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2016 - A Look Ahead in the Middle Market (Second of a Series)

"People are still standing." So a friend of ours characterized the broadly
syndicated loan market at the close of a bumpy 2015. From his perch at a
big bank trading desk, he put a good face on investor appetite. "There are
still bids," he told us.

Another large cap sales pro agreed. "Investors are putting money to work,"
he said. "They are constructive at a price."

These sentiments reflect modest optimism among the liquid loan crowd
that 2016 will begin in better shape than the battered public equity and
debt markets. Credit appetite and liquidity, particularly for well-favored
sectors and issuers, should allow reasonably priced and structured deals to
get done.

As always happens, market volatility has highlighted the difference
between the world of larger, rated borrowers, and the middle market.

Think of the broadly syndicated market as an "open" system where
demand is governed by fund flows and CLO capacity. This is cash coming
from outside the circle of intermediaries that distribute (but do not hold)
loans. Whether from retail funds or structured finance buyers, this capital
is subject to investor whims and market turmoil.

Investor sentiment was not exactly robust last year. In the latter half alone,
$12.5 billion (per Lipper) exited loan accounts; a total of $16.5 billion for all
of 2015.

Also, as our Chart of the Week shows, CLO formation was hampered by
worries that risk retention rules would restrict new vehicles to all but the
largest asset managers.

By comparison, the middle market is more of a "closed" system. Appetite
for smaller, unrated credits is a function of how much capital the discrete
club of middle market firms has to deploy. Market capacity is measured by
the dollars those managers have raised, whether in credit funds or
managed accounts. That helps explain why mid cap prices and spreads are
somewhat insulated to the vicissitudes of the broader markets.

The flow-driven business swings with investors' views of relative-value:
should I buy loans or bonds? Experienced middle market buyers don't
toggle among other credit menu choices. Origination is a buy-and-hold
strategy based on relationships with sponsors built up over years.

As volatility impacts the large cap arena during 2016, we expect the middle
market to benefit from tighter structures, better terms, and a continued
illiquidity premium.

Next week, we continue our series with a prediction of middle market pricing and
leverage for 2016.

Attention Subscribers! Our State of the Capital Markets - Fourth Quarter 2015
Review and First Quarter 2016 Outlook is now ready for download. Click here to
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QUOTE OF THE WEEK

“I am not an economic forecaster --
this is what the market is saying,”

— Martin Fridson, CIO, Lehmann,
Livian, Fridson Advisors, on high

yield’s call for a 44 percent chance
of a recession within one year.

New Year’s Resolution!
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Join the leading voice of the middle
market. Try us free for 30 days.
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access this report.

ull BNP PARIBAS

This week we chat with Adrian
Docherty, who heads up BNP Paribas'
Bank Advisory team. His team helps
banks who are customers and
counterparties of BNP Paribas to
improve their management of risk,
capital, funding, liquidity and
profitability. He is also the author of
Better Banking: Understanding and
Addressing the Failures in Risk
Management, Governance and
Regulation.

The Lead Left: Adrian, your clients are
major global banks. What are the
challenges they face today?

Adrian Docherty: Now that Basel III is
live, we have a drive for effectiveness,
simplicity and harmonization, but
different initiatives are taking us in
different directions, which results in
increased complexity and
contradictions. Some of what the
banking authorities say in theory
doesn't follow through in practice. The
ECB and other agencies make
pronouncements that make sense on
the surface, but you can over-interpret
them. And the messages don't tally
with the actual data.

TLL: Could you give our readers some
examples?

AD: IFRS 9 [International Financial
Reporting Standard], and CECL
[Current Expected Credit Loss] which is
the FASB version, are good examples.
These deal with provisioning in a
bank's balance sheet.

