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

Just before the holidays we caught up with a friend who runs a middle QUOTE OF THE WEEK

market credit fund. So how was the year for you, we wanted to know?

"Beyond crazy," he said. "Time just flew by so fast. It seemed like every

fifteen minutes, I was having breakfast." “It's the world of low numbers.”
That perfectly captures the velocity in the world of middle market deal i_nl:‘/:si;i:vnlt\iltlrlaltgeagr;’s:,hsl::ndard
making today. There seems to be many reasons for this. One big driver, Life.

we believe, is the overhang of capital in both the private credit and

private equity markets. Investors have been fundraising at a breakneck

pace for years and are eager to put cash to work. _

ar’ ¥
That liquidity naturally spurs competitiveness. The deal cycle has New Year’s Resolution

accelerated steadily since the Great Recession, giving both sponsors and 30-DAY FREE MEMBERSHIP
lenders less time in the bidding and due diligence process. What used _ _ _ _

. . . Join the leading voice of the middle
to take three to six months, or sometimes a year, is now down to a market. Try us free for 30 days.
matter of a few weeks. Bankers are using the opportunity to create
extremely seller-friendly terms and drive up purchase price multiples.
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Another factor is where we are in the business cycle. Last year we
discussed at length the irony of a Fed move to higher rates just as the
rest of the world - and some sectors of US business - was bracing for
higher defaults and the increased probability of a recession. Being now
a solid seven years into the recovery, public markets are showing clear
signs of being at some sort of inflection point.

While it's too early to tell if this is more than a post-holiday pause, the
stumble out of the gate by equities has underlined the general market
unease. With little fresh economic data to ponder, investors are toggling
to risk-off, resulting in continued fund flows out of retail loan and high
yield bond funds.

LOAN INSIGHT & ANALYSIS

For the risk-on crowd, particularly in the middle market, there's a sense
that public, large cap volatility will help maintain an upward bias on
loan spreads. The unrelenting regulatory pressure on bank lending will
rein in the more extreme leveraged transactions. Nimble non-bank asset
managers worked around the clock last year to invest in good deals, not
knowing how long these favorable conditions will last.

Over the next several weeks, we'll examine the outlook for the coming
year in the middle market lending space, including predictions on
where we're headed with terms and conditions - particularly pricing
and leverage.




We'll also take a look at what PE firms are seeing in their pipeline, and
how much of this will result in actionable activity for debt financing

teams.

Finally, we'll explore overall credit conditions, where default rates will
go, the environment for CLOs and BDCs, and strategies the best asset
managers will employ to help sponsor clients deploy capital.

Next week, we start with thoughts on liquidity and credit appetite in the

middle market for 2016.

JENNER&BLOCK

This week we continue our
conversation with Neil Cummings, G.
Thomas Stromberg and Richard Levin,
partners at Jenner Block, an
international firm with offices in
Chicago, London, Los Angeles, New
York, and Washington D.C.

The Lead Left: Can last out lenders
acquire first out debt?

Neil Cummings: Yes. Typically, last
out lenders can purchase first out debt
in two circumstances. The first involves
buyout rights. When a trigger event is
ongoing, last out lenders with a
specified portion of the last out tranche
typically can purchase first out
obligations, usually at par and often
plus certain prepayment premiums. In
some deals, the buyout trigger is any
event of default, but it is usually
narrower. Common trigger events
include acceleration or a payment or
bankruptcy event of default or a breach
of a maximum first out leverage ratio.
Some last out lenders want to be able to
exercise the buyout right whenever a
payment waterfall trigger is in effect.

Some AALs include a yank-a-bank type
trigger. This allows last out lenders
with buyout rights to acquire the debt
of first out lenders that don't vote in
favor of an amendment to the loan
documents that has been approved by
the required last out lenders, but not
the required first out lenders. First out
lenders typically won't agree to be
yanked from a deal in the case of
amendments to sacred rights
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Loan issuance of just under $30 billion for middle market leveraged
transactions was at its lowest point since 2010.

Annual Middle Market Institutional Loan Volume
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STAT OF THE WEEK

3Q 2015

2Q 2013 3Q 2008 1Q 2004

US Household Debt
(Trillions)

Source: Federal Reserve Bank of New York
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provisions, which can only be amended
under the credit agreement by all
lenders or all affected lenders.

