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The Unitranche — What it is, and Why it Matters

The Art of the Club Deal

When we first began distributing middle market loans (in the waning days _
of the Reagan Administration), the concept was novel. Back then money- OO0 HHE EK
center banks underwrote and syndicated mainly large corporate loans to “Popular trades in 2015 are getting
other relationship banks. Smaller deals were mostly self-arranged, club hit...Liquidity is getting thin into
affairs among regional banks and finance companies. year-end. Volatility is here to stay.”

Ironically the world of middle market loan underwriting today remains a N BRI, Al h?afl 2
interest rates strategy, Crédit

clubby business. But thanks to the regulatory climate, the members of the Agricole.

club have changed. Banks are being pushed further to the sidelines. In

their place are specialized funds, BDCs, and other non-regulated credit

providers. Rather than investing in only senior debt and having the private m
equity sponsor source the junior capital, arrangers are speaking for all the 4%

debt. ’ Stocking Stuffer
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Traditional deal size barriers have also been redefined. Until recently, loan Join the leading voice of the middle
distribution of tranches over $250 million were the purview of bank market. Try us free for 30 days.
syndication teams. Buyers were almost all institutional funds. Now the
scale of the top middle market firms allows for club deals of $250 million
and higher, with each participant taking increasingly higher shares.

Private equity sponsors have always played active roles in lender selection.
This has been heightened for a number of reasons. First, the increasingly
competitive nature of auctions has forced buyers to accelerate the bidding
process. Relationship lenders are pre-selected to afford efficient
negotiation of terms and expedited closings.

Deal terms are also often sponsor specific. One GP may be willing to pay

for covenant flexibility, while another seeks the cheapest cost available. L::Ec;““ -

These decisions drive the kind of lenders willing to play in the credit. il ..||L| g
Knowing a lender's risk tolerance and ability to take on a growing I .
commitment over time is also key to building a relationship for the long T
run. —

Even with a true syndication of a middle market LBO, the lead arranger's JOIN

function is less a matter of "going wide" to find willing participants, and
more about constructing the right club of relationship lenders. That means
helping the sponsor build value in their portfolio companies by enhancing
debt capacity and flexibility, particularly amidst market volatility.

Is the middle market syndicate dead? Hardly. Last year over $40 billion of
loans were sold the old-fashioned way - via bank meetings at the Waldorf.
But as non-regulated entities bulk up by adding side-pockets of capital,
most of the loan distribution occurs among internal funding vehicles. And
rather than selling themselves down to zero (as banks typically do), middle
market arrangers can hold commitments of size.




What's next in the middle market distribution game? Interestingly, the

larger one-stop shops may be nearing their comfortable hold limits and are Now Available
(For Subscribers Only)

hiring experienced sales staff to add distribution capability. But what they
will find, as was true in the middle market decades ago, is that
relationships still matter.
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BUSINESS SCHOOL

Since August's market volatility, more post-launch pricing changes have

This week we continue our been investor-friendly.
conversation with Josh Lerner, the
Chair of the Entrepreneurship Unit | SRR —— e

-;;! of flexes |.;|:-ii-d-own

and the Jacob H. Schiff Professor at
Harvard Business School. He has
recently been named one of the 100
most influential people in private
equity over the past decade by Private
Equity International magazine. He
currently serves as Vice Chair of the 20 -
World Economic Forum's Global

Agenda Council on the Future of

Investing.
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Second of two parts - View part one STAT OF THE WEEK

The Lead Left: How do you think the 2010 2005

PE industry is doing when it comes to
creating jobs? US Defense Budget ($Bs)

, . . Source: US Government Publishing Office.
Josh Lerner: There's certainly a big

differential between the public-to-
private deals, where job losses have

LOAN STATS AT A GLANCE

been common, and the typical PE Provided by:

investment where job expansion comes o ’ S&P

with growth. It really depends on the CAPITALIQ
deal.

TLL: It seems like the VC community
has done a better job in selling the job
creation proposition.

JL: It's complicated. Venture capital has
done a great job of presenting itself.
While VC has created firms that create
jobs, it has destroyed them in other
areas where disruptive technology
occurs. For example, companies that
run classified ads on-line vs.
newspapers. To really do the social
calculus is very complex.




"It's been surprising how strong
unicorn investments have behaved,
despite all the predictions that the
venture bubble would burst in
2015."

TLL: Improved productivity comes at a
cost.

JL: Yes, what gets lost with the focus on
jobs is that productivity gains
sometimes come from opening factories
as well as closing them. It's very
complicated.

TLL: Do you think the pure-play PE
firm is losing ground to the multi-
product asset management model?

JL: It's clear that institutional investors
want fewer relationships and the ability
to write larger checks. It's not
surprising that firms are responding in
rational ways by offering those options.
In some cases, there are synergies being
created by working together across
product teams, while in others, the new
teams are simply being tacked on.

