THE

Lead Left

The Premier Middle Market Newsletter

HOME | LEAD LEFT ARCHIVES | PRINTABLE PDF | RESEARCH

>.| Churchill

Asset Management
A TIAA Company

Week of Oct 3, 2016

Download

| New Release
= | For Subscribers Only

Follow us on Twitter

Special Report:
2016 - A Look Ahead in the
Middle Market

Why Sponsors Matter (Fourth of a Series)

Given all the benefits of having a private equity firm as your partner, why would you
even finance a company without one? We put that question to Brett Hickey, the CEO of
Star Mountain Capital, who specializes in this sector.

"There's a lot of hype around non-sponsored transactions," he told us. "It's definitely buyer
beware. If you're a lender to these companies, there are many considerations you should
keep in mind:

"First, do you have the expertise to do the additional due diligence to assess the
operational, industry, management, legal and other risk-reward aspects of the company
without the benefit of an experienced private equity sponsor?

"Second, do you have the operational resources to help develop or replace the
management team, if necessary?

"Next, do the current owners have additional capital to support the company if it faces
challenges? If not, does your firm?

"Does the borrower have the financial sophistication to execute its business plan? If you're
financing an acquisition, has the management ever made executed one? No matter the
size, these require meaningful integration planning and management.

"Finally, is the exit strategy for your loan aligned with the business owners' plan?”
But can you get compensated enough, we wondered, for all this extra work and risk?

"Investors focus on the fact that leverage multiples are lower, financial covenants tighter,
and spreads higher," Brett said. "But for those higher rates to materialize, you need much
stronger underwriting and ongoing portfolio management capabilities."

Another top debt manager who invests in non-sponsored loans agrees. "Does the
management team have a history of handling leverage and behaving properly when
issues arise?" he said. "The stories may be simpler than sponsored deals, but you have to
check more operational boxes. For example, is the back-office institutional?"

One senior portfolio manager with significant non-sponsored experience said sector focus
was critical. "We prefer companies that don't face secular headwinds. If you're investing at
the top of the capital stack, unless it's an over-leveraged cyclical, you should get paid back.
But the "Five C's of Credit" are even more a focus than usual.”

Finally, another CEO of a leading direct lender to non-sponsored corporates zoomed in on
liquidity as his top concern. "Because there's no sponsor with deep pockets to provide a
liquidity safety net, we want to ensure that the borrower has sufficient capacity to carry it

through any cash crunches. We track working capital like a hawk!"

Next week we look at lending to companies backed by non-traditional sponsors.

Special Report:
A Review of European Direct
Lending
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QUOTE OF THE WEEK

“The ABS market is on fire.
Whatever upsets this market is
unknowable.”

—James Shepard, co-head of
investment grade capital
markets, Mizuho.
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THE LEAD LEFT SPOTLIGHT CHART OF THE WEEK

THOMSON REUTERS™

This week we continue our
conversation with Fran Beyers,
Senior Market Analyst at
Thomson Reuters LPC.
Thomson Reuters LPC has been
a leading provider of loan
market news, data and analysis
for over 30 years. Fran has been
with LPC since 2009 providing
analysis and market commentary
on the middle market. Second of
two parts - View part one

The Lead Left: Does that include
Junior capital?

Fran Beyers: Yes. Over the past
year we've tracked about $3.3
billion in mezzanine issuance and
$4.3 billion in middle market
second lien volume. That's pretty
sizeable when you consider that
syndicated second lien volume has
diminished greatly over the last
few quarters.

The collection of these deals
opened my eyes to how big and
vast the middle market is. I don't
think anyone really has a good
handle on its sheer size.

TLL: What trends can you tell us
about right now? What is most
interesting to you?

FB: If you chat with folks in the
syndicated market they would
characterize 2016 as being an LBO
drought. But there are a number of
middle market LBO financings
happening under the radar! Based
on public deals tracked by LPC in
2Q16, middle market buyouts were
only $3.45 billion in 2Q16. But,
LPC captured $7.8 billion in LBO
financings via the private/club
market in 2Q, which is double the
level!

