THE

Lead Left

The Premier Middle Market Newsletter

HOME | LEAD LEFT ARCHIVES | PRINTABLE PDF | RESEARCH

/& Churchill
)

) ;ﬁ Asset Management

A TIAA-CREF Company

Week of Feb 29, 2016

+
Get Connected with Lead Left: L4 IE q

A Review of European Direct Lending (Third of a Series)

"Europe is not a market," a keen observer of Europe's debt market
informed wus. "First of all," he said, "there's the difference in legal
jurisdictions. These are real hurdles and won't change anytime soon. If
anything, the EU is becoming less unified."

"Here local teams matter. Even London-based teams have trouble
managing deals on the continent. The more complex the structure, the
more local the team needs to be."

Understanding the nuances of local companies is critical, particularly in a
default, an attorney specializing in cross-border matters told us. "Your
options as a lender are very different in Italy versus Spain or France.
There's no one standard approach.”

He went on. "The Scandinavian countries are somewhat similar to the UK.
They are supportive of their borrowers. But southern Europe is very
different. Each country has its own dangers and dilemmas. Laws are
evolving quite rapidly post-crisis."

How? Until very recently, non-banks couldn't technically make "loans" in
Italy and France. You have to call them "bonds,” and are not as liquid. To
buy them you need to be a qualified investor. This is changing, but the
legal environment still favors banks.

Perfecting security interests is also a challenge in Europe. Germany has no
standard UCC filings such as in the US. France does not recognize liens on
inventory. As one banker friend in London put it, "it's often said it's easier
to lend in the beer-drinking countries than the wine-drinking ones."

Another bank-friendly element is Europe's quantitative easing program.
Unlike the Fed, the ECB is lowering rates. That's made banks flush with
cash. Think about how cheap funding costs are right now. Three-month
Euribor is negative 20 bps! In that context, 475 basis points in spread plus a
1% floor for a single-B credit looks good.

That means owning paper is a powerful strategy. By being buy-and-hold
players in the European market, banks are competing with funds. A recent
example is Carlyle's upsize to its LBO financing for Comdata. According to
S&P LCD, the sponsor had nine banks in the existing €210 million package,
and brought in three more to raise the total to about €300 million. This
included a seven-year TLB tranche that in the US would ordinarily be
distributed exclusively to funds.

Many thought European banks would be on the way out of the leveraged
loan picture, as is the case in the US. Big funds were raised over that
prediction. But it hasn't worked out that way. Non-bank money got raised,
but there was nowhere to put it.

Instead direct lenders have gone to sponsors and offered unitranche
financings at six times leverage. But this is not the true middle market. It is
the market for less bankable companies with different players, and very

QUOTE OF THE WEEK

“We are moving from a low-yield
environment to a no-yield
environment.”

— Alex Dryden, global market
strategist, JP Morgan Asset
Management.
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different credit fundamentals.

Next week we look in detail at the direct lending market in Europe.

Marriott Marguis, New York City
Wednesday April 27, 2016

Join hundreds of bankers, investors
and borrowers for a day of in-depth
discussion of the history of - and
future potential for - this sector and
its components, with panels
featuring industry experts.

wwwloanpricing.comimmeconferenca1s
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By 2002 the share of US leveraged loans by institutional investors had

This week we continue our surpassed 60%; it took Europe twelve more years to reach the same point.
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Investment Strategist, Canada Pension Institutional Investors' Share of the Primary Market
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The Lead Left: What's your overall

view of credit right now? Sources: S&P Capital IQ; 2009 date not meaningful

STAT OF THE WEEK

Feb 2016 Oct 2012 Mar 2009 Apr 2007

Edwin Cass: Credit helps diversify our
asset mix by providing exposure to
volatility and credit spread returns. I
also think there are opportunities for
relative returns in the credit space. For

Eurozone Business Climate
0.07 -1.57 -3.58 1.63

(long-term average =0)

Source: YCharts/European Commission
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example, our Antares Capital team can
take advantage of the illiquidity

premiums and sourcing opportunities S&P
in the middle market. They are .’

CAPITALIQ
experienced in seeking credit
investments to generate security
specific returns.

Lastly, as part of our CPPIB 20/20
program we want to be more cognizant
of conditional asset pricing. That is,
value in a time-varying sense. Credit



can be very cyclical, and we hope to
develop strategies to dynamically
change our allocation to credit at
various points in time.

TLL: Do you mean market timing?

