $50M) 6.28% 6.23% 7.01% 6.18%
Large corporate (> $50M) 5.09% 5.08% 6.04% 5.30%
Large corporate single-B (> $50M) 5.25% 5.24% 617% 5.36%
Middle Market Credit Stats

Sr/EBITDA 55 5.5 4.8 4.7
Debt/EBITDA 55 5.5 4.8 49

Middle Market Index Data
Monthly Returns
Average Bid

Source: S&P Capital IQ

-0.31% -0.06% 0.55% -0.03%
96.71 97.09 95.55 98.58

Contact: Daniel Mena
daniel. mena@spcapitalig.com
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Middle market second lien volume is supply
constrained in 2015
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There is no shortage of yield hungry investors in the middle market however
second lien volume for smaller issuers has not kept pace with demand in 2015.
Year to date, middle market second lien volume has only reached $1.6 billion,
which is over 70% lower than the $5.6 billion logged in the first three quarters of
2014. The average tranche size is also down in 2015 in the $60-$75 million area
compared to the $75-$125 million size range seen in 2014. This leaves fewer
investing opportunities for players requiring higher yields such as BDCs, mezz
shops and credit opportunity funds. Downward price flexes were seen this
quarter on Cast and Crew (tightened discount to 99.25) and CHI Overhead
(tightened pricing to LIB+775 from LIB+800-825). As a result middle market
second lien yields are grinding down, averaging around 9.82% in 3Q15, down
from 10.1% in 2Q15 and 10.4% in 1Q15.

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




research and pay no attention to
ratings." But when the down cycle
arrives, they change their tune and say
they relied on ratings that turned out to
be wrong. So the calls for reform are not
necessarily responses to genuine
problems.

TLL: There have been new entrants like
Egan Jones and DBRS.

ME: Reformers who are looking to
create new agencies should be careful
what they wish for. In the past,
competing agencies quickly figured out
that the way to capture market share
was to hand out higher ratings than the
dominant firms. The reformers don't
understand the dynamics of the ratings
industry and imagine that investors
and issuers are clamoring for better
ratings. Actually, investors are happy if
ratings are wrong, provided valuations
are consequently wrong as well. That
gives them opportunities to profit from
market imperfections. Issuers don't care
whether ratings are accurate in general.
It's just that every issuer believes it's
underrated relative to all the others.
Clearly, they can't all be right.

TLL: Are there any other benefits of
ratings?

ME: If you're running a small pension
fund without a lot of resources, ratings
protect you against a manager buying
inappropriately risky securities to try to
achieve high returns. By incorporating
ratings into investment guidelines, the
pension fund's trustees can ensure that
an overly aggressive manager won't
blow up the fund. The system works
for that purpose. It's a low bar, but the
present rating agencies meet it, so
there's no clamoring from these end
investors for new providers. We can
nevertheless be confident that in next
crisis, the ill-informed calls for reform
will arise again.

TLL: Do you see any concerns about the
upcoming bond maturity wall?

MEF: The big debt maturities aren't until
2018, so there's little risk of a maturity-
related default surge before then. And
recent research by GMO shows,

e When can we expect to see the M&A floodgates open for smaller issuers?
e 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 IB2015 for $200 discount.

Contact: Fran Beyers
frances.beyers@thomsonreuters.com
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We remarked last week that emerging markets could face a difficult time ahead.
Well, we didn't have to wait long before the early maneuvers in a possible
currency war had an impact on sovereign CDS spreads.

Vietnam was one of the first to move by devaluing its currency and widening the
trading band. The decision was no doubt prompted by China's devaluation of the
yuan last week, a policy shift that was bound to have ramifications across the
global economy. Vietnam is an export-driven economy, and it is logical that the
government would seek to protect its terms of trade.

Kazakhstan swiftly followed with an even more radical change in exchange rate
policy. The government initially widened the trading band, but then decided to
scrap the band and allow the currency to float freely. Kazakhstan has been hit
hard by a sharp decline in the price of oil, its main export, as well the
depreciation in the Russian ruble, so the consequent 20% fall in the currency
should improve its external position.

But the credit markets didn't take the news well. Vietnam's spreads widened
20bps to 250bps, their widest level since February 2014. The movement in
Kazakhstan's spreads was more dramatic - they widened from 275bps to 315bps
after the free float announcement. Exporters may gain from the devaluations but
debtors won't. Emerging market countries have considerable amounts of debt
denominated in US dollars, and the falling currencies will make this debt more
expensive to service. China's surprise devaluation could trigger solvency issues
in many of its Asian neighbours.

Solvency problems are not normally associated with oil-rich countries in the




counter-intuitively, that it's actually
better to buy high-yield bonds when
the maturity wall is closer. That's
because in a bear market, there's
typically little refinancing, so the
distance to the maturity wall shortens.
But that's also when the market is
poised to rebound.

TLL: Could you elaborate a bit more on
that?

ME: Many observers mistakenly believe
that inability to roll over maturing debt
is the only reason companies default.
Companies can also strategically
default simply because their liabilities
exceed the present value of their future
cash flows. At that point, they're like
the homeowner who's underwater on
his mortgage and decides to mail in the
keys. The bottom line is that investors
who believe default rates cannot rise
until we hit the maturity wall have a
false sense of security.

TLL: Tell us what your firm is doing in
this market?