TLL: What's your view of the
opportunity in Europe for PE?

JL: Europe had a strong run for the first
few years of the last decade, for
instance, during the 2001-03 period. The
major European firms showed very
high returns relative to the US. But that
fell off the cliff: it has been a difficult
environment in much of Europe
coming out of the recession. PE
performance has been depressed in the
sector.

TLL: What will the next five years
bring?

JL: I think there will be a bit of swing
back. There are certainly many
opportunities for rationalizing firms
across Europe. But it is important to
note that the EU experiment is far from
done. For example, in the area of
intellectual property, there's a very
interesting discussion around the
question of can we make a common
platform?

TLL: Where do you think GP returns
are headed?

JL: There's been a gradual decline of
returns, both in absolute terms, and
relative to public markets. That won't

This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields

$200M or less 7.01% 7.78% 6.38% 6.91%
$201M - $350M 6.42% 6.42% 5.86% 6.23%
$351M - $500M 6.98% 6.91% 5.64% 6.40%
$501M+ 5.55% 5.58% 4.69% 5.90%
Middle market (< $50M) 6.56% 6.59% 6.29% 6.64%
Large corporate (> $50M) 5.85% 5.89% 4.98% 6.08%
Large corporate single-B (> $50M) 6.22% 6.31% 5.17% 6.35%
Middle Market Credit Stats

Sr/EBITDA 5.8 5.9 3.9 45
Debt/EBITDA 5.8 5.9 4.4 49

Middle Market Index Data

Monthly Returns
Average Bid 94.21 94.64 97.36 96.32

Source: S&P Capital IQ

-0.24% -0.15% 0.13% -0.38%

Contact: Cuong Huynh
cuong.huynh@spcapitalig.com
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Large corp. LBOs still smaller than pre-credit crisis but big deals
surface and could boost 2016 levels
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Source: Thomson Reuters LPC

The average purchase price for large corporate LBO deals is still well below the
large-scale deals struck during the buyout boom, but select mega deals are
resurfacing. The average purchase price year to date for large corporate LBO deals
is around $1.8 billion, slightly behind 2014 levels of $1.9 billion, but far lower than
the $5.1 and $4.0 billion average tracked in 2007 and 2008, respectively. However,
larger deals have surfaced this quarter for Solera (US$6.5bn), First Eagle
Investment Management (US$4.0bn), and BELK (US$3.0bn). The average purchase
price for large corporate buyouts jumped in 4Q15 to over US$2.0bn from
US$1.55bn in 3Q15. And slated for 2016, deals are even larger for MedAssets
(US$2.7bn), Petco Animal Supplies (US$4.6bn), and Veritas (US$8.0bn). This week,
Keurig Green Mountain, announced it will be bought by an investor group led by
JAB Holding for a whopping US$13.9bn. This is the largest LBO deal tracked since
Dell's US$25bn buyout back in 2013. Speaking of Dell, although not a pure play
LBO, the looming Dell/EMC deal does have a PE component and is of a massive
scale with a purchase price of $67 billion.

Contact: Fran Beyers
frances.beyers@thomsonreuters.com
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change. Does that represent a
maturation of the industry? It's
certainly a much more crowded space
in the U.S. and Europe compared to the
emerging markets.

TLL: Lastly, Josh, what's been your
biggest surprise this year?

JL: I would say it's been the robust
interest in "unicorns." Maybe the music
will stop soon, but it's been surprising
how strong these investments have
behaved, despite all the predictions that
the venture bubble would burst in 2015
(and in 2014 and 2013 for that matter!).

Contact: Josh Lerner
josh@hbs.edu

Growbth
Information, Please

I've always been a passionate fact-finder.
From a young age my Christmas list
included the annual World Almanac, which
I consumed cover to cover. What's the
second highest peak in China? K2. How
many types of penguins are there? 17.
What's the population of Wyoming?
584,153.

My father encouraged my habit. One day
he took me out to his car and opened the
trunk. There were six boxes filled with the
entire set of Encyclopaedia Britannica (1949
edition), leather-bound and gilt-edged. My
eight-year-old brain reeled at the
undiscovered worlds stored within. I
carried the books to my bedroom and
reassembled them alphabetically on my
bookcase. That was when I discovered my
first fact: the penultimate volume-Vol. 23
(Vase-Zygo)-was missing.

Not to spoil the moment, I kept that
information secret. In the years of schooling
that followed, I made constant use of those
tomes, somehow avoiding subjects like
Vonnegut and Zoroaster...

Click here

to read Randy Schwimmer's MidPoints column
in the latest issue of Middle Market Growth
magazine.
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The commodities rout continued in earnest this week as oil prices hit recent multi
year lows, while industrial metal prices also retreated to levels lower than those
seen in the depths of the volatility earlier in the year. These developments are not
surprisingly translating into further pain for bond investors in resource dependent
sectors with both investment grade and high yield bonds in the oil & gas and
resources sector posting steep losses for the month so far.

