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Where's the Deal Flow? (Last of a Series)

The question surrounding the leverage loan pipeline involves many factors. We've
discussed some of them, including regulatory bank hurdles, uncertainty surrounding

the economy, and hesitation by private equity sponsors to pay high multiples.

Several readers weighed in with their own perspectives on the slowdown. "First
quarter always has some degree of seasonality," the CEO of one middle market
finance shop told us. "Particularly with so much worry about energy and interest

rates, there's just nothing compelling buyers right now."

Another senior banker agreed. "In previous years there's always been some external
factor driving M&A activity, whether it's tax-motivated or political. Today there's

such a cloud over everything, it's hard to feel a sense of urgency about deal-making."

High purchase price multiples, of course, haven't stopped sponsors from unloading
(as one mega fund founder memorably put it) "everything that isn't nailed down."
(See our Chart of the Week). An anecdotal survey of top middle market PE firms points

to the ratio of selling to buying has skewed towards selling for the past couple years.

But that hasn't always translated to more deal flow. For one thing, strategic investors
are flush with cash. They make formidable competitors in auctions since cheap

financing is readily available, particularly for larger corporate buyers.

Also, secondary (sponsor-to-sponsor) buyouts don't always translate to new financing
opportunities. If the borrower has performed, especially through the downturn,
existing lenders will likely roll with new ownership. That leaves less room for new

entrants.

One exception is when banks represent a majority of the existing group. Increasingly,
those banks take the opportunity to bow to regulatory pressure and exit leveraged

loans. Non-banks are eager to fill that vacuum, often with equally flexible terms.

Looking ahead, there's reason for optimism regarding deal supply. PitchBook reports
(Link:https://theleadleft.com/the-pulse-of-private-equity-1252016/) that almost one-
third of the almost eight thousand portfolio companies held by PE firms were bought
seven or more years ago. The credit crisis delayed the sale of some of these holdings.

As the economy strengthens, more sponsors will try to realize on these investments.

Also, Thomson Reuters estimates that over $580 billion of middle market loans
associated with those old buyouts will be up for refinancing over the next four years;

over $100 billion this year alone. And plenty of banks who originated those loans are

QUOTE OF THE WEEK

“We're just in a market where
there’s going to be heightened
volatility.”

- Tony DeSpirito, portfolio
manager, BlackRock Equity
Dividend Fund.
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either less active or completely out of the business.

Finally, one long-time follower of the capital markets says another element may come

into play. "When the Dow hits 18,000 it gives a real psychological boost to markets,"

he told us. "People see the bullish headlines and moods can swing from doom to

boom very quickly."

Marriott Marquis, 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.
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This week we continue our
conversation with Stephen Lewis,
Managing Director, Headwaters MB.
Headwaters is a middle market
focused investment bank. Steve's
focus is cross border debt capital
markets. Second of two parts - View

part one

The Lead Left: You mentioned there are
still quirks in the European legal system.

Stephen Lewis: There's still no central
registry for SEC filings in Germany.
You can record your security interest,
but it's not searchable. You can't find
out who or what's in front of you. The
whole idea of "security" is different.
"Factoring" receivables is a
commonplace practice and not just for
the apparel and white and brown
goods industries. However, the ability
to finance against the inventory in
many European countries is
problematic. There's no registry for
"movables." It's the difference between
being a "Roman code" country versus
being a "civil code" country.

TLL: Steve, talk to us about some of the
problems your clients are facing.

SL: We worked with a UK international
payroll company with a cutting edge
platform driven by an innovative team.
The problem: a year-over-year flat
EBITDA trajectory. We helped by
showing investors a true Quality of
Earnings report. It highlighted every

Exit Ramp

With purchase price multiples high, sponsors have sold or taken public more
than 2500 portfolio companies since 2014.

Quarterly US PE Exit Activity
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STAT OF THE WEEK

Mar 2016 June 2015 Mar2009 Dec 1972

US Building Permits (k) 1086 1337 513 2419

Source: US. Bureau of the Census
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dollar of earnings was reinvested in
R&D and system improvements. The Q
of E was instrumental in demonstrating
the true earnings power of the business,
and allowed us to raise sufficient junior
capital, both debt and equity, to achieve
their growth objectives.

"The ability to finance against the
inventory in many European
countries is problematic. It's the
difference between being a 'Roman
code' country versus being a 'civil
code' country."

TLL: How about helping to solve structural
or legal issues?

SL: In many European jurisdictions it
is commonplace and in accordance with
accepted business custom and practice
to allow companies to legally maintain
multiple sets of books - one for taxes
and one for GAAP. Our job is to help
rationalize different sets of accounts to
allow lenders to understand the real
earning of a business in order to get to
the right capital structure. We spent a
ton of time getting to the right numbers.

TLL: This is always a problem with smaller
companies owned by one entrepreneur.

SL: The owner spends a lot of time
trying to minimize tax bills, but
investors balk at the lack of
transparency. Entrepreneurs are
beginning to realize the negative impact
on investors the lack of transparency
has but there is still a way to go.

TLL: Do you think we're headed to a less
unified Europe for the purposes of secured
lenders? Particularly in the face of a
possible Brexit.

SL: It's short-sighted for Britain to exit.
So much business has established bases
in the UK thanks to its easy access to
Europe. They enjoy the benefits
afforded all EU members when it comes
to free trade, abolishment of tariffs, and
unfettered passage country to country.
Goldman Sachs estimates that $8.9
billion of its global revenue is generated
through London with the EMEA
nations, and is therefore at risk if Brexit
happens.

TLL: Any other case studies you'd like to
tell us about?

SL:We worked with a PE firm on the
financing of an acquisition of a US
based platform business with operating
subsidiaries in UK, Italy and Germany.
All of the businesses manufactured
similar high tech products but sold to
very different end markets. The
European businesses had been acquired
over time never fully integrated.

New-Issue Clearing Yields

$200M or less 7.09%
$201M - $350M 6.64%
$351M - $500M 7.50%
$501M+ 5.98%
Middle market (< $50M) 7.10%
Large corporate (> $50M) 6.16%
Large corporate single-B (> $50| 6.51%
Middle Market Credit Stats

Sr/EBITDA 4.6
Debt/EBITDA 5.1
Middle Market Index Data

Monthly Returns 0.34%
Average Bid 92.24

Source: S&P Capital IQ

Contact: Timothy Stubbs
timothy.stubbs@spcapitalig.com

MIDDLE MARKET DEAL TERMS AT A GLANCE

7.09% 6.53%
6.97% 6.13%
6.39% 6.62%
6.06% 5.27%
7.10% 6.36%
6.18% 5.58%
6.57% 5.91%

4.6 5.8

5.1 5.8
0.03% 0.02%
92.15 95.83
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Deal Component April 2016
Micro Cap 1.50x-2.50x

nall Cap 2.50x-3.50x
Midcap 3.00x-4.00x
Micro Cap 3.00x-4.00x
Small Cap 3.75x-4.50x
Midcap 4.00x-5.50x
Bank: L+3.50%-5.00%

Cash Flow Senior Debt
(x EBITDA)

Total Debt Limit
(x EBITDA)

Senior Cash Flow Pricing
(potential for a 1.00% floor)

Small Cap L+7.50%-9.00% floating
(1.00% fl)

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%
Subordinated Debt Pricing e 1_()'0&71.2 0%
Warrants in specla\ situations;

Equity co-invests readily available.

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

Small Cap L+7.50%-8.50%
(1.00% fl)

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

Unitranche Pricing

*Micro Cap= <$7.5mm EBITDA

*Midcap= >$20mm EBITDA

“Ci  Iast month are in red [l EQUity co-invests readily available.

Source: SPP Capital Partners

Contact: Stefan Shaffer
stefan@sppcapital.com

Non-Bank: <$10.0MM EBITDA L+7.00%-8.00%
Non-Bank: >$15.0MM EBITDA L+4.50%-6.50%

Micro Cap L+9.00%-12.00% floating (1.00% fl)

Second lien may buy down to ~9.0%.

April 2015
Micro Cap 1.50x-2.00x

S Cap 2.00x-3.50x
Midcap 3.00-4.25x

Micro Cap 3.00x-4.00x

Sr Cap 3.75x 4.50x
Midcap 4.00x-5.00x

Bank: L+2.00%-3.50%
Non-Bank: L+4.00%-6.00%

(1.00% fl)

This Week Last Week 6MO Ago YR Ago

6.00%
6.06%
5.81%
4.93%

5.82%
5.23%
5.32%

4.8
52

0.38%
97.03

Micro Cap L+8.00%-11.00% floating

Small Cap L+6.50%-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;
Second lien may buy down to ~9.0%.

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

Small Cap L+6.50%-8.50%
(1.00% fl)

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

Potential

for fixed rate with BDC or mezz

Potential for fixed rate with BDC or mezz lender.

lender.Most Unitranche lenders allow a

small ABL facility outside of the loan.

LEVERAGE LOAN INSIGHT & ANALYSIS
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During their due diligence the sponsor
learned that the German and Italian
managing directors considered
themselves competitors and worked to
undermine one another. These were
the same people who managed the
major customer relationships for their
respective companies!

With the assistance of our colleagues in
Italy and Germany, we advised the
sponsor to create new positions for both
men at a new UK European head office.
That removed them from day to day
operations, and gave them significant
financial incentives related to customer
retention. Finally, in exchange for their
new contracts containing non-competes
they were required to make full and
open disclosure about their past
dealings or face the possibility of
termination for cause. Ultimately,
terms were agreed and our solution
worked.

TLL: Finally, Steve, what's been the biggest
surprise you ‘ve had since our last
conversation?

SL: Thanks to regulation on both sides
of the Atlantic, the rules have
dramatically changed. This
phenomenon means that the days of
benign regulation in the banking sector
are over. Also the recent interest in
cross border opportunities by middle
market companies. Since the Great
Recession companies have slowly come
out of hiding and are looking for
growth abroad. Non-US based middle
market companies are seeing the
instability in their own countries and
welcome the stability and size of US
market participants. There's also far less
of a cultural gap between the US and
most Western cultures, compared to
China, for example.

Finally, the very rapid growth of the
"alternative lender" class. The banking
world has been consolidating for a long
time, but banks now are selling
leveraged portfolios or business units.
Or entire lending teams are leaving to
set up shop under the umbrella of an
unregulated entity to provide leveraged
loans to their PE and corporate clients.
The prime example is the sale of GE
Capital. That's already spawned a
number of new market players on both
sides of the Atlantic. Not to mention
the large number of hedge funds, PE
houses and family offices setting up
lending platforms in US and in Europe
to take advantage of the dislocation in
the middle market lending space
resulting from the pullback by the
traditional banks.

Contact: Stephen Lewis

Pricing jumps on oil and gas borrowing base revolvers
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Exploration and production companies continue to feel the crunch from low oil prices, which
began their slide in mid-2014. While oil prices have rebounded from this year's February lows, the
uplift is facing major headwinds as OPEC members and Russia recently announced they wouldn't
freeze production. Many companies have filed for bankruptcy and more are expected to default if
prices remain at low levels. Many issuers are seeing a reduction in their borrowing capacity as the
current borrowing base redetermination season is underway. During this time, banks reevaluate
how much companies can borrow based on the value of their reserves. Not only is capacity being
squeezed, the pricing paid on those loans is also on the rise. Pricing on reserve-based revolvers is
usually tied to a grid based on borrowing base usage. So far in 2016, spreads have increased an
average of 11% for all levels of the grid relative to 2015 and a much higher 33% from 2014 levels.
Not only has pricing increased for each level of the grid, but as borrowing bases are being cut,
usage is most likely to fall at a higher level in the grid; meaning the issuer could be facing much
higher costs.

Contact: Diana Diquez
diana.diquez@thomsonreuters.com
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Brazil leads as credit risk in Latam region recedes

® Brazil's 5-yr sovereign CDS spread has tightened to its lowest level since last August

® Peru, Chile and Colombia have all seen a 35% tightening in sovereign credit spreads
® Markit iBoxx USD Emerging Markets Corporates LatAm Index has returned 7.7% this year

Credit markets reacted positively after Brazil's congress voted in favour of impeaching President
Dilma Rousseff on Sunday.

Spurred on by Brazil and stronger commodity prices, the past couple of months have also seen
perceived credit risk in the wider Latam region tumble. The buoyant mood in the region was
confirmed by the strong investor demand for Argentina's comeback bond issue.

Brazil's falling credit risk

It's been a tough past year for Brazil, battered by weak commodity prices, slowing global trade
and significant political risk. Brazil's economy shrank 3.8% in 2015 and this year's IMF forecasts
looks just as bleak. Scandal and corruption surrounding Brazil's state controlled oil company
Petrobras and economic mismanagement over the years has dented investor confidence. Markets
see the ousting of Rousseff as a path that will ultimately lead to reforms needed to get the country
out of recession.

BRAZIL 5Y CDS Conv Spread
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Source: Markit

But the heightening prospect of a new government to tackle Brazil's economic woes was enough to



slewis@headwatersmb.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...

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

send Brazil's 5-yr CDS spread to its lowest level since last August. Spreads had reached as high as
500bps in January but have since tightened 159bps to 341bps, according to Markit's CDS pricing
service.

A buoyant region
The optimism in Brazil has also spread to the wider Latam region with Peru, Chile and Colombia
all seeing a 35% tightening in sovereign credit spreads since January's highs.

Latam sovereign CDS spreads
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The improved sentiment has much to do with stronger commodity prices, which have gained
3.76% so far this year according to Bloomberg. Colombia (Oil, Coffee), Peru (Copper, Oil) and
Chile (Copper) are all heavily reliant on commodities through export revenues. The Latam region
also welcomed the return of Argentina to international bond markets after a fifteen year hiatus, to
strong investor demand... READ MORE

Contact: Neil Mehta
neil.mehta@markit.com

THE PULSE OF PRIVATE EQUITY
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U.S. add-on % of buyout activity
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Will 2016 Record More Add-ons Than Last Year?

As a proportion of overall U.S. buyout activity, add-ons have gone from strength to strength. But
the latest quarterly numbers have topped them all. In the first quarter of 2016, add-ons comprised
68% of all private equity buyout activity. While this percentage will likely decline as the year goes
on, it's still a testament to how PE investment strategies have shifted, particularly in the current
environment. PE firms are engaging in buying and building of their portfolio holdings more than
ever, doubtless in order to help position their holdings in the event of an economic slowdown. But
there are additional motives, namely, the mitigation of initial purchase prices in an expensive
climate by adding on. There are multiple anecdotes of investors lining up potential add-ons or
identifying targets prior to the initial platform buyout, or even not considering deals without
clearly defined add-on opportunities. Granted, adding on is largely a sector-determined trend. For
example, one of the primary drivers in add-ons within the healthcare sector has been
consolidation in fragmented markets, such as dermatology practices. Accordingly, for 2016 to
break the decade high of 61% for add-ons' proportion of buyouts, continued activity in such
niches will have to continue at a healthy clip. More generally, as long as competition continues to
be fierce and deal multiples relatively elevated, PE firms are likely to target add-on opportunities
in the lower middle market, looking for some relief. All in all, it is unlikely that 2016 will take the
crown from 2015 in terms of most add-ons ever, but it is probable that the proportion of add-ons
will remain at a similarly high level.

Contact: Garrett Black
garrett.black@pitchbook.com

SELECT DEALS IN THE MARKET



Deal Arranger Sponsor Industry Facility* Spread LIB FIr OID Rating

API Technologies Corp (1) BNP J.F. Lehman & Co Computers & Electronics 115 650 100 98 NR/NR
DYK Automotive (1) BNP Sterling Group Automotive 134 475 100 99 NR/NR
Survey Sampling (AQ)(1) Antares Huntsman Gay Services & Leasing 30 500 100 99 B/B2
Top Knobs (1) Antares Jordan Company  Home Furnishings 195 500 100 98.5 NR/NR
Averages 531 100 99
* Senior only Call Schedules
** May be estimate based on leverage. Assumes (1L) First Lien (1) 6 Month 101
unfunded revolver (2L) Second Lien Flex Up (2) 101
NA Not Available (CL) Covenant Lite (3) NC-2/104/102
All dollar amqunts in $MM . (D) Dividend Flex Down (4) NC-2/102/101
Corporate ratings unless otherwise noted (AO) Add-On

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

THE Churchill Asset Management LLC
e a e 430 Park Avenue 7th floor
New York, NY 10022
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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.