Click to Download
(For Subscribers Only)
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Assembly Line

CLO formation last year totaled $93 billion, off 2014's record $124 billion,
as managers wrestle with risk retention.
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1,853.1

U.S. Tax Revenues ($Bs) 3,248.7 3,021.5

Source: Tax Policy Center

LOAN STATS AT A GLANCE
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This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields
$200M or less 6.47% 6.47% 6.53% 6.80%
$201M - $350M 6.06% 6.06% 5.90% 6.18%
$351M - $500M 6.73% 6.81% 5.52% 6.42%
$501M+ 5.52% 5.49% 4.78% 5.95%

Provided by:

Middle market (< $50M) 6.35% 6.35% 6.36% 6.64%
Large corporate (> $50M) 5.74% 5.70% 5.09% 6.10%
Large corporate single-B (> $50M) 6.11% 6.12% 5.25% 6.27%
Middle Market Credit Stats

Sr/EBITDA 5.6 5.7 5.1 4.8
Debt/EBITDA 5.6 5.7 5.1 4.8

Middle Market Index Data

Monthly Returns 0.05% -0.75% 0.16% 0.07%
Average Bid 94.11 94.21 97.03 95.12




The G20 looked into causes of the Source: S&P Capital 10

Global Financial Crisis, or the Great
Recession as you call it in the US.
Provisions were taken too little, too late.
The solution was to look forward and
build up reserves to cover future losses
and to increase those reserves as loans
are downgraded. But a set of accounts
is meant to represent the financial
position today, a "fair" values. With a

Contact: Daniel Mena
daniel.mena@spcapitaliq.com

MIDDLE MARKET DEAL TERMS AT A GLANCE
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forward-looking model, you need a risk SP gﬁ%?ﬁlé
view and, quite frankly, financial
accounts are not meant to be where risk Deal Component Dec 2015 Dec 2014

is incorporated. A risk view requires
predictions and assessed probabilities
of events happening in the future.
Under the new accounting standards,
auditors will need to use complex risk
models to model expected loss. It's a
whole new way of accounting and it's a
lot more complex.

Micro Cap 1.50x-2.50x
Small Cap 2.50x-3.50x
Midcap 3.00x-4.00x

Micro Cap 1.50x-2.00x
2.00x-3.50x
Midcap 3.00-4.00x

Cash Flow Senior Debt
(x EBITDA)

Micro Cap 3.00x-4.00x
) 3.75x-4.50x
Midcap 4.00x-5.50x
L+2.50%-3.50% (bank)
L+4.50%-6.00% (non-bank; potential
for a 1.00% fl)
Micro Cap L+8.50%-11.00% floating
(1.00% fl) Micro Cap L+8.00%-11.00% floating
) L+7.00%-9.00% floating ~ (1.00% fl)
(1.00% fl) Y
Midcap L+5.50%-7.50% floating (1.00% fl)
(1.00% fl)
Micro Cap 12.0%-14.0% Micro Cap 12.0%-14.0%
Sm 11.0%-13.0% Y p 11.0%-13.0%
Midcap 10.0%-12.0% Midcap 11.0%-12.0%
Warrants in special situations; Warrants in special situations;
Second lien may buy down to ~9.0%. Second lien may buy down to ~9.0%.

Micro Cap L+8.50%-11.00%

Micro Cap 3.00x-4.00x
3.75x-5.00x
Midcap 4.00x-5.50x

Total Debt Limit
(x EBITDA)

L+3.00%-4.50% (bank)
L+4.50%-6.00% (non-bank)

Senior Cash Flow Pricing

"Pushing low risks outside

Second Lien Pricing (Avg) o o :
the banks make them less 6.00% 9. 00% flosting

visible and less controllable."

TLL: What are the hot buttons that
your clients are focused on?

Subordinated Debt Pricing

AD: In Northern Europe, for example,

(1.00% fl)

Micro Cap L+8.00%-11.00%

it's the introduction of floors on risk- L+7.00%-8.50% (1.00% fl)

weighted assets. In the Netherlands, for Unitranche Pricing (1.00% f) nall Cop L+6.00%-8.00%
1 , Midcap L+6.00%-7.50% (1.00% f)

example, there's a robust mortgage and (1.00% i) Middeap L+5.50%-6.50%

corporate lending market that's Potential for fixed rate with BDC or ~ (1.00% fl)

definitely a low risk activity. Because
the Basel initiatives say you can't rely
on banks risk measures, you need
measures that are uniform. That means
standardized risk and floors.

Equating risk across the globe is to the
detriment of lower risk markets. Loans
that - rightly - don't consume much
capital now will be forced to double or
triple capital to meet solvency
requirements. That may constrain those
low-risk lending activities. The lender
may have to reprice or get out of that

mezz lender.

