THE

Lead Left Churchill

The Premier Middle Market Newsletter A TIAA Company

HOME | LEAD LEFT ARCHIVES | PRINTABLE PDF | RESEARCH Week of June 6, 2016

Follow us on Twitter y View our profile on LinkedIn Find us on Google+

Some of the biggest names in US mid-market lending have been announced to speak at what
cred't promises to become a key event in the industry diary, but time is running out for you to join them!

Panels and presentations will cover both the underlying private credit assets and also investment
vehicles for those assets like mid-market CLOs and BDCs. Join us at the inaugural Private Credit

conference and be part of the discussion!
Apella, New York - Wednesday June 22 Click the banner for more information.

Price Club
Last week's disappointing employment report was another brushback pitch to the Fed QUOTE OF THE WEEK

as it hopes to hike rates sometime this summer. While some economists worried that
“Not even a magician can take

this number and make it sound
wage growth, better consuming spending, and improved housing starts. good.”

diminished job creation could foretell a slowing in US GDP, others pointed to real

- Quincy Krosby, chief
market strategist, Prudential
Financial, on last week’s jobs
rates when exogenous events rear their ugly heads. Certainly the looming Brexit report.

We have noted before the Fed's inclination to talk itself out of normalizing interest

referendum on June 23 qualifies; Chairperson Yellen has now identified it as a

potential risk ahead of the Fed's meeting later this month. _

This seesaw dynamic has caused investors in private credit and equity to worry less No Rate Hi ke!

about rate policy and more about returns. As three-month Libor crept up to 0.66%
from 0.37% last November, large cap double-B issuers have seen 75 bps subsidies fall 30-DAY FREE MEMBERSHIP

away. With actual Libor near the floors, and strong corporate credits few and far Join the leading voice of the middle
market. Try us free for 30 days.

between, investors are willing to see (for example) Yum! Brands lose the floor from its
$2 billion TLB. Its L+300 bps spread was also cut to 275.

No sign of floors going anywhere for single-B leveraged loans; average Libor

subsidies remain around 100 bps. Broadly syndicated spreads have settled in the 5.50-

5.75% context, as institutional funds put cash to work against a strengthening, but still

modest, deal pipeline.

Similarly, middle market yields remain range-bound in the 6.75% neighborhood. As .mlullllli.
we've often highlighted, this stability is attributable to the "closed" system of middle

market loan demand. Arrangers put dollars to work in discrete investments among

club participants, softening the impact of technically driven "open" system buyers.

Closed liquidity mutes price volatility. As our Chart of the Week shows, middle market

club credit spreads (yellow and orange lines) are steadier than their syndicated

counterparts (blue and green). That's because prices of these "closed" loans don't trade

off with every dip of the Dow.

Of course, the private credit TLAs (orange), being structured as amortizing, shorter
term instruments distributed to banks, carry much lower spreads than the back-

ended, longer term TLBs (yellow) that are clubbed among non-bank direct lenders.

What's noteworthy is how correlated middle market syndicated loans (green) are with
broadly syndicated (blue). While these mid-caps are less than $500 million, they carry
public debt ratings so can be owned by institutional accounts requiring daily liquidity.

In up and down markets, prices of these smaller loans swing with large caps.



For private credit investors, the uncertainty surrounding Fed policy is less

disconcerting. Whether public markets swoon or sail this summer, private credit

spreads look poised to continue their steady ways.
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This week we chat with William G.
Winterer, partner, Parthenon Capital
Partners. Bill is head of capital
markets and a member of Parthenon's
investment committee. Parthenon is a
private equity investment firm that has
managed funds with over $3.5 billion
in total capital commitment with
offices in Boston and San Francisco
and approximately 20 investment
professionals.

The Lead Left: Bill, first of all,
congratulations on your final close of
Fund V.

Bill Winterer: Thanks, Randy. We hit
our $1 billion cap. It went very well.
That gives us lots of dollars to invest. So
now we're going to quickly go from a
pat on the back to finding and investing
those funds in good deals.

TLL: So give us your view of the deal
landscape right now. What do you see
out there?

BW: It continues to be an unusual
environment. The economy seems to be
ok, bumping along at two percent
growth, plus or minus. Not huge
excesses anywhere. We haven't done
any energy, so we're oblivious to that.
The US economy is chugging along
without any glaring imbalances,
outside the political world. We should
be ok as we put our investments to
work over time.

"Regulation, consolidation,
and technology are important
opportunities in the financial
service sector."