While the entire commodities sector has been tricky for bond investors, high
quality oil & gas bonds have proven to be a spot of relative calm in the recent
selloff given that their credit risk as gauged by the benchmark spread priced into
the Markit iBoxx USD Liquid Investment Grade Oil & Gas index is below yearly
highs seen earlier in the year. That spread now stands at 250bps, 6bps off the
yearly highs seen at the start of October. Oil traded at $45 a barrel during the
previous peak in credit risk which goes to show that while the current price slump
has had an impact on the asset class, the relatively diverse business models and
cash positions of the large established players have provided a cushion for bond
investors.

Resources names have not been given the same benefit of the doubt from the
market given that the benchmark spread of the iBoxx USD Liquid Investment
Grade Basic Materials index now trades just shy of 300 bps which is 40 bps more
than their oil & gas peers. These spreads marks a four year high for the asset class.

This differential in credit risk that the iBoxx USD Liquid Investment Grade Basic
Materials index has delivered negative total returns of 6% for the year to date,
twice those seen by the Markit iBoxx USD Liquid Investment Grade Oil & Gas
index.

While both investment grade materials and oil & gas bonds have been tough
trades in the current market, their performance over their high yield peers makes
them relative high flyers given that both the iBoxx USD Liquid High Yield Basic
Materials and iBoxx USD Liquid High Yield Oil & Gas indices are down 3% and
6.2% respectively so far in December. This poor performance marks a new yearly
low for both sets of indices as both their year to date total returns now stands at
-20%.

These negative returns are driven by a total collapse in investor confidence in the
sector given that the benchmark spread of both indices is now back above
1,000bps, a level viewed by many as a sign of distress.

Contact: Neil Mehta
Neil.Mehta@markit.com
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Global PE Cash Flows for 2015 Already Strong

In the first quarter of 2015, private equity firms worldwide have already
distributed $168.2 billion back to their limited partners, while calling down $114.3
billion. Those two sums combined produce a net cash flow for 2015 of $53.9 billion
already, no less than 32% of last year's total of $167 billion. What is more, that
$167.0 billion in 2014 came after $167.2 billion for 2013, so putting it all together,
since the start of 2013, and through the end of March, the industry's net cash flow
stands at an aggregate $338.1 billion. The flow of distributions to fund backers is
simply staggering, with over $1 trillion across the same timeframe.

At this point, one wonders just how long these massive flows can continue.
However, with $230 billion in total capital exited in the U.S. alone through the end
of September, we may see substantial distributions back for at least the short to
medium term. That could produce some more positive feedback for PE funds in
the form of recommitments, which, in turn, could exacerbate the issue of ongoing
capital overhang the industry is still confronting. But PE firms are hardly likely to
turn down fresh capital-barring increasingly stringent terms in limited partner
agreements-as long as they can expect a reasonable chance of putting it to work
sooner rather than later. Instead, the trend of PE firms angling for vehicles with
more flexible investment dates than typical is likely to continue if not accelerate.
It's worth noting, however, that fundraising has slowed by count, so perhaps LPs
and fund managers are dialing back efforts when it comes to raising fresh pools,
with a cautious eye on that mountain of dry powder.

Contact: Garrett Black
garrett.black@pitchbook.com

SELECT DEALS IN THE MARKET

Deal Arranger Sponsor Industry Facility* Spread LIBFilr OID Rating

Ascensus (CL)(2) CcS Genstar Capital Services & Leasing 425 450 100 94 B/B3
Edelman Financial Group (CL)(1) MS Hellman & Friedman Services & Leasing 230 550 100 N/A B+/B1
GENEX Services (AO) RBC Apax Partners Services & Leasing 25 425 100 99 B/B3
Higginbotham & Associates (2) SunTrust Stone Point Capital Insurance 190 525 100 99 B/B3
MB Aerospace Holdings (1) SocGen Blackstone Group Aerospace & Defense 150 550-575 100 99 NR/NR
Oasis Outsourcing (AQ) RBC Stone Point Capital Services & Leasing 80 475 100 99 B/B2
Plz Aeroscience Corp (CL)(1) Antares Pritzker Org Chemicals 155 425 100 99 B/B2
Rhode Island State Energy Center (2) MS Carlyle Group Utilities 325 475 100 98.5 NR/NR
Shoes for Crews LLC (CL)(1) Antares CCMP Capital Retail 233 500 100 99 B/B3
United Site Services (AO) Antares Calera Capital Services & Leasing 50 475 100 N/A B/B2
Averages 186 478 100 98

* Senior only

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

NA Not Available

All dollar amounts in $MM

Corporate ratings unless otherwise noted

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

(AO) Add-On

Flex Up

Flex Down
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(3) 102/101
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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.