*Micro Cap= <$7.5mm EBITDA

Source: SPP Capital Partners

Contact: Stefan Shaffer
stefan@sppcapital.com

*Midcap= >$20mm EBITDA

LEVERAGE LOAN INSIGHT & ANALYSIS
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2015 Sponsored loan volume down 29% year over year; 2H15 stalls
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regulation. If regulation is not risk-
sensitive, low risk business will be

Source: Thomson Reuters LPC




neglected and this will result in
unintended consequences as banks are
incentivized to take on more risk.

TLL: Why are the lowest risk loans the
target, when surely they didn’t cause
the credit crisis?

AD: Well, maybe we didn't learn from
the subprime debacle, which after all
was perceived by many to be a low-
risk, "triple A" market. Today, in large,
leveraged and seemingly low risk
markets, the authorities are worried
about the systematic risk of
concentration. By that logic, would I
prefer to have risk held close to home in
the banks or distributed widely?
Personally, I think pushing these risks
outside the banks make them less
visible and less controllable. We're
forcing certain types of risk outside of
regulatory bounds. For example, peer-
to-peer lending is attracting
competition, but we're ceding some
control to potentially unreliable actors
who haven't been tested. The
unintended consequences are the
creation of a new monster of a financial
system that brings new, unintended
risks.

TLL: What's the timing on
implementation on Basel I1I? It seems
like it’s taking forever.

AD: There's actually no such thing as I,
IL, III, or IV. The numbers are fictitious.
Journalists like to use nicknames for
milestones. In fact, the 2009-10 Basel
milestone was not given a name by the
Basel Committee, but when the label
"Basel III" became ubiquitous, then the
authorities caved and said, Ok, it's
Basel III. Anyhow, regulation is an on-
going process. Personally, I resisted the
label "Basel IIT" since the new rules
weren't too much different from Basel
II. All that was new was the higher
capital requirements and the tighter
definitions of hybrid capital
instruments. Hardly a new concept.
Perhaps the label "Basel 2.1" might have
been more appropriate?

The evolution of regulation post-2009
has really been a piecemeal process.
One frustration in the capital markets
is, as one regulation gets understood,
another one comes along. How can
shareholders and bond investors
predict the effects? Regulation will be
driving capital markets activities for a
while to come.

Private equity sponsors once again took a back seat to leveraged corporate issuers,
struggling to garner 42% of total leveraged loan volume amid limited deal making
opportunities. With demand for assets at a premium for much of the year, PE
sponsors wrestled with rising purchase price multiples as they competed with
balance sheet rich corporates. At $74 billion, LBO volume for the year represented
the lowest annual total since 2012. At the same time, opportunistic refinancings
were put on hold as investors became increasingly risk averse amid growing
market volatility. The second half of the year was especially hard hit as turbulence
in the equity and bond markets made deals more difficult and the math even
harder. At under $129 billion 2H15 sponsored loan volume marked the lowest
total volume during a half year period since 2011.

Year-End Report

Contact: Maria Dikeos
maria.dikeos@thomsonreuters.com

MARKIT RECAP
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If European credit investors had to name two names damaged by the precipitous
fall in commodity prices, it is likely that Glencore and Anglo American would top
the poll.

The two mining firms have seen their credit spreads widen dramatically and are
now quoted upfront, the only credits in the Markit iTraxx Europe that have this
dubious distinction. But the past week has produced casualties of the commodity
crash that are typically associated with robust investment grade profiles.

The catalyst? The price of oil falling sharply - it dipped below $30 a barrel on
January 14, the lowest level for almost 12 years. Integrated oil and gas firms have
shown remarkable resilience over the past six months but they finally capitulated
this week. Royal Dutch Shell, a AA name that was trading at 50bps in the middle
of 2015, was quoted at 170bps, 80bps wider than where it started the year. It was a
similar story with Shell's peers - BP, Total and Eni.

The extent of the widening was no doubt a product of the negative sentiment
permeating the market, and there was further evidence of fearfulness in the
performance of the auto sectors. Car makers are normally natural beneficiaries of
falling oil prices, as are other consumer cyclical names. But the positive effects
were outweighed by reports that Renault was being investigated by French anti-
fraud authorities as part of a probe into emissions cheating.