TLL: There's a lot of capital out there.

BW: It obviously is a seller's market and
there is hyper-competition in auctions,
especially from strategics for clean
assets. Everyone seems to be chasing
the same deals. We're investing in
growth sectors and take a long-term
approach to those sectors. We've also

Less Liquid = Less Volatile

Buy-and-hold middle market loans ("MM Club/Private TLB") don't typically trade
among holders, so are less subject to abrupt price swings.

Broadly Syndicated Loans ==MM Institutional TL Yield (rated)

7.5% ==MM Club/Private Deal TLA* MM Club/Private TLB* R

1013 2013 3013 4013 1014 2014 3014 4014 12015 2015 3015 4Qi5 1Q16

*Private TLA - 1%t lien term loans from regional banks & finance companies (ex-unitranche)
*Private TLB - 1% lien term loans from instit. lenders & TLBs from banks & finance companies (ex-unitranche)

Sources: Thomson Reuters LPC; represents all-in yield (3 years)

STAT OF THE WEEK

Mar2016 Dec2013  July 2009  Jan 2001

Job Openings: Total

3,742
Nonfarm (K)

2,196

Source: US. BLS
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This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields

$200M or less 7.15% 7.15% 6.47% 6.38%
6.52% 6.52% 6.06% 5.86%
6.41% 6.41% 6.81% 5.64%
5.42% 5.44% 5.49% 4.69%
Middle market (< $50M) 6.83% 6.83% 6.35% 6.29%
Large corporate (> $50M) 5.59% 5.62% 5.70% 4.98%
Large corporate single-B (> $50M) 5.82% 5.83% 6.12% 5.17%

Middle Market Credit Stats
Sr/EBITDA N/A 4.2 5.7 3.9
Debt/EBITDA N/A 5.1 5.7 4.4
Middle Market Index Data

Monthly Returns
Average Bid

0.12%
97.36

0.34%
93.68

-0.13% -0.24%
93.82 94.21

Contact: Timothy Stubbs
timothy.stubbs@spcapitaliq.com

MIDDLE MARKET DEAL TERMS AT A GLANCE
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stayed proactive with multi-year
research projects around niches within
are targeted industries - financial
services, healthcare and business
services. It's worked for us. It helps us
be smarter, faster and more creative.

TLL: Are there things that have
surprised you about the research you
do?

BW: It's the same old stuff, actually.
Personality and style with these
companies and the management teams
is always important. Buyers and sellers
need to be in line with one another.
There are opportunities in our targeted
sectors. We see dynamic companies and
markets that involve increasing levels
of complexity. The levels of complexity
can be mind-numbing at times.

TLL: Let's discuss your views of
opportunities in the financial service
sector.

BW: I would identify three trends we
think are important. Regulation and
consolidation are two obvious ones.
Technology plays an increasingly
important role in the dynamic players
that have emerged. There's been
significant disruption since the credit
crisis. Regulatory and market-driven
changes continue to create attractive
areas for investing.

TLL: Any other areas?

BW: One of our core theses has been
around big banks, as their cost of
capital goes up. This creates
opportunity for new and focused
players. Fintech is such an overused
word - we're trying to stay away from
the broad concept, but the pressure on
banks of all sizes is real and not going
away.

TLL: What do you screen for when you
look through companies in your
research?

BW: The number one thing is earnings
growth. Or perhaps book value,
revenues or ebitda growth. We ask
what are the opportunities, threats and
execution risk - it's the typical Porter
analysis. We have followed regulated
industries and businesses affected by
regulations over long periods of time.
We work hard and use our knowledge
and experience to develop frameworks
to better assess and manage risks and
priorities. But it is not easy and there is
a great deal of art to it.

TLL: Turning to healthcare, what sub-
sectors do you focus on?

SPP s

May Update

Deal Component May 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
Bank: L+3.50%-5.00%

Total Debt Limit
(x EBITDA)

(potential for a 0.50%-1.00% floor)

Micro Cap L+9.00%-12.00% floating
(0.50%-1.00% fl)

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

Midcap L+5.50%-7.50% floating

Second Lien Pricing (Avg)

Non-Bank: <$10.0MM EBITDA L+6.50%-8.00%
Senior Cash Flow Pricing Non-Bank: >$15.0MM EBITDA L+4.50%-6.50%

(0.50%-1.00% fl)

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

Mid 10.0%-12.0%
Subordinated Debt Pricing — *

(0.50%-1.00% fl)

Smz :p L+7.50%-8.50%
(0.50%-1.00% fl)

Midcap L+6.00%-7.50%
*Micro Cap= <$7.5mm EBITDA (0.50%-1.00%-1.50% fl)

Unitranche Pricing

Contact: Stefan Shaffer
stefan@sppcapital.com

Provided by:

Warrants in special situations;
Second lien may buy down to ~9.0%.
Equity co-invests readily available.