"Sponsors are now gravitating to
unitranche structures on LBO
deals, where deeper leverage and
certainty of execution is key to
winning deals."

TLL: That mirrors our sense of
the activity level as well. What
about purchase price multiples?

FB: I was surprised by the
multiples on very small LBO deals.
While everyone sees inflated
multiples across the market,
previous years showed some level
of tiering based on issuer size. But
in 2Q16, deals with EBITDA less
than $20 million were averaging
similar multiples to deals with

Off Season

Second quarter non-sponsored loan volume was down 5% from the first quarter but off
sharply from the second quarter last year.

Quarterly non-sponsored issuance

Issuance (US$bn)
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STAT OF THE WEEK

Aug 2016 Jan 2011 Mar 2006 Jul 2001

Total Construction
Spending ($Bs)

Source: US. Bureau of the Census

LOAN STATS AT A GLANCE
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This Week Last Week 6MO Ago YR Ago

New-Issue Clearing Yields
$200M or less 6.10% 6.09% 7.09% 6.78%
$201M - $350M 6.11% 6.11% 6.21% 5.86%
$351M - $500M 5.73% 5.87% 6.35% 6.02%
$501M+ 4.99% 5.03% 6.04% 5.10%

Middle market (< $50M) 5.99% 6.00% 7.10% 6.30%
Large corporate (> $50M) 5.21% 5.27% 6.18% 5.41%
Large corporate single-B (> $50M) 5.57% 5.67% 6.64% 5.50%
MM Credit Stats (?0 Day Rolling)
Sr/EBITDA 4.6 N/A 4.6 5.3
Debt/EBITDA 5.0 N/A 5.0 5.4

Middle Market Index Data
Monthly Returns 0.96% 0.84% 0.96% -0.09%
Average Bid 93.66 93.66 92.31 95.98

Contact: Timothy Stubbs
timothy.stubbs@spglobal.com

MIDDLE MARKET DEAL TERMS AT A GLANCE
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EBITDA greater than $20 million
in the 9.5-10x area. In the same
quarter last year (2Q15) the smaller
deals were being bought at around
1.0-1.5x less than larger middle
market deals.

TTL: We hear how unitranches
are gaining in popularity. Does
the data bear that out?

FB: Yes! As volatility has picked
up over the last year and as direct
lending platforms continue to raise
money, the data does show that the
share of unitranche has grown.

Even during periods of calm in the
market, sponsors are now
gravitating to unitranche structures
on LBO deals, where deeper
leverage and certainty of execution
is key to winning deals. Given the
sizeable growth in this market,
LPC will be launching the market's
first ever unitranche league table in
2017.

TLL: We look forward to seeing
that. Fran, can you give us an
idea of the type of lenders who
submit data? How many banks
are in the cohort? Are you
continuing to add names?

FB: We are constantly adding
lenders! Contributors include
regional and commercial banks,
finance companies, diversified
asset managers, direct lenders that
raise institutional money, BDCs
and even mezzanine shops. That's a
very diverse dataset representing a
broad range of constituencies with
varying costs of capital across the
middle market. Regulated entities
submit about 30-40% of the deals
while 60-70% comes from non-
regulated lenders. As more
institutions come in, we have
gotten closer to our ultimate goal:
to provide a true middle market
loan volume figure and a
comprehensive market analysis,
regardless of whether a loan is
syndicated or held entirely by one
lender.

TLL: What's your view of new
entrants like Owl Rock, PSP, and
Adams Street? Are the type of
financings they're entertaining
consistent with what the
traditional lenders are doing?