EC: Not market timing per se. We aren't
trying to call turning points, but
identify significant deviations from fair
value. Take credit as an example.
Values can and have swung around in
the past. Arguably credit got very
cheap in 2009. We want to build models
to take advantage of mispricing like
that.

"European investors have had to
deal with greater volatility. What
effect has all this had on liquidity
in the marketplace? Does systemic
risk increase with this volatility? "

TLL: Do you see signs that it's time
again to increase exposure in credit?

EC: We are long-term value players and
big believers in DCF analysis. We have
steady rate assumptions. We're trying
to discount cash flows back, and then
see if something is cheap. Some of
those metrics make credit start to look
interesting right now.

TLL: Going back to Antares. How do
you see that acquisition fitting into
your long-term strategy?

EC: Antares is oriented to achieving the
objectives we discussed earlier. The
middle market is a high-touch asset
class requiring lots of manpower to be
successful. Additionally, particularly in
asset classes like credit, we aren't
comfortable investing purely in an
index. Acknowledging that, the
challenge is where do we want to be
positioned in middle market? And how
do we penetrate that market? Antares
offers us a great opportunity to
accomplish our goals. Antares also ties
into conditional asset pricing through
the choices we make in its capital
structure - we can finance these
opportunities through debt syndication
or potentially from our own balance
sheet.

TLL: Ed, CPPIB is a founding investor

This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields

$200M or less 6.76% 6.76% 6.44%
$201M - $350M 6.82% 7.13% 5.78%
$351M - $500M 5.66% 5.66% 5.47%
$501M+ 5.89% 5.90% 4.89%
Middle market (< $50M) 6.46% 6.99% 6.16%
Large corporate (> $50M) 6.05% 6.06% 5.18%
Large corporate single-B (> $50M) 6.29% 6.26% 5.33%
Middle Market Credit Stats

Sr/EBITDA 4.6 4.6 52
Debt/EBITDA 4.6 46 54
Middle Market Index Data

Monthly Returns -0.70% -0.68% -0.55%
Average Bid 92.06 92.20 96.25

Source: S&P Capital IQ

Contact: Timothy Stubbs
timothy.stubbs@spcapitaliq.com
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MIDDLE MARKET DEAL TERMS AT A GLANCE
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February Update
Deal Component Feb 2016

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

Cash Flow Senior Debt
(x EBITDA)

Micro Cap 3.00x-4.00x
Small Cap 3.75x-4.50x
Midcap 4.00x-5.50x

Total Debt Limit
(x EBITDA)

Bank: L+3.00%-4.00%

Non-Bank: <$10.0MM EBITDA L+7.00%-8.00%
Non-Bank: >$15.0MM EBITDA L+4.50%-6.50%
(potential for a 1.00% floor)

Senior Cash Flow Pricing

Micro Cap L+9.00%-11.00% floating (1.00% )
Small Cap L+7.00%-9.00% floating

(1.00% )

Midcap L+5.50%-7.50% floating

(1.00% fl)

Second Lien Pricing (Avg)

Micro Cap 12.0%-14.0%
Small Cap 11.0%-13.0%
. B \Viidcap 10.0%-12.0%
SukerinateciDeRaEl Chg Warrants in special situations;
Second lien may buy down to ~9.0%.

Equity co-invests readily available.

Micro Cap L+8.50%-11.00%
(1.00% fl)

Small Cap L+7.00%-8.50%
(1.00% fl)

Midcap L+6.00%-7.50%
(1.00%-1.50% fl)

Unitranche Pricing

*Micro Cap= <$7.5mm EBITDA
5 Omm EBITD

*Midcap= >$20mm EBITDA

*Changes from last month are in red

Equity co-invests readily available.

Source: SPP Capital Partners

Contact: Stefan Shaffer
stefan@sppcapital.com

Potential for fixed rate with BDC or mezz lender.

Feb 2015

Micro Cap 1.50x-2.00x
Small Cap 2.00x-3.50x
Midcap 3.00-4.25x

Micro Cap 3.00x-4.00x
Small Cap 3.75x 4.50x
Midcap 4.00x-5.00x

Bank: L+3.00%-4.00%
Non-Bank: L+4.50%-6.00%

Micro Cap L+8.00%-11.00% floating

(1.00% fl)

Small Cap L+6.50%-8.50% floating

(1.00% fl)

Midcap L+6.00%-7.50% floating

(1.00% fl)

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

Warrants in special situations;

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%-7.50%
(1.00% fl)

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

the loan.