MF: We manage money for high net
worth individuals. The goal is to
generate income and preserve capital,
while avoiding major swings in
principal value. The firm mostly
focuses on preferreds, MLPs, REITs,
some high yield and investment grade
bonds, some closed-end funds, and a
component of dividend-growth stocks
to offset inflation.

TLL: What kind of yield are you
targeting?

ME: Portfolio yields are typically
around 5-6%, depending on clients' risk
profiles. The goal is to add return by
buying right and avoiding excessive
turnover. Hands-on credit analysis is
critical to our success.

TLL: Final question, Marty. Do you
foresee any massive cash moves in
anticipation of a rate hike?

ME: I don't think institutional money
will move quickly out of funds. But
retail cash may.

Middle East, but GCC sovereigns saw considerable widening in their spreads.
The drop in the price of WTI crude to $40 a barrel has placed pressure on state
finances, forcing the UAE to scrap fuel subsidies and consider introducing VAT.
Abu Dhabi and Qatar both saw their spreads widen from 60bps to 70bps, which
were large daily moves for these normally stable credits. The widening in Saudi
Arabia's CDS spreads was of a different magnitude altogether - its spreads
widened from 70bps to 105bps, the first time it has breached the 100bps level for
almost three years.

US rates are set to go up soon - though expectations for the first hike were put
back after a dovish set of Fed minutes - and China's economic trajectory remains
unknown. We can expect more volatility and further capital outflows from
emerging markets over the remainder of the year.

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

U.S. PE CAPITAL RAISED VS
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INVESTED BY YEAR

Net PE Capital Capital Invested ($B) Capital Raised (SB)

$800
$600
$400
$200

50

2006 2007 2008 2009 2010 2011 2012 2013 2014 1H15 =100

-5200
-$400
-4600

-5800

It's become common knowledge (and maybe conventional wisdom) that PE
buyers are much more disciplined today than they were in 2007. One useful
comparison is the amount of PE capital spent versus the amount raised. Going
back to 2011, note the correlation between the two totals and how little they
deviate from one another. This suggests that deal flow is much more stable than
it was in 2007, when PEGs invested close to $1 trillion on top of a relatively paltry
$294 billion raised. It's true that a number of mega-deals skewed those numbers,
but it's also true that the debt markets played a much bigger role ten years ago
than they do today. In other words, the amount of fresh dry powder raised by
PEGs is more closely tied to their deal flow post-crisis.

One takeaway from this chart is that, despite near-record deal flow and a
buoyant lending market, the differences between 2015 and 2007 are visible. It's
hard to argue we're in the middle of a 2007 redux when the largest difference in
capital invested vs. raised was -$350 billion last year, a long shot from the -$617.5
billion difference in 2007. So far this year, the dichotomy is mild at -$140.9 billion.
If fundraising continues apace and deal activity slows, as we expect, 2015 will see
the smallest difference between cap invested vs. raised since 2009.

Contact: Alex Lykken
alex.lvkken@pitchbook.com
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Contact: Martin Fridson
marty@fridson.com

SSd

society of security analys!s

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.

2020: A Business Travel Odyssey

Monday, 5:30 a.m. // [Up&AtomA© 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
hA@ A()a

InterGrowt! in 30 years. Not about to start now. [Checks PhoneDrone

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

PP

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 [Bang©]...

Click here

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

SELECT DEALS IN THE MARKET
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Cole-Parmer Instrument (CL)(AO) Golub
Consolidated Aerospace (CL)(1) Citizens
Electrical Components (AO) BOA

Jet Support Services (2)(D) UBS AG
Mediaocean (CL)(1) Macquarie
PetroChoice (1)(CL) Barclays
PetroChoice (3)(CL) Barclays
PowerTeam Services (CL)(1)(AO) Jefferies
Smart Start (1) BNP
SRS Distribution (CL)(1) Barclays
V. Group (CL)(1) GS
Vistage Worldwide (1)(D) SunTrust
Water Pik Technologies (1L)(CL) GE
Water Pik Technologies (2L)(AO) GE

Averages

* Senior only

** May be estimate based on leverage. Assumes unfunded revolver

NA Not Available
All dollar amounts in $MM
Corporate ratings unless otherwise noted

er S

onsor

Facility* S LIB Fir  OID

pread

GTCR Golder Rauner Manufacturing & Machinery 30 450 100 N/A B/B3
Tinicum Aerospace & Defense 240 375 100 99.5 B+/B2
KPS Capital Computers & Electronics 50 475 100 99.75 B+/B2
1848 Capital Aerospace & Defense 175 600 100 99 NR/NR
Vista Equity Computers & Electronics 225 475 100 99 B/B3
Golden Gate Qil & Gas 235 375-400 100 99 B/B2
Golden Gate Oil & Gas 90 775-800 100 98.5 B/B2
Kelso Utilities 40 325 100 99.026 B/B3
ABRY Partners Retail 145 475-500 100 99 NR/NR
Berkshire Partners  Building Materials 325 425 100 99 B/B2
OMERS Capital Services & Leasing 90 400 100 100 B/B1
TowerBrook Capital Services & Leasing 150 100 99 B/B2
MidOcean Partners Healthcare 75 475 100 99.5 B/B3
MidOcean Partners Healthcare 35 875 100 99.25 B/B3
136 493 100 99

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

(3) 102/101

(4) 4 Months 101

(1L) First Lien
(2L) Second Lien
(CL) Covenant Lite
(D) Dividend

(AO) Add-On

Flex Up

Flex Down

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.