FB: I believe this cycle could go
down as being one of the best for
raising money in the middle
market. LPC has already tracked
$23 billion in capital raised for
U.S. middle market lending year
to date and this comes on the heels
of $23 billion of capital inflows
just last year. Pension funds, family
offices, insurance companies have
all been very open and receptive to

Deal Component September 2016 September 2015
Cash Flow Senior Debt [k ;558:5558: MEmEE L%%’;i%%’;
(x EBITDA) Midcap 3.00.x-4.00.x Midcap 3.00-.4.25x.
ez ST T, T
(x EBITDA) Midcap 4.00x-5.50x Midcap 4.00x-5.50x

Bank: L+3.00%-4.50% Bank: L+1.75%-3.50%

Non-Bank: <$10.0MM EBITDA L+6.00%-8.00% Non-Bank: L+4.00%-6.00%
Non-Bank: >$15.0MM EBITDA L+4.50%-6.50%
(potential for a 0.50%-1.00% floor)

Senior Cash Flow Pricing

Micro Cap L+8.00%-11.00% floating Micro Cap L+8.00%-11.00% floating
(0.50%-1.00% fl) (1.00% fl)
0 09 L+7.00%-8.50% floating L+6.00%-9.00% floating

Second Lien Pricing (Avg) (0.50%-1.00% 1) (1.00% 1)
Midcap L+6.00%-7.50% floating Midcap L+5.50%-7.50% floating
(0.50%-1.00% fl) (1.00% fl)
Micro Cap 11.0%-14.0%

10.0%-13.0% Micro Cap 12.0%-14.0%
Subordinated Debt Midcap 19.0%42.0% _ j 11.0%-13.0%
. . Warrants limited to sub $5 million EBITDA and Midcap 10.0%-12.0%

Pricing . ) ) .
spema\ situations; Warrants in spemal situations;
Second lien may buy down to ~9.0%. Second lien may buy down to ~9.0%.
Equity co-invests readily available.
Micro Cap L+8.00%-11.00% Micro Cap L+8.00%-11.00%
(0.50%-1.00% fl) (1.00% fl)

L+7.00%-8.50% L+6.50%-8.50%

(0.50%-1.00% fl) (1.00% fl)
Midcap L+6.00%-7.50% Midcap L+6.00%-7.50%
(0.50%-1.00%-1.50% fI) 1.00% 1l

Unitranche Pricin i 0 . ( )

9 Fixed rate alternatives available. Most Potential for fixed rate with BDC or mezz

unitranche lenders allow a small ABL facility lenderMostunitranchellendersiallowia
outside of the unitranche facility though pricing

small ABL facility outside of the loan with
likely to be impacted by size of revolver if an ABL lender; larger ABL facilities are

external to unitranche. Capex, acquisition lines, provided directly by unitranche lenders
and equity co-investments readily available.

*Micro Cap= <$7.5mm EBITDA

*Midcap= >$20mm EBITDA

*Changes from last month are in red and internally arranged.

Contact: Stefan Shaffer
stefan@sppcapital.com

LEVERAGE LOAN INSIGHT & ANALY SIS
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Despite strong market technicals, 3Q16 global loan volume down 33%;
1-3Q16 volume down 13% y-o-y

Quarterly Global Loan Issuance by Region
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Source: Thomson Reuters LPC

Despite strong market technicals, at US$736Bn, global syndicated loan issuance was down 33% in 3Q16
reversing the positive 2Q16 market momentum (US$1.09Tr) to mark a four year quarterly low. Just under
US$2.6Tr in loan volume has worked its way through the global loan market so far this year, the lowest
total for the first nine months of any year since 2012. (US$2.26Tr). Over 56% of 3Q16 global loan volume
was raised in the Americas which pushed US$415Bn of issuance through the market, a 38% drop over 2Q16
totals to close out the first nine months of 2016 at roughly US$1.475Tr. This represented a 13% decline over
1-3Q15 results. Lending in Europe, the Middle East and Africa (EMEA) hit a four year low to close out 1-
3Q16 at under US$590 billion. 3Q16 issuance specifically was down 39% quarter over quarter as M&A deal
flow remained scarce and several issuers pulled potential refinancings forward to tap the market in 2015. In
Asia-Pacific (ex. Japan), the China market remained the largest contributor to the regional pipeline, but
China based lending slowed as issuers re-evaluated their financing needs. At less than US$95 billion, 3Q16