LEVERAGE LOAN INSIGHT & ANALYSIS
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in the S&P Long-Term Value Creation
Global Index. Tell us what got you
interested in this project?

EC: The LTVC is something that came
out of another initiative. We joined
forces with BlackRock and McKinsey
two years ago to focus on this issue of
short-termism in capital markets. That's
the view that public companies are
managing to short-term results, too
focused on quarterly earnings, rather
than on longer-term objectives. If you
look back you'll see a number of
examples. There's a propensity of CEOs
to not to engage in long-term
investments if it doesn't help hit
quarterly profit targets! We and others
recognized there's a problem.

TLL: But how to address it from a
practical perspective?

EC: First we got everyone in a room to
brainstorm to come up with potential
implementable solutions. In 2015, we
organized the Long-Term Value
Summit to discuss ideas for practical
change. What can we come up with that
would change behaviors? What type of
investment process works? What if we
put forward an index that would create
one tangible alternative, then hopefully
other people will join in.

TLL: What kind of changes do you
propose for CEOs and boards of these
companies?

EC: We've developed a number of
materials as part of the LTVC initiative.
But some examples of action steps
include:

® Reorienting the portfolio strategy
and management of institutional
investors

® Unlocking value through
engagement and active
ownership

® Improving the dialogue between
investors and corporations

e Shifting the board's focus to
support long-term strategy and
sustainable growth

TLL: At the moment, European banks
seem to be under stress. What's your
view of the region?

Flex activity increases in February as challenging
market conditions persist
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Source: Thomson Reuters LPC

Flex activity in the leveraged loan market amped up in February as market
volatility continued and lenders tried to push deals through that had been shelved
since last year. Thomson Reuters LPC's Flex Factor, which aggregates price and
structural flex activity to gauge investor sentiment, increased to an average score
of 3.2 last month, up from January's 2.1. The higher the score, the more price and
structural changes were required to get deals done. Meanwhile, the percentage of
flexed deals which included a structural flex increased to 57% in February, its
highest share since November's 74% share. Solera Holdings widened its OID to 97
from 98 and made 15 changes to documentation which included extending soft
call protection, removing the MFN sunset clause and a reduced payment basket
among several others. Solera's loan originally launched in December but
syndication was delayed until market conditions improved. Earlier in February,
Kraton Polymers' hung loan saw its OID widen at a deep discount of 90. Last
week, Vivid Seats Ltd's LBO loan also had a heavy price flex. The OID on the
company's loan widened 5 points to 93 while the spread was increased by 25bp
over the wide end of guidance. The 3.2 average Flex Factor score for February was
the highest monthly average since November's 4.3. Flex activity has weighed in
investors' favor since June when market conditions first showed signs of
uncertainty. But it wasn't until September that market volatility caused Flex Factor
scores to spike, staying above a monthly average of 2 ever since.

Register now! TR LPC's 4th Annual Middle Market L.oans Conference on April 27
2016.

Contact: David Puchowski
David.Puchowski@thomsonreuters.com

MARKIT RECAP
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European insurance bonds sink to bottom of the pile

European bond yields have fallen to new recent lows as the market takes an
increasingly dim view of growth prospects, which has in turn seen insurance
bonds come under increased pressure.

e iBoxx € Insurance the worst performing sub index of the iBoxx € Corporates
universe

® Investment grade insurance bonds have seen spreads double in 12 months
to three year highs

® Generali's CDS spreads have tripled in the last 12 months

Financials have been at the forefront of the recent European credit headwinds,
with the market taking an increasingly dim view of the sector's ability to thrive in
a low growth, low interest rate environment. Although the market's risk
perception has come down somewhat from the recent peaks seen a couple of
weeks ago, the fundamental drivers remain unchanged. The latest lacklustre



EC: Investors have had to deal with
greater volatility. What effect has all
this had on liquidity in the
marketplace? Does systemic risk
increase with this volatility? What
happens if monetary policy changes in
unusual ways? These are all issues that
will have to be resolved. As well there
has been some tightening of financial
conditions which is a further challenge.

TLL: So what are you most worried
about during the coming year?

EC: We're not big on engaging in short-
term speculation! Lower oil prices
should be stimulative at the margin, but
with the magnitude of price changes we
certainly see a lack of stability. With
regard to what's transpiring in China,
as we discussed earlier, it's all about
how well they manage the on-going re-
balancing of their economy. Finally, the
U.S. dollar strength will be challenging
to some firms. But these are all well-
known risks.

