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

News reached us last week that a computer discovered the largest prime
number known to exist. A "non-descript desktop" PC in Room 143 at the
University of Central Missouri worked for 31 days before locating the 22
million digit numeral. The super calculator, known on campus as "No. 5,"
was unavailable for comment.

Big numbers are also making news in the leveraged loan market. Thanks to
regulatory headwinds and turmoil in the public markets, private equity
sponsors are being challenged to round up sufficient debt capital for any
financings over $500 million.

A case in point is KKR's LBO of Mills Fleet Farm. In a normal market any
deal of size for one of the world's premier buyout shops would be catnip to
institutional investors. But that was before the recent onset of volatility and
leveraged lending guidance.

Bank capacity for broadly syndicated transactions has shrunk dramatically.
According to press reports, the sponsor cobbled together its own financing
package via relationship accounts and its own debt capital markets desk.

Most large PE firms have some ability to underwrite and distribute senior
and junior debt, but are often restricted from doing so for their own
buyouts. Or they partner with other lenders, particularly on financings of
size.

Beyond bank regulation, senior debt capacity is hampered by risk retention
rules for CLO managers. Still the largest holders of leveraged loans, CLO
formation has slowed to a crawl. According to S&P LCD, there's only been
$800 million in new vehicles in January. That compares to $5.5 billion last
January - the second worst month ever.

Also faring badly have been BDCs. As a class, these public companies are
trading significantly below book value (see Chart of the Week). That means
many can't issue stock without shareholder consent, so are restricted to
recycling cash for new investments. The result has been a noticeable hole
in second lien appetite.

All these factors have combined to provide an opening for private credit.
In particular, middle market asset managers with long-term capital have
increased their penetration of both direct lending and leading increasingly
large transactions. One sponsor told us, "For years we did 90% of deals
with banks. That's all changed."

Another PE partner agreed. "Six months ago I never had even heard of
them," referring to one leading mid cap arranger. "Today I'm working on
three things with them."

We wrap up our series next week with predictions on major trends to look for in
2016.

QUOTE OF THE WEEK

“It’s hard to drive pricing in a
market when the Dow dives five
percent over three days.”

- Rob Allard, founding partner

and chief executive officer,
Firebreak Capital.
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Inside the Middle Market Taking the Plunge

The credit markets remain open, and Investor confidence in publicly traded business development companies
leverage appetite is robust for has eroded valuations markedly.

companies with attractive credit
profiles. In Brown Gibbons Lang &
Company's annual roundtable of
middle market lenders, participants
revealed a sentiment of cautious 250%
optimism, underscored by the
expectation of a stable U.S. economy
and continuing strong credit quality in
leveraged loan portfolios. Uncertainty
around the global economy and interest reon
rates is influencing greater asset

selectivity, with the best terms reserved 125%
for the highest quality companies.
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DEAL FLOW Sources: The Daily Shot
* The supply/demand imbalance STAT OF THE WEEK

persists with 2015 seeing a
. - Jan 2016 Mar 2009 Sept 1982 Nov 1968
slowdown in buyout activity,

which was exacerbated by the Initial Jobless Claims (K)
market dislocation in 3Q 2015.
The lower middle market has Source: US Department of Labor
SAPGPONIIIIN LOANSIATSATAGLANCE
with deal flow remaining LOAN STATS AT A GLANCE
consistent. Provided by:
® Deal quality and lofty valuations .’ gﬁ'; ITAL |Q

are contributing to lower hit rates
for sponsors and lenders.

e Add-ons continue to dominate in
the current elevated pricing
environment.

® Sectors leading M&A activity
include healthcare, software,
technology, and business
services-consistent with




This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields

industries cited for their above-
average growth prospects.