new middle market platforms in
their great quest for yield.
However, not just anyone can raise
a new platform. It has been the
new entrants with excellent track
records in their prior life that are
having the most success in raising
money. But what is also apparent is
that the bulk of the money being
raised in this cycle is chasing a
higher yield. Higher octane players
really need to have the expertise to
invest up and down the capital
structure in order to hit their yield
benchmark. Hold size is also
extremely paramount for success in
this supply constrained market.
The lenders that are able to raise
more money and increase their
hold size have more flexibility in
winning the better quality deals.

TLL: Tell our readers what type of
information you're asking for.

FB: We are tracking the necessary
fields to allow us to provide a
market analysis around new issue
terms in the middle market. To
give you a flavor, some of the
analysis we produce includes
yields up and down the capital
structure based on different tranche
and lender types, leverage levels
and purchase price multiples based
on issuer size or by industry. And
we produce a lot of analysis that
shows how both pricing and
structures are more enticing
compared to the larger institutional
market.

TLL: What about default and loss
data. Are there any plans to track
that? Everyone's looking for that

type of information.

FB: If | received a dollar every
time someone asked me for middle
market default and recovery data, |
would be retired already. Because
the investor base in the middle
market is so diverse and data is so
private, this is an extremely
difficult metric to track. There are
some segments of the market
where default data is available like
in middle market CLOs (LPC
Collateral), rated institutional
middle market deals (rating
agencies), BDC holdings (SEC
filings), etc. While we are not
tracking that information currently
with the private deal data, it is
certainly on our radar and
something we are open to
capturing in the future.

TLL: Ok, Fran, so how does one
subscribe to this analysis?

FB: For those folks that are
interested in becoming a client of
LPC and subscribing to this
analysis going forward, they can

APAC loan volume was down 31% quarter over quarter, while issuance for the first nine months of the year
was down 9% to log less than US$334Bn.

Contact: Maria Dikeos
maria.dikeos@thomsonreuters.com

THE PULSE OF PRIVATE EQUITY
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Average Debt Levels by EV (2Q 2016)
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Familiarity Breeds Debt Usage

Based on PitchBook and aggregated survey data, average debt levels in the second quarter of 2016 were
much higher for transactions with smaller companies than they were for their larger counterparts. In fact,
businesses with enterprise values of up to $25 million averaged 53% in debt usage during transactions
closed in 2Q, while those with EVs exceeding $250 million saw a mean that was five percent lower.
Coupling that disparity with the increased prevalence of equity in 2Q, it's clear that private equity fund
managers are being more diligent as they grapple with elevated transaction prices in general. Yet, within
certain segments of the market, it's clear general partners are more comfortable with tapping trusted
lenders to employ greater amounts of debt, although they tend to rely on more secured, senior debt still. At
such size ranges, moreover, consortiums are not always necessary, thus enabling greater reliance on a
given, established relationship with one lender, which in turn can facilitate greater debt usage, as both fund
manager and lender know the other's strategies well and consequently act with greater confidence. To edge
into a more speculative realm, since deal multiples for smaller enterprises also rose in 2Q, higher debt
usage could also be a factor of mitigating price increases with shrewder.

@ Read PitchBook's 2016 Global PE Deal Multiples Report here.