Renault is a solid BBB-/Bal name, and its recent performance suggests that credit
investors see it as a possible Rising Star. But its spreads widened from 117bps to
160bps on the news, and there was a significant contagion effect across auto
credits. The sector had recovered from the Volkswagen fallout last year, and
spreads were relatively immune to subsequent negative headlines on this issue.
But in 2016 the mood has changed, and it doesn't take much to send spreads
spiralling wider.




To be continued the week of Jan 18

Contact:

Adrian Docherty
adrian@docherty.com

Growth
Tipping Point

Danny Meyer startled the restaurant world
in October with a dramatic announcement-
he was eliminating tipping from all his
Union Square Hospitality Group fine
dining locations.

Many revolutionary ideas seem obvious in
hindsight. This one is being launched
against a firmly entrenched practice that
defies common sense yet remains the
economic foundation for many service
sector employees in the United States.

The reaction on op-ed pages was favorable,
thanks to Mr. Meyer's sterling reputation
among cuisine cognoscenti. Since launching
the Union Square CafA© in 1985, he has
consistently been on the forefront of
restaurant trends, propelling him to the role
of industry statesman.

It is also a campaign years in the making,
dating back to Meyer's partnership at
Gramercy Tavern with chef Tom Colicchio
(whose new Craft restaurant concept has a
no-tip lunch). Prior to the public news, the
USHG team worked with various industry
groups to ensure a smooth launch...

Click here

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

The Markit iTraxx Europe is now trading at 90bps, and in North America the
Markit CDX IG broke through the 100bps barrier for the first time since 2012. Even
more disturbingly, both indices are trading with a large skew to underlying
constituents - in the case of CDX IG, as much as 15bps. Perhaps the inferior
liquidity in single names is the driver of the basis, but it is possible that the indices
have some catching up to do.

Contact: Neil Mehta
Neil.Mehta@markit.com

THE PULSE OF PRIVATE EQUITY

Provided by:

APitchBook

Better Data. Better Decisions.

U.S. Healthcare Services Buyout Flow
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Long proclaimed as one of the U.S. sectors most ripe for private equity
investment, given its growth prospects as well as its relatively fragmented nature,
healthcare services saw a decade high of 203 completed buyouts in 2015. Total
deal value also surged after staying relatively flat for three years, although it did
not come close to 2011 numbers, in a sign more of buyer caution around elevated
multiples and a focus on the core and lower middle market than anything else.
The elevated investment count testifies to how active PE firms have been in rolling
up providers in the core and lower middle market by enterprise size,
consolidating across verticals and geographies in order to scale efficiencies.
Through such adding on, PE buyers can also mitigate fairly high initial purchase
multiples, further sweetening the appeal of buying up provider practices. Given
the depth and breadth of the U.S. healthcare provider network, PE buyout flow in
the space should remain fairly strong in 2016, although perhaps not at quite the
same height as more and more firms flock to the space in hopes of building out
healthcare platforms and competition, as well as costs, stymie activity somewhat.
M&A in healthcare on the whole should continue apace as chains seek more
efficiency across different provider and population segments, offering potential
exit avenues for PE sponsors. That should help maintain robust selling off of PE-
backed holdings throughout all of next year.

Contact: Garrett Black
garrett.black@pitchbook.com

SELECT DEALS IN THE MARKET




Arranger Sponsor

Edelman Financial Group (CL)(2) MS Hellman & Friedman
LDiscovery LLC (1) Antares Carlyle Group

MB Aerospace Holdings (1) SocGen Blackstone Group
Plz Aeroscience Corp (CL)(1) Antares Pritzker Org

United Site Services (AO) Antares Calera Capital
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

Source: S&P/LCD, Thomson Reuters/LPC, market sources
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Industry Facility* Spread LIB Fir

Services & Leasing 230 550 100 98 B+/B1
Computers & Electronics 100 475 100 99 NR/NR
Aerospace & Defense 150 550 100 99 NR/NR
Chemicals

Services & Leasing B/B2

Call Schedules

(1L) First Lien New Deal (1) 6 Month 101
(2L) Second Lien (2) 101

(CL) Covenant Lite Flex Up (3) 102/101
Elli()))DXI(:I?:I(-ES?\ S (4) NC-1/103/101
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Churchill Asset Management LLC
430 Park Avenue 7th floor
New York, NY 10022

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.