TLL: What's the second instance?

G. Thomas Stromberg: Next there's the
right of first offer or refusal. Last out
lenders with buyout rights usually have
a right of first offer or right of first
refusal to purchase any loans or
commitments proposed to be sold by a
first out lender to a third party. In some
deals, the loans or commitments must
be offered to the other first out lenders
first, before they are offered to last out
lenders. In some deals, there is a
reciprocal right of first offer or right of
first refusal in favor of the first out
lenders.

"If last out lenders decide to
exercise remedies, first out lenders
can take control if they act before
the last out lender standstill
expires."

TLL: And who controls remedies?

TS: During a remedjies trigger event,
the first out lenders often have the
initial right to exercise secured creditor
remedies. But the required last out
lenders can exercise secured creditor
remedies if the required first out
lenders fail to exercise those remedies
within a specified period. Another
common approach, which in the real
world generally gets to the same result,
is to allow either the required first out
lenders or the required last out lenders
to begin exercising remedies after a
standstill period expires. Last out
lenders are generally subject to a
standstill period, often between 60 to 90
days. First out lenders are often, but not
always, subject to a standstill period; if
so, it is shorter than the last out lender
standstill. As a result, if last out lenders
decide to exercise remedies, first out
lenders can take control over remedies
if they act before the last out lender
standstill expires.

The remedies triggers vary from deal to
deal. Sometimes the trigger is any event
of default. More frequently, the trigger
events are the same as, or very similar
to, the waterfall trigger events.

TLL: What rights do creditors have in a
bankruptcy?

Richard Levin: Unsecured creditors

This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields

$200M or less 6.47%
$201M - $350M 6.06%
$351M - $500M 6.81%
$501M+ 5.49%
Middle market (< $50M) 6.35%
Large corporate (> $50M) 5.70%
Large corporate single-B (> $50M) 6.12%

Middle Market Credit Stats

Sr/EBITDA 5.7
Debt/EBITDA 5.7

Middle Market Index Data

Monthly Returns
Average Bid

-0.75% -|
94.21

Source: S&P Capital IQ

Contact: Daniel Mena
daniel.mena@spcapitaliq.com

6.47% 6.38% 6.91%
6.37% 5.86% 6.23%
6.81% 5.64% 6.40%
5.49% 4.69% 5.90%
6.35% 6.29% 6.64%
5.78% 4.98% 6.08%
6.18% 5.17% 6.35%

5.8 3.9 4.5

5.8 4.4 4.9
0.89% 0.00% 0.10%
93.91 97.02 95.40

MIDDLE MARKET DEAL TERMS AT A GLANCE
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Deal Component Dec 2015 Dec 2014

Micro Cap 1.50x-2.50x
) 2.50%-3.50x
Midcap 3.00x-4.00x

Cash Flow Senior Debt
(x EBITDA)

Micro Cap 3.00x-4.00x
>m 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)

Sm L+7.00%-9.00% floating
(1.00% fl)

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

Micro Cap 12.0%-14.0%

Small Cap 11.0%-13.0%

Midcap 10.0%-12.0%

Warrants in special situations;

Total Debt Limit
(x EBITDA)

Senior Cash Flow Pricing

Second Lien Pricing (Avg)

Subordinated Debt Pricing

Micro Cap L+8.50%-11.00%

(1.00% fl)

g “ap L+7.00%-8.50%

(1.00% fl)

Midcap L+6.00%-7.50%

(1.00% f)

Potential for fixed rate with BDC or
mezz lender.

Unitranche Pricing

*Micro Cap= <$7.5mm EBITDA

Source: SPP Capital Partners

Contact: Stefan Shaffer
stefan@sppcapital.com

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

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

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

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

T “ap L+6.00%-9.00% floating
(1.00% fl)

Micro Cap 12.0%-14.0%

m p 11.0%-13.0%
Midcap 11.0%-12.0%
Warrants in special situations;

Second lien may buy down to ~9.0%. Second lien may buy down to ~9.0%.