$200M or less 6.47% 6.47% 6.53% 6.80%

$201M - $350M 6.06% 6.16% 5.90% 6.18%

$351M - $500M 6.24% 6.24% 5.52% 6.42%

$501M+ 5.54% 5.56% 4.78% 5.95%

* Liquidity remains robust with Middle market (< $50M) 635%  635%  636%  6.64%

several new partnerships Large corporate (> $50M) 5.71% 5.75% 5.09% 6.10%

announced, underscoring Large corporate single-B (> $50M) 5.99% 6.02% 5.25% 6.27%
growing institutional interest in Middle Market Credit Stats

private middle market credit: Sr/EBITDA 5.6 5.6 5.1 4.8

Canada Pension Plan Investment Debt/EBITDA 5.6 5.6 5.1 4.8
Board/Antares; TIAA- Middle Market Index Data

CREF/Churchill Asset Monthly Returns -0.55% -0.12% 0.50% 0.35%
Management; Angelo Gordon & Average Bid 93.33 93.88 97.34 95.12

Co./Twin Brook Capital Partners.
Source: S&P Capital IQ

* Banks and BDCs are feeling the

pressure of regulatory and capital Contact: Daniel Mena
constraints in the current daniel. mena@spcapitaliq.com

environment. MIDDLE MARKET DEAL TERMS AT A GLANCE

® Uncertainty around the global

. K Provided by:
economy and interest rates is
heightening risk aversion, yet SP SA%?LE%%
lender behavior still suggests an
aggreSSiVe posmre‘ Deal Component Jan 2016 Jan 2015
) Micro Cap 1.50x-2.50x Micro Cap 1.50x-2.00x
(E";;:;:‘;" Senior Debt Small Cap 2.50x-3.50x Small Cap 2.00x-3.50x
COMPANY PERFORMANCE Midcap 3.00x-4.00x Midcap 3.00-4.25x
. . Total Debt Limit Micro Cap 3.00x-4.00x Micro Cap 3.00x-4.00x
* Revenue growth in middle (on;\TDi\) imi Small Cap 3.75%-4.50x Small Cap 3.75x 4.50x
market Companies is Midcap 4.00x-5.50x Midcap 4.00x-5.00x

outperforming the broader 1+3.00%-4.00% (bank)
market, with larger firms Senior Cash Flow Pricing L+4.50%-6.50% (non-bank; potential
for a 1.00% fl)

Micro Cap L+9.00%-11.00% floating Micro Cap L+8.00%-11.00% floating
(1.00% fl) (1.00% fl)

Small Cap L+7.00%-9.00% floating  Small Cap L+6.00%-9.00% floating
(1.00% fl) (1.00% 1)

Midcap L+5.50%-7.50% floating Midcap L+5.50%-7.50% floating
(1.00% fl) (1.00% 1)

Micro Cap 12.0%-14.0%
Small Cap 11.0%-13.0%
Midcap 10.0%-12.0%

L+3.00%-4.00% (bank)
L+4.50%-6.00% (non-bank)
(revenues between $100 million

and $1 billion) seeing the biggest
gains. Projected revenue growth

is at the lowest level measured in
the past year.

Second Lien Pricing (Avg)

* Portfolio credit quality is strong,
evidenced by positive trends in

Micro Cap 12.0%-14.0%
Small Cap 11.0%-13.0%

Subordinated Debt Pricing Midcap 11.0%-12.0%

revenue and EBITDA Warrants in special situations; . T
Second lien may buy down to ~9.0%. Warrants in special situations;
performance; however, there are . vty ... Second lien may buy down to ~9.0%.
. Equity co-invests readily available.
signs that growth may be
. ) o .
slowing. Micro Cap L+9.50%-11.00% ulete R Ly Al
(1.00% fl)
(e Small Cap L+6.00%-8.00%
* Sectors cited for above-average Small Cap L+7.00%-8.50% PSS
- . (1.00% )
growth include healthcare, (1.00% Midcap L+5.50%-7.50%
Unitranche Pricing Midcap L+6.00%-7.50% o ’ ’
software, technology, and 1.00% ) (1.00% fI)

Potential for fixed rate with BDC or
mezz lender.Most Unitranche lenders
allow a small ABL facility outside of
the loan.

business services. Potential for fixed rate with BDC or

mezz lender. Equity co-invests readily

*Micro Cap= <$7.5mm EBITDA
Sr 51 EBITDA
*Midcap= >$20mm EBITDA available.

*Changes from last month are in red
VALUATION

Source: SPP Capital Partners

® Purchase price multiples remain
elevated, with inflation observed Chntads S el
across the size spectrum. EBITDA stefan@sppcapital.com

multiple expansion of 1x-2x is
observed with differentiated LEVERAGE LOAN INSIGHT & ANALYSIS
assets in growing sectors Tiavded by

garnering multiples in the
double-digits. # % THOMSON REUTERS

* Asset selectivity is pushing
higher given where we are in the




economic cycle, with defensive
plays more attractive in the
current environment.

* Strategic buyers are taking an
even more active role in and
winning middle market auctions,
contributing to multiple
expansion.

e Valuations are viewed to have
reached a plateau or peaked with
a Fed rate hike on the horizon.

TERMS AND STRUCTURE

* Volatility has not really impacted
leverage levels. Leverage creep of
~1/4 to 1/2 turn in 2015.

* Leverage is being driven by
nonbanks who are not governed
by leveraged lending guidance,
with highly levered transactions
well above 5x EBITDA.

* Firming of spreads across the
board, 25-50 basis point upward
bias across the market.

* Spread widening is more
pronounced in second lien.

e Current market conditions,
evidenced by leverage multiples
and coverages, suggest we are at
or near a peak in the credit cycle.

OUTLOOK

® Sentiment of cautious optimism
with focus squarely on the
economy and interest rates.

* Interest rates expected to increase
modestly impacting borrowing
costs and valuations.

* Nearing cycle peak and period of
stabilization in leverage and
pricing.

* M&A to lead deal flow as
company and market dynamics
drive the need for increased exit
activity by sponsors and private
companies.

For the complete BGL Annual Debt
Market Update report, please click here.

Bulk of institutional term loans have a Libor floor of 1%

100%
80%
>=2% MW175% MW150% M1.25% M1% M0.75% B No floor
w w

70%

60%
50%
40%
30%
20%
10%
O 9 0 O - - - - N NN N®M®OMMmT T F T 0N

% of institutional term loans

0%

1Q
2Q
3Q
4Q
1Q
20
Ele)
4Q
1Q
2Q
30
40
1Q
20
Ele)
4Q
1Q
2a
3Q
4Q
12
20
30
4Q
1Q16TD

Source: Thomson Reuters LPC

Libor floors, used to guarantee a minimum spread to investors in a low rate
environment are now a major theme in the market given rising interest rates. In
2015, 98% of institutional term loans were issued with a Libor floor, the bulk of
which were done with a 1% floor. Three-month Libor rose above 60bp, closing the
gap between the benchmark and the typical Libor floor. Investors have been
asking banks to issue loans without Libor floors, especially as returns will get
squeezed for CLO equitiy investors if the benchmark continues to increase. And
they might get their way. Petco Animal Supplies changed the structure of the loan
backing its LBO to include a US$700m tranche without a Libor floor to appease
investors. The deal included a US$1.825bn B-1 loan at 475bp over Libor with a 1%
floor. The US$700m B-2 term loan priced at 500bp over Libor with no floor. Both
tranches were sold at 98.

Contact: Diana Diquez
diana.diquez@thomsonreuters.com

MARKIT RECAP

Provided by:

mark

Last year the Markit iBoxx € Banks index was one of the outperforming bond
sectors in Europe having returned 1.0%. The index which is largely made up of
bonds issued by European banks, even managed to outperform defensive sectors
such as Healthcare and Utilities, while Europe's ongoing regulatory oversight and
relaxed monetary conditions kept market confidence in check.

2016 however, has started weakand this is seen by the heightened risk in Europe's
major credit indices. The Markit iTraxx Europe Senior Financials index widened to
96bps last week, just 4bps tighter than at the height of the Greek crisis last July,
which threatened to break up the Eurozone.

The situation is bleaker when it comes to insuring bonds lower down the capital




%L PMaidae Market
g

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...

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

structure. The Markit iTraxx Europe Sub Financials index widened 58bps from the
start of the year to January 20th, surpassing 200bps for the first time since October
2013, and the widest level since the new 2014 ISDA definitions (that incorporated
new rules around government interventions). The basis between senior and
subordinated also widened to two year highs, but remains well below the levels
seen during Europe's banking crisis in 2011.

The heightened risk perception in the European banking sector was sparked last
month when Portuguese lender Novo Banco was forced to 'bail in' select senior
bonds by the central bank in order to plug a €1.4bn capital shortfall exposed by
ECB stress tests. The possibility of a CDS trigger (which is still ongoing) sent
spreads considerably wider. The debacle did little to breed confidence in investors
who seem dumfound by the lack of clarity among Banking Union rules.

The knock on effects were felt further last week, when Italian bank Banca Monte
dei Paschi di Siena came under scrutiny as concerns over bad loans surfaced. Its 5-

yr CDS spread subsequently widened to 581bps as of January 215, more than
double the value seen at the turn of the year. Risk has also spread among weaker
peripheral European banks such as fellow Italian bank Intesa SanPaolo and
Spanish lenders BBVA and Banco Popular. The latter have both seen significant
CDS spread widening.

The prospect of further bondholder 'bail ins' has also widened the basis between
senior bond and subordinated bond spreads as investors seek greater return
under the new rules.

The benchmark spread for the Markit iBoxx € Banks Subordinated index currently
stands at 250bps as of January ] touching last September's highs. But the basis
between subordinated and senior (as represented by the Markit iBoxx € Banks
Senior index) was as high as 139bps last week, the widest since December 2014 as
investors brace themselves for tougher, if somewhat controversial new banking
regulation.

Contact: Gavan Nolan
Gavan.Nolan@markit.com

THE PULSE OF PRIVATE EQUITY

Provided by:

APitchBook

Better Data. Better Decisions

Will Aging Portfolios Still Drive PE Exits in 2016?

One of the primary storylines behind the private equity sellers' market of the past
few years has been the need for funds with aging holdings to liquidate as they
threaten to drag down overall returns. As PitchBook data illustrates, as of the end
of 2015, close to 8,000 U.S.-headquartered companies were backed by PE investors.
Of that 7,918, over 2,500 were bought in 2008 or earlier, a hefty 33%. So right now,
fully a third of that inventory is 7+ years old. And that's even after the highly
active selling seen in 2014 and 2015. Accordingly, from the supply side, it appears
there won't be any lack of PE-backed businesses coming to market this coming
year. We've heard multiple accounts of sellers looking to take advantage of
current valuations and consequently looking to exit sooner rather than later. In
addition, apart from typical exit avenues such as sponsor-to-sponsor sales or




corporate acquisitions, the secondaries market may well flourish even further.

To add some perspective, investors in the funds containing these aging holdings
are doubtless well aware that the global financial crisis-not to mention the
slowness of the ensuing recovery-prolonged typical exit timelines, and
consequently are willing to wait in order to achieve a better return. But the
waiting period can only extend so far, and, moreover, if valuations are perceived
to be potentially set for a decline, then there may well be additional pressure to
achieve liquidity more quickly, within a reasonable price range. All in all, there is
no lack of motivations for PE sellers to remain active.

Contact: Garrett Black
garrett.black@pitchbook.com

SELECT DEALS IN THE MARKET

Arranger Sponsor Industry Facility* Spread LIB FIr OID Rating

Edelman Financial Group (CL)(2) MS Hellman & Friedman Services & Leasing 230 550 100 98 B+/B1
LDiscovery LLC (1) Antares Carlyle Group Computers & Electronics 100 475 100 99 NR/NR
MB Aerospace Holdings (1) SocGen Blackstone Group Aerospace & Defense 150 550 100 99 NR/NR
Plz Aeroscience Corp (CL)(1)(AO) Antares Pritzker Org Chemicals 155 425 100 99 B/B2
Sarnova Inc Capital One Water Street Healthcare 215 475 100 99 NR/NR
Stratose (AO)(1) SunTrust Parthenon Capital Services & Leasing 265 500 100 99 NR/NR
United Site Services (AQ) Antares Calera Capital Services & Leasing 60 475 100 99 B/B2
Averages

* Senior only Call Schedules

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

revolver (2L) Second Lien (2) 101

NA Not Available (CL) Covenant Lite Flex Up (3) 102/101

All dollar amounts in $MM (D) Dividend (4) NC-1/103/101

Corporate ratings unless otherwise noted (AO) Add-On Flex Down

Source: S&P/LCD, Thomson Reuters/LPC, market sources
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THE Churchill Asset Management 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.