Micro Cap L+8.50%-11.00%

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

THOMSON REUTERS

May 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)

Srall 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.

LEVERAGE LOAN INSIGHT & A

Syndicated 2nd-lien volume making a comeback as leveraged

conditions remain favorable
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Source: Thomson Reuters LPC

Large arrangers have gained enough confidence to arrange and syndicate second lien facilities this
quarter in the leveraged loan market. So far in 2Q16, US$2.4bn in second lien tranches have closed, a
60% improvement from the US$1.52bn last quarter. And several second liens have even been used to
finance dividend recaps - a testament to how much the leveraged loan market has changed from just
one quarter ago. Both Avantor and Vencore are out shopping second lien facilities to help fund
dividends to their sponsors. Pricing on second lien facilities is still a bit elevated at around 11%, but
sources say to expect it to tighten. National Veterinary Associates was able to upsize its add-on
second lien loan by $20M with a spread of only 700bps over Libor. And both Netsmart and Verisk
Health reverse flexed pricing on their second lien facilities this quarter. In the middle market, second
lien facilities continue to be clubbed up or pre-placed rather than syndicated. So far only US$202m in
middle market second lien tranches have been syndicated. However, market sources indicate there is
no shortage of investors in the middle market looking for yield and willing to take these facilities

down with big hold sizes.

Contact: Fran Beyers
frances.beyers@thomsonreuters.com

ARKIT RECAP

BW: Healthcare IT, revenue cycle Provided by:

management, cost containment and



other BPO niches are generally the most
attractive, while we also like specialized
distribution business models. We are
conservative with any facility based
businesses with direct reimbursement
risk. Key themes include the evolution
of payment models - the industry is
trending away from volume-based
towards value-based payments. We talk
to providers, payors, regulators,
operators and consultants. Value-based
payment systems are much more
complicated and we're at the very early
stages of trying to figure out that out.
There is some trial and error and there
will be winners and losers.

TLL: Can you give us some examples?

BW: Re-admittance of patients is the
easiest to measure. Patient "satisfaction"
is another. However, there can be
unintended consequences. Evidence
indicates that when patient satisfaction
is a variable, doctors are more likely to
prescribe pain medications. As has been
reported in the press, this quality-
related measurement is believed to be
contributing to the current opioid
epidemic.

To be continued the week of
June 13

Contact: William G. Winterer
williamw@parthenoncapital.com
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Tumbling volatility over the past months has seen US and European corporate credit risk converge,
despite credit investors bracing themselves for diverging monetary policies.

In a speech yesterday, Fed chair Janet Yellen remained positive about an interest rate hike in the
coming months, while tomorrow marks the start of the ECB's corporate bond buying programme. The
positive risk sentiment in both regions has seen corporate credit risk fall since February's highs and
credit index volatility has fallen in tandem.

The Markit VolX Indices, which track the realised volatility in the European and North American
credit derivatives markets have seen levels fall. The Markit Volx Europe index, which tracks volatility
among European corporate credits, has seen its level drop to 35.73%, from 62.57%, for 20 and 90
trading day rolling periods, respectively. Likewise, the Markit Volx.NA.IG index, which tracks US
corporate credit volatility, has seen its level fall to 33.07%, from 43.06%. Volatility among European
names remains higher, having yet to fully shake off worries around its banking sector and uncertainty
around the upcoming Brexit vote. It has meant despite diverging monetary policies, credit risk among
both regions has converged.

This is demonstrated by the basis (spread differential) between the Markit iTraxx Main Europe index
and the CDX IG index, which has tightened to 1bps over the past week. This is in stark contrast to the
last time monetary policies were set to diverge. Last December, the Fed started tightening and this
saw the basis spike to 15bps as investors foresaw greater risks stemming from higher rates in the US.
In the end, market volatility called for caution, while the ECB bolstered monetary stimulus in Europe.

Yet latest levels show the Markit iTraxx Europe main index and the CDX.NA.IG index currently
trading at 73bps and 74bps, respectively. If short term worries were to dissipate in Europe (eg Brexit),
and/or risks in the US flare up again, (overseas volatility, weak inflation, weak demand, low
productivity) the basis between European and US corporate credit has reason to widen once again.