Contact: Garrett Black
garrett.black@pitchbook.com

COVENANT TRENDS
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contact me
at frances.beyers@tr.com

Contact: Fran Beyers
frances.beyers@tr.com

Contact: Steven Miller
smiller@covenantreview.com

Distribution of Free-and-Clear Over Pro Forma EBITDA

0.76x-
1.00x

0.51x-
0.75x

0.26x-
0.50x
<0.25x

PRIVATE DEBT INTELLIGENCE MARKIT RECAP
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Strategies Targeted by Private Debt Investors in the
Next 12 Months, December 2015 vs. June 2016
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Strategies Targeted by Private Debt Investors

According to Preqin's Investor Outlook: Alternative Assets, H2 2016, 56% of
investors with an active mandate in private debt are seeking to make at least
one direct lending commitment within the next 12 months, the largest
proportion among strategies in the asset class. The fundraising landscape
reflects such investor appetite; direct lending accounts for the highest
number of funds currently in market (120) and the largest amount of capital
($47bn) as a proportion of aggregate capital targeted.

The second largest amount of capital ($45bn) is being sought by distressed
debt funds, and the strategy is targeted by 49% of investors in the next 12
months. However, the proportion of the strategy saw the greatest decline of
any strategy over the past six months, falling 15 percentage points since the
beginning of the year.

Investor demand for mezzanine fund exposure in the next 12 months has
declined to 53% as of June 2016 from 60% in December 2015, while special
situations funds are currently being targeted by 27% of investors, a slight
decrease from 29% at the end of 2015. Moving towards the more niche
categories within private debt, the proportions of investors seeking to make
fund of funds and venture debt commitments have both decreased in the first
half of this year, and currently stand at 6% and 2% respectively.

The decline in the proportion of investors targeting every single strategy
points towards investors taking a more singular approach when committing
to the industry. The private debt industry is reaching a point of maturity and
as such investors are now able to tailor their approach to the asset class, and
invest in the fund types that sit most appropriately within their portfolio.

As investor sentiment continues to be the main driver of successful
fundraising cycles, direct lending and distressed debt have so far reaped the
most benefits from the current global economic climate. Fierce competition
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Numerous press articles in recent years have predicted the death of single
name CDS. Onerous capital requirements, costly changes in market structure
and alternative hedging tools have all been cited as factors driving the
inexorable decline in the product.

No one could deny that CDS activity has dropped sharply from its pre-crisis
heyday. But the last few weeks have shown that there is an abundance of life
in the CDS market and both traders and investors remain committed to using
single name protection.

Just over $607bn was traded last week, the highest amount in a non-roll week
since the ISDA definition changes in 2014. Deutsche Bank drove the jump in
activity, with $2.7bn in notional traded. This was the highest amount since the
DTCC started publishing market risk activity in 2010. CDS tends to see
volumes rise when negative credit sentiment increases; it is still the most
effective way of hedging credit risk and taking short directional views. This is
certainly the case with Deutsche, which has struggled to shake off concerns
about its capital position and the potential impact on outstanding CoCO bonds.

This week we saw the bank's credit curve invert, which can be a signal of credit
distress. Deutsche's subordinated one-year spread was trading at 598bps, more
than 100bps wider than the five-year level. Curve flattening trades were active
at both the short- and long-end, and no doubt contributed to the jump in
volumes. If sentiment improves on Deutsche - and there are signs that spreads
are tentatively recovering - then profit taking and reversal of curve flatteners
will augment volumes in the coming weeks.

Idiosyncratic risk aside, the mounting likelihood of a "hard" Brexit and
rumours that the ECB will begin to taper QE next year are counterbalancing the
partial recovery in financials. But volatility is relatively low, which could entice
investors into long positions. CDS will be the instrument of choice for many,
and the product's naysayers may have to find another asset class to denigrate.



for allocations remains within the industry, as more and more vehicles come
to market in hopes of successful closings.

With assets so highly contested, the differentiation, scope and terms of a fund
will be vital for fund managers looking to secure investor commitments to

private debt in 2016. Contact: Gavan Nolan
Gavan.Nolan@ihsmarkit.com

Contact: William Clarke
william.clarke@pregin.com
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Arranger Spons Industry

AmSpec (1) Antares Olympus Partners Services & Leasing 99 NR/NR
Parts Authority (1) BMO Jordