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Covenants in the Coal Mine (First of Two Parts)

By the time you read this, the UK will be voting on its long-awaited referendum on QUOTE OF THE WEEK

whether or not to leave the EU. Polls show the contest too close to call. Whether
“Should the United Kingdom

remain a member of the European
international politics and the global economy for years to come. Union or leave the European

Union?"”

"Remain" or "Leave" prevails, the Brexit outcome will undoubtedly impact

Despite turmoil in the UK, along with the Fed's inaction on rates, observers of US q p
- wording on today’s UK
capital markets noted the relative calm surrounding both public equities and fixed referendum on the EU.

income. While the Dow is down just under 2% since it reached a near record high of

18,005 on June 8, the industrial average slipped only modestly for the week. _

Similarly the high-yield bond market continues to see issuance proceed apace. Though N (o) Rate H IkeI
steep fund outflows ($1.8 billion) were recorded last week, new junk volume rang up
$5.2 billion (per S&P LCD) for the period. That comes on the heels of $12 billion of 30-DAY FREE MEMBERSHIP
deals the week before - a level not seen since last November. Join the leading voice of the middle
market. Try us free for 30 days.
Broadly syndicated loans are also shrugging off Brexit phobia, at least until the vote.
While institutional volume is down 7% from last year's activity, pricing and terms
seem to reflect an enduring confidence that overall conditions will remain seller-

friendly.

That trend is also mirrored in increasingly aggressive covenant packages. In our Lead

Left Spotlight this week and next, Covenant Review's co-heads of Leveraged Loan
Research, Justin Forlenza and Jessica Reiss, discuss how arrangers are once again T

testing the limits of broadly syndicated loan and high yield bond buyers.

Like the proverbial canary in the coal mine, covenants provide lenders with early

warning that a borrower's performance might be off-plan. Until the recent market
snapback, lenders got the covenants they wanted, successfully resisting incurrence

tests and "free and clear" baskets (a starter kit of debt not included in initial tests).

The quick recovery from the first quarter's doldrums surprised participants. Now
large cap lenders find themselves under familiar pressure to push the envelope on

terms.

As Forlenza and Reiss outline, another example is asset sales sweep language. In the
prior market 100% of proceeds from an asset sale were going to repay debt. Today
step downs to 50% subject to a leverage test are common; if leverage falls low enough,

the company may be able to do whatever it wants with the proceeds.

Pricing trends have also reversed. As we said last week, MFN sunset provisions are
beginning to shorten from 12-18 months, to six months. Indeed, the share of borrowers
asking for a sunset has more than doubled from 21% earlier this year to 43%.

Whether this issuer-friendly environment will continue remains to be seen.

Next week, we'll look at what middle market players are reporting on the covenant



side of leverage lending, and how that compares with the broader markets.
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THE LEAD LEFT SPOTLIGHT CHART OF THE WEEK
Large Cap Largesse

Review
The larger the borrower size, the more time lenders allow companies to realize synergies,
and the greater the Ebitda adjustments.

This week we chat with Jessica Reiss
and Justin Forlenza, attorneys with
Covenant Review. Begun in 2006,
Covenant Review is the world's first

boutique research firm focused on 25% 2
bond and loan covenants.
20% 20
The Lead Left: It's been a while 15% "
since we first featured Covenant
Review. Give us an update. v N
5% 5
Justin Forlenza: We're an independent ) .

research firm, comprised of fifteen <$100m $100-$600 $600MOr More
lawyers. Our focus is on credit oA Amount 5N

agreements and bond documents as

well as intercreditor agreements and

term sheets. We provide analysis

through our website in the form of Sources: Covenant Review

h ts.
research reports STAT OF THE WEEK

Jessica Reiss: We have a diverse June 2016 Dec2013 July 2012 June 2007
customer base, primarily broadly

syndicated loan investors, but also sell-
side focused managers. We review
terms from a covenant and legal

perspective, and advise our customers
on the risks. It's really about providing e

Covenant Statistics By PF EBITDA Amount, YTD

(Mos)

= Avg EBITDA Adj. Cap For Synergies/Cost Savings

Avg Time Horizon To Realize Synergies/Cost Savings (Mos)

US 10-Year Bond Yield 1.678 3.026 1.470 5.027

Source: Investing.com

documentation ins and outs from a Provided by:
market perspective. It's also about S&P
weighing where terms are on the .’ CAPITALIQ

spectrum from aggressive to
conservative. Our historical focus has
been on large cap, but some are less
than $100 million ebitda. We don't see
as much in the traditional middle
market, but we do see some in the $50-
100 million range.

This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields

7.09% 7.12% 6.47% 6.38%
6.00% 6.07% 6.06% 5.86%
6.36% 6.36% 6.81% 5.64%
5.23% 5.32% 5.49% 4.69%

Middle market (< $50M) 6.80% 6.92% 6.35% 6.29%
TLL: Do you have any plans to Large corporate (> $50M) 5.41%  548%  570%  4.98%
expand your research to the middle Large corporate single-B (> $50M) 5.66% 5.74% 6.12% 5.17%
market? Middle Market Credit Stats

Sr/EBITDA N/A N/A 5.7 3.9
JE: Our mandate is mostly syndicated DebyEBITDA N/A N/A >7 44

, . k Middle Market Index Data
deals, but there's been some discussion I

b di lub t deal Monthly Returns 0.12% 0.14% -1.03% -0.08%
about expanding to club type deals. Average Bid 9322 9337 9388 9692
That's in the initial stage of
development.

Contact: Timothy Stubbs

timothy.stubbs@ italig.
JR: We have a bond group and a loan e

group. Justin and I focus on loans, MIDDLE MARKET DEAL TERMS AT A GLANCE

along with about eight other lawyers.

About the same number cover bonds. Provided by:

For bonds we cover every new high SP CAPITAL
yield issue, except small or privately PARTNERS
placed deals.

June Update



"Market terms swung quickly from
tightening at the end of 2015 and
early part of this year. Deal volume
is up, as is repricing volume."

TLL: What's your typical issuance
size?

JE: Over $250 million. That's the
overwhelming majority. We write up
new issue and secondary deals that
become interesting; for example, if
something goes from investment grade
to junk. We try to answer specific
investor questions on credits. Also, we
do event-driven reports, mostly on the
bond side; say, if there's an acquisition
that causes a change of control. Intelsat
is one name with plenty of noise
around it, with lots of loans and bonds
and intercreditor issues. Valeant is
another we've written a bunch of
reports about.

TLL: What trends have you seen in
covenants this year?

JR: Market terms swung quickly from
tightening at the end of 2015 and early
part of this year, to the borrower-
friendly terms we've seen recently. Deal
volume is up, as is repricing volume.
There were hung deals in October
through December that ended up being
funded by the arranger, and are now
back out being marketed.

JE: Back then lenders could push back
on incurrence tests, free and clear
tranches were brought down, and
ebitda-based grower baskets extended
to 12-18 months. But the market has
exploded since. We've seen fifteen to
twenty term sheets in the last week or
5o, with pretty aggressive terms. That
agents think they can go out with these
is indicative of the market.

One good example is asset sales sweep
language. In a mandatory prepayment
from an asset sale, typically 100% goes
to repay debt. Now we are seeing step
downs to 50% subject to a leverage test,
and even to zero assuming leverage
falls below a certain level. The company
used to have to reinvest in the business,
but now can do anything with the cash.

TLL: Give us another hot covenant
topic.

JR: A real hot button is the sunset
provision for MEN [most favored
nation] treatment. That's the one that
protects existing lenders from other
debt getting favorable pricing. We're
seeing that protection disappear in six
months, which is pretty short; more
typical is 12-18 months.

Most debt accordions [allowing lenders
to increase the existing tranche] have
either a free and clear basket based on a

June 2016

Micro Cap 1.50x-2.50x
Small 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%-4.50%

Deal Component

Cash Flow Senior Debt
(x EBITDA)

Total Debt Limit
(x EBITDA)

Senior Cash Flow Pricing

(potential for a 0.50%-1.00% floor)
Micro Cap L+9.00%-12.00% floating
(0.50%-1.00% fl)

Small Cap L+7.50%-9.00% floating
(0.50%-1.00% fl)

Midcap L+5.50%-7.50% floating
(0.50%-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%.
Equity co-invests readily available.
Micro Cap L+8.00%-11.00%
(0.50%-1.00% fl)

| Cap L+7.00%-8.50%
(0.50%-1.00% fl)

Midcap L+6.00%-7.50%
(0.50%-1.00%-1.50% fl)

Potential for fixed rate with BDC or mezz
lender. Equity co-invests readily available.

Second Lien Pricing (Avg)

Subordinated Debt Pricing

Unitranche Pricing

*Micro Cap= <$7.5mm EBITDA
*Small Cap= >$10mm EBITDA
*Midcap= >$20mm EBITDA

*Changes from last month are in red

Non-Bank: <$10.0MM EBITDA L+6.00%-8.00%
Non-Bank: >$15.0MM EBITDA L+4.50%-6.50%

June 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+1.75%-3.50%
Non-Bank: L+4.00%-6.00%

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

Small Cap L+6.00%-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;
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 lender.Most Unitranche lenders
allow a small ABL facility outside of
the loan.

Contact: Stefan Shaffer
stefan@sppcapital.com
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Recovery Expansion Peak

Thirty-nine percent of buyside and sellside institutions in the room at Fitch Ratings and Thomson
Reuters LPC's Loan & CLO Conference last Thursday felt that we are already headed into a correction
and in the late stages of the credit cycle, up from just 4% in both 2014 and 2015's live conference polls .
On the other hand, another 39% said we are at the peak, which is roughly on par with the 43% last
year and up from 20% in 2014. Meanwhile, the share of respondents who feel we are still in the
expansion phase fell to 13% from 34% and 47% in 2015 and 2014 respectively. Meanwhile, 38% said
the fact that interest rates haven't moved up has been the biggest surprise this year. Roughly one
quarter said the more dramatic slowdown in CLO issuance was the biggest surprise. Given the lack of
loan of supply, high liabilities spreads, and Risk Retention looming, analysts have been steadily
cutting predictions which began in the US$70bn range for 2016 full year issuance and have been scaled
down to US$45bn in recent weeks. The lack of new issue supply stood out to 17% of the attendees as
the biggest wildcard while only 14% chose the increase in defaults and deterioration in credit quality
as the most unexpected event this year. Fund flows were only surprising to 8% of attendees given that
they're expected to stay low, alternating between outflows and slightly positive inflows until rates
begin to rise. However, it remains up for debate whether inflows rise more dramatically when rates
are rising or when they exceed LIBOR floors.

Contact: Ioana Barza
icana.barza@tr.com

THE PULSE OF PRIVATE EQUITY

Provided by:

A PitchBook



fixed dollar amount, or governed by Transactions (#) by weeks to close

leverage. Endurance International was 100%
a hung deal back in February. The 90%
accordion's MEN should have been o
triggered because the deal was funded 70%
at a discount, but that fee wasn't -
considered OID [original issue -

discount] - it was just a bad
underwriting decision.

40%
30%

20%

To be continued the week of 10% I I
AR saluls
]une 27 10 2Q 3Q 4Q 1 22 3Q 4Q 1 2 3Q 4Q 1 2 3a 40 1Q
2012 2013 2014 2015 2016
M <5 wks 5-9 wks 10-14 wks 15-20 wks >20 wks
Contact: Source: PitchBook

Closing times indicate divergence in company quality
Justin D. Forlenza
jforlenza@covenantreview.com

In the first quarter of 2016, most private equity transactions still took between 10 and 14 weeks to
close, accounting for 31% of deals completed during that timeframe. However, as illustrated above,

Jessica Reiss the portion of deals that closed in 15 to 20 weeks shot up to near 25% of all activity, while a
jreiss@covenantreview.com considerable chunk of transactions concluded in fewer than five weeks. These coincident increases

speak to a divergence in the quality of companies in the market, with some deals taking a fair amount
of time to close as sponsors more closely scrutinize targets' financials and extend due-diligence
periods. On the flip side, the handful of quality opportunities available are getting snapped up quite
quickly.

In today's dealmaking climate, PE buyers are pressured on two fronts. First, with plenty of dry
powder, they have to move quickly to take advantage of valuable targets as the level of competition is
intense. Second, with material risks to economic growth still present, buyers must price that in on top
of whatever issues the prospective company already has.

Contact: Garrett Black
garrett.black@pitchbook.com

Provided by:
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Percent of deals that have cleared with MFN sunsets
(based on final reviews by Covenant Review)

30% 7
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Source: Covenant Review

Contact: Steven Miller
smiller@covenantreview.com

PRIVATE DEBT INTELLIGENCE MARKIT RECAP
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Historical Private Debt Dry Powder by Region
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Private Debt Dry Powder: Regional Contrasts

The amount of capital available to private debt fund managers varies hugely
in different parts of the world. In H1 2016, managers focusing on North
America and Asia have both seen dry powder reach record levels, while
Europe-focused managers have seen the level of capital available for
investment decline from the start of the year.

With Asia-focused private debt fundraising levels increasing from $0.9bn in
2013 to $6.1bn in 2015, it is perhaps unsurprising that the amount of
uncalled capital available to fund managers has grown significantly over the
past six months. As of June 2016 the total dry powder available for
investment in the region stands at a record $9.6bn, an increase of 26% ($2bn)
since December 2015, and surpasses the previous peak of $9.1bn in 2013.

Dry powder held by North America-focused fund managers, meanwhile,
has also broken the previous record of $124bn seen at the end of 2013. The
total level of uncalled capital focused on the region rose from $120bn at the
end of 2015 to $130bn as of June, a proportional increase of 9% albeit
slightly down on that seen for Asia-focused dry powder.

Conversely, Europe-focused private debt fund managers have seen a
decline in dry powder over the past six months. While other regions saw
dry powder peak at the end of 2013, and then decline in 2014 before rising
again, funds focused on Europe saw their capital available for investment
rise significantly from $25bn at the end of 2012 to $41bn a year later, and
keep on rising to reach a record $61bn in December 2015. Since then, dry
powder has fallen slightly to $57bn, although it remains high.

With both Asia- and North America-focused fund managers surpassing
their record dry powder levels of 2013, it is clear that the private debt
industry is continuing to grow and fill the gap between the risk-free returns
of bonds and the higher returns that private equity funds have to offer.
Furthermore, with Asia-focused private debt fund managers holding more
capital than ever before, this particular market will certainly be one to watch
throughout the remainder of 2016.

Contact: William Clarke
william.clarke@preqgin.com

SELECT DEALS IN THE MARKET

Deal Arranger Sponsor

Indus

The campaign for the UK to leave the European Union has lost momentum
with in the lead-up to Thursday's vote, and the credit market has been re-
pricing to reflect these developments.

The UK's five year CDS spreads, which had touched yearly wides off the
back of the surging "leave" sentiment last week, have been the most directly
impacted by the change in sentiment. On Thursday, spreads were 7bps
tighter, still twice the levels seen 12 months ago, which indicates that some
investors remain on the fence. But today's spread tightening takes the level
of credit risk priced into UK sovereign debt to levels not seen since the
"remain" camp had a clear lead in the polls.

The shifting sands are also being felt in the corporate space where the
Markit iTraxx Europe is enjoying its largest one day spread tightening since
the European Central Bank decided to expand its quantitative easing in
programme back in March. The index had risen by 10% last week, but in
the last few days the index has given up much of these advances.

Unsurprisingly, UK firms have benefited disproportionately, with three of
the country's financials featuring among the four best performing CDS
names.

Insurance firm Aviva is chief among the firms seeing falling credit risk as its
five year CDS spread tightened by 25bps to 75bps. The other UK firms
among the best performing credit names are banks Barclays and RBS. All
three of these names have seen their spreads tighten by roughly twice the
level seen in the wider market.

While the recent volatility has been most acutely felt by UK firms, the
spread widening seen last week was evenly distributed across both UK and
non-UK domiciled issuers. This trend was in reverse this morning with
every single of the index's 125 constituents now trading with a tighter
spread.

Contact: Simon Colvin
simon.colvin@markit.com

y* Spread B Flr OID

Risk Strategies Company (AO) Macquarie  Kelso Insurance 525 100 99 NR/NR
Total Community Options Capital One Welsh Carson Healthcare 75 500 100 99 NR/NR
Northstar Travel Macquarie  Wasserstein & Co  Computers & Electronics 73 625 100 98.5 BBB-/Ba2

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

(1L) First Lien
(2L) Second Lien
(CL) Covenant Lite
(D) Dividend

(AO) Add-On

525 100 99

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

(3) NC-2/104/102
(4) NC-2/102/101

Flex Up

Flex Down

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.