Contact: Edwin Cass
ECass@cppib.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.

composite Markit Flash Eurozone PMI sent 10 year bund yields to within a couple
of basis points of last year's all-time lows.

10 Year Bund Yields
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While the entire financials sector has trailed the rest of the European bond market
since the start of the year, one area that has felt this trend particularly has been
insurance bonds. The Markit iBoxx € Insurance index has delivered negative total
returns of 1.96% since the start of the year; a full 277bps less than that delivered by
the Markit iBoxx € Corporates universe.

European Investment Grade Bonds YTD Total Returns
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In fact, insurance bonds are the only sector out of the 12 that make up the euro
denominated investment grade universe to have delivered negative total returns
since the start of the year. Even bank bonds, which have so far received most of
the attention, have delivered positive total returns. The Markit iBoxx € Banks
index has returned 24bps year to date, over 2% more than the corresponding
insurance index. Read More here

Contact: Simon Colvin
simon.colvin@markit.com

THE PULSE OF PRIVATE EQUITY
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It is also a campaign years in the making, Since the buyout boom, inventory increases have more or less plateaued
dating back to Meyer's partnership at Current PE-backed company inventory by investment year
Gramercy Tavern with chef... 2,500
Clle here to read Randy Schwimmer's Current PE inventory by investment year
2,000
MidPoints column in the latest issue of Middle ——Increase in PE-backed inventory

Market Growth magazine.
1,500

Sowrce: PitchBoak

1,000

300

PE's Other Overhang

For several years now, the increase in the inventory of companies backed by
private equity in North America and Europe has essentially plateaued. In stark
contrast to the steady ramp-up in inventory during the buyout boom era, this
trend can be ascribed to a few key drivers, including the healthy exit environment,
elevated deal multiples and a competitive dealmaking environment, as well as the
fact many firms still hold a fair amount of aged inventory already. PE firms have
been putting their money to work in other ways than strict buyouts, such as
taking minority stakes, looking to reduce the industry's other overhang of
undeployed capital. As investment strategies have diversified, accordingly, it's
worthwhile to wonder if inventory will ever increase again at even half the rate
seen last decade. If fears of an oncoming economic malaise if not outright
recession are proved true, PE firms could take advantage of growing distress
across more sectors than just, say, energy, where investors are anticipated to ramp
up activity soon. That could produce a boost of sorts to the inventory. Yet by and
large, the seller's market may well counterbalance the company inventory, simply
as PE firms seek to liquidate the most elderly of their holdings, in what could be
the waning stages of an M&A boom cycle.

Contact: Garrett Black
garrett.black@pitchbook.com

SELECT DEALS IN THE MARKET

Deal Arranger Sponsor Industry Facility* Spread LIB FIr OID Rating
Alpha Media (2) Citizens Stephens Group Services & Leasing 265 600 100 B/B2
Automobile Protection (2) SunTrust Ontario Teachers  Insurance 190 600 100 97 B/B3
Edgewood Partners (2) JPM Carlyle Group Insurance 200 600-625 100 98 B/B3
Imagine! Print Solutions (1) RBC Qak Hill Capital Printing & Publishin 320 600-625 100 97 B/B2
Lago Resort & Casino (1L)(4) cs Peninsula Pacific ~ Gaming & Hotel 225 950 100 98 B-/B3
Lago Resort & Casino (2L)(3) Ccs Peninsula Pacific ~ Gaming & Hotel 85 N/A 100 97.25 B-/B3
MedRisk (1) Antares TA Associates Healthcare 202.5 525 100 99 B/B2
On The Border Mexican Grill (AO) Antares Antares Capital Restaurants 20 450 99.5 NR/NR
Osmotica Pharmaceutical (CL) CIT Group  Avista Capital Healthcare 160 500 100 99 NR/NR

Vivid Seats Ltd (1) RBC Vista Equity Film 600 100 93 B/B3
Averages 604 100 97
* Senior only ; . Call Schedules
1L) First Li
** May be estimate based on leverage. Assumes unfunded EZL; Slgion::lerljien (1) 6 Month 101
revolver (2) 101
NA Not Available (Li:) (S Flex Up (3) NC-2/104/102
i 4) NC-2/102/101
All dollar amqunts in $MM ' (D) Dividend Flex Down (4) /102/
Corporate ratings unless otherwise noted (AQ) Add-On

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.