Contact: Neil Mehta
Neil.Mehta@markit.com

PRIVATE DEBT INTELLIGENCE THE PULSE OF PRIVATE EQUITY
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Average Management Fee of Private Debt Funds by Vintage Year
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Median Private Equity Buyout Size in U.S. Healthcare ($M)
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Private Debt Firms Maintain Lower Management Fees

Negotiating appropriately structured fund terms and conditions has long
been a key issue for investors across all alternative asset classes. Until
recently, the traditional "2 & 20" fee structure for private equity funds has
been widely used, but in the past several years these arrangements have
become less fixed. Instead, investors and fund managers have both sought
changes to management and performance fees, as well as hurdle and catch-
up rates in an attempt to come to an agreement that suits all parties.

Median healthcare buyout size surges in 1Q

In the first quarter of 2016, the median private equity buyout in the U.S.
healthcare sector hit $139.3 million in size, topping the previous high of $123
million in 2012. Even if 2016's numbers slide as the year goes on, transaction
sizes shouldn't decline by much, owing to the unique confluence of factors
still driving the surge of investment in healthcare.

In the wake of the Affordable Care Act, related regulations around bundling
payments and broader industry trends-e.g. aging populations, rising cost of



The growth of the private debt fund management industry since the Global
Financial Crisis has further movement away from the 'standard' fixed
terms, with debt funds charging markedly lower management fees than
buyout funds raised in the same period. The median management fee for
private debt funds has remained stable over the past three vintage years, at
1.75%. This compares to a median management fee for buyout funds of
2.00%, a figure which has remained the same for the past ten vintage years.
The mean private debt management fee has fluctuated, falling from 1.80%
for 2012 vintage funds to 1.65% for 2014 vintage funds, less than the mean
fee charged by buyout funds of the same vintage years.

However, among 2015 vintage funds, the mean management fee private
debt funds rose to 1.84%, while for buyout funds it fell to 1.74%. This is the
first time that the mean fee for private debt funds has exceeded that of
buyouts, perhaps reflecting the contrasting points in the life cycles of the
two industries. 2015 saw several flagship private debt funds close in a
position to dictate favourable terms, while the buyout industry is coming
under increasing scrutiny from investors and regulators on the issue of
fees.

Overall, fee structures remain a complicated and contested area of the LP-
GP relationship. The right level of fees depend on the manager and the
investor, but innovation and flexibility on this issue may prove an
important tool in a fund's ability to market itself to investors.

Contact:
Sam Livingstone

sam_.livingstone@pregqin.com

specialty treatments and consumer demand for transparency-providers are
increasingly focused on being able to actually achieve a fee-for-value model.
This often entails the sale or closing of lower-performing centers across
healthcare chains, as well as the acquisition and integration of better-
performing centers to expand geographic reach and scale to manage larger
patient populations. In addition, many sellers are still coming to market,
looking to take advantage of fairly high purchase prices while available.

Consequently, PE investors continue to capitalize on rolling up providers in
fragmented niches, as well as tackling various practices that are in distress or
looking to grow to a sufficient size in order to attract a hospital-chain
acquirer down the road. Of course, this contributes to a fairly competitive
dealmaking environment, which has helped push median buyout sizes so
high. On top of that, the broader backdrop of significant levels of dry
powder, fierce competition for fewer quality targets and relatively high
purchase multiples hasn't helped.

Looking forward, matters are unlikely to change for some time. Even as the
buyout cycle at large is winding down slowly and steadily, the healthcare
sector should prove to be somewhat uniquely resistant as specialty investors
stay active and the space's own dynamics lend to current investment theses
persisting. But nothing stays in fashion forever-e.g. the slide in popularity of
investing in urgent care over the past few years-as particular niches work
through consolidation cycles, so eventually, the median size of buyouts
should decline.

Contact:
Garrett Black

garrett.black@pitchbook.com
Joanna Nolasco

joanna.nolasco@pitchbook.com

SELECT DE IN THE MARKET

Arranger Sponsor

Industry

Facility* Spread LIB FiIr OID Rating

API Technologies Corp (2) BNP J.F. Lehman & Co
Foundation Building Materials (AO) RBC Lone Star Funds

Computers & Electronics
Building Materials

115 650 100 98 NR/NR
B/B3

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

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

* 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

Flex Up

Flex Down

Source: S&P/LC
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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.