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

small Cap L+6.00%-8.00%
(1.00% fl)

Midcap L+5.50%-6.50%
(1.00% fl)

*Midcap= >$20mm EBITDA

LEVERAGE LOAN INSIGHT & ANALYSIS
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may vote on - and in some
circumstances propose - a plan of
reorganization; challenge security
interests on the bankrupt company's
assets; request the appointment of a
trustee; and object to actions the trustee
or debtor in possession proposes to take
in the case or in the operation of the
business. Secured creditors have all the
rights of unsecured creditors and more,
such as the rights to repayment priority
from their collateral or its proceeds, to
post-petition interest if their collateral is
worth more than they're owed, to credit
bid for their collateral, and to adequate
protection against decrease the value of
their interest in the collateral during the
case.

TLL: What rights do last out lenders
waive in a bankruptcy?

RL: Under an AAL, last out lenders
generally waive some secured creditor
rights in favor of first out lenders, as
long as certain conditions are met or
protections provided to the last out
lenders. The waivers typically restrict
the last out lenders' right to credit bid
or to object to a debtor-in-possession
financing secured by liens that are
senior to or pari passu with the liens
securing the last out debt, the use of
cash collateral, and asset sales. Last out
lenders almost never agree to waive
any of their unsecured creditor rights.

TLL: We've written about this but
would like your opinion: Is an AAL
enforceable?

RL: A subordination agreement is
generally enforceable under
nonbankruptcy contract law, and the
Bankruptcy Code provides that a
subordination agreement is as
enforceable in bankruptcy as it is
outside. Bankruptcy courts generally
treat an AAL as a subordination
agreement and enforce it, except where
it might violate fundamental
bankruptcy policies, such as those
giving creditors the right to vote on a
reorganization plan. The case law is
both sparse and mixed on this issue.
And for some provisions that don't
affect the borrower or the bankruptcy
case at all, a bankruptcy court will not
enforce the agreement but will send the
lenders to a state court to resolve any
disputes among themselves.

As with all subordination agreements,
vaguely worded AAL provisions
waiving secured or unsecured creditor

US M&A-related loan issuance reached US$546bn record in 2015
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At US$2trn, US syndicated loan issuance was down 6% compared to 2014.
Leveraged loan issuance fell 17% in 2015 to US$783bn but this was offset by a 4%
increase in investment grade lending which reached a record US$873bn. At
$US740bn, US new money lending was the third-highest on record following
2006's and 2007's US$762bn and US$839bn, respectively. M&A-related financings
made up the bulk of this figure reaching an all-time record of US$546bn. In the
leveraged space, corporates borrowed US$211bn to pursue acquisitions while
sponsors borrowed US$120bn including US$73bn in LBO financings. US
investment grade issuers borrowed a record US$18lbn in M&A-related
financings, up from 2014's then record US$174bn. Bridge loan financings reached
a record US$135bn in 2015, up from 2014's US$126bn backing acquisitions for
issuers including Anthem, AbbVie, CVS Caremark, Aetna and Southern Co.
Investment grade borrowers also relied on term loans, which reached a record
US$73bn in 2015 with 2007's US$63bn ranking second. In the leveraged market,
investor selectivity and a volatile market backdrop coupled with banks adhering
to Leveraged Lending Guidance resulted in leverage levels on large corporate
buyout deals tightening in the fourth quarter. Average leverage was circling
around 5.6 times in 4Q15, down from 6.2 times in 3Q15 and the lowest since 4Q11.

Year-End Report

Contact: Ioana Barza
ioana.barza@thomsonreuters.com
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Back in August 2014 I wrote a note that highlighted how the restructuring of
Banco Espirito Santo (BES) exposed flaws in the 2003 ISDA CDS definitions, flaws
that should be remedied by the new definitions introduced later that year.

It was a far from perfect situation but a CDS succession event followed and that




rights run the risk that a bankruptcy
court will find them unenforceable,
because bankruptcy courts are often
reluctant to strip a creditor of these
rights in the absence of clear
contractual language.

Contact:
Neil Cummings

NCummings@jenner.com

G. Thomas Stromberg
tstromberg@jenner.com

Richard Levin
RLevin@jenner.com

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.

was the end of the matter. Or so we thought, until an unexpected announcement
by the Bank of Portugal just before the 2015 New Year. The central bank decided
to "bail-in" five of the 52 bonds issued by Novo Banco - the institution holding the
"good" assets after the enforced restructuring in 2014 - by transferring them back
to Banco Espirito Santo, the "bad bank".

The aim is to plug a €1.4bn capital shortfall in Novo Banco exposed by the last
ECB stress tests. The timing of the announcement was no doubt triggered by the
EU Bank Resolution and Recovery Directive (BRRD), which came into effect on
January 1 2016. It also raises questions around pari passu: even if the central bank
is entitled to transfer the bonds (and may well be debated in court) why not treat
all bondholders equally, as stated in the indentures? It appears that the five bonds
selected have been chosen for legal, moral and political reasons - they are in
Portuguese law and weren't sold to retail investors (and perhaps not sold to
domestic banks). This decision is understandable given the electorate's recent
rejection of austerity and the swearing in of a left-leaning government, but it is
likely that international bondholders will be less forgiving.

What does this mean for CDS? We could see the first Governmental Intervention
credit event since it was introduced in the 2014 ISDA definitions. At the time of
writing the ISDA Determinations Committee was still deliberating, but the
reaction in the markets - Novo Banco's five-year senior spreads widened to
1,700ps, and the curve is now steeply inverted - suggests a high probability of a
trigger. A succession event could also occur, which may result in senior CDS
being transferred to Banco Espirito Santo - the original issuer before the 2014
restructuring!

In its first-half results presentation, Novo Banco used a chart showing how its
CDS spreads had tightened from 2014 levels and compared favourably to its
peers. After this debacle, it is unlikely they will do the same in their 2015 annual
report.

Contact: Neil Mehta
Neil.Mehta@markit.com
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Global PE Fundraising
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PE Fundraisers Still Riding High

The latest numbers for private equity fundraising success-as measured by how
many funds hit their target-are impressive to say the least. In 4Q 2015, over 90% of
PE funds raised worldwide hit their targets. 88 funds were raised in that time
period, according to PitchBook data, amassing $76.4 billion in capital
commitments. It's worth noting that the number of vehicles was the lowest
quarterly total of the past five years, with only the 96 closed funds in 3Q 2011
coming closer.

Even given the time-dependent vagaries of PE fundraising, that quarterly
percentage, as well as the elevated levels of successful fund closings over the past
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NA Not Available

All dollar amounts in $MM

Corporate ratings unless otherwise noted
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** May be estimate based on leverage. Assumes unfunded

couple years, hints at quite a few different trends. First, it suggests fundraisers
nowadays are choosing targets quite shrewdly, likely dialing back ambitions in
terms of size and honing strategies in today's competitive dealmaking
environment; further enticements such as a short-term window of decreased fees
or additional accounts and co-investment opportunities are also more popular
nowadays, contributing to the sky-high percentage. Second, limited partners are
still more than willing to commit to select managers in the asset class, with a level
of confidence attributable to historical PE returns and the popularity of
alternative, long-term strategies in a low-yield, highly volatile era. The types of
managers raising nowadays is key to note, as by and large a winner-take-all effect
is only further evidenced in today's fundraising climate, as LPs look askance at
elevated valuations and seek proven firms with the strongest track records
consequently. Those firms and their vehicles tend to be on the larger side-the
global median PE fund size hit $271.5 million in 4Q-with ample resources to
devote to not only fundraising but also portfolio management and deal sourcing.

Contact: Garrett Black
garrett.black@pitchbook.com

SELECT DEALS IN THE MARKET

Facility* Spread LIB Fir

Industry

485 99

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

(1L) First Lien
(2L) Second Lien

OID Rating

Edelman Financial Group (CL)(2) MS Hellman & Friedman Services & Leasing 230 500 100 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) Antares Pritzker Org Chemicals 155 425 100 99 B/B2
United Site Services (AO) Antares Calera Capital Services & Leasing 60 475 100 99 B/B2

(CL) Covenant Lite Flex Up (3) 102/101
D) Dividend .
EA%) e Flex Down (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.

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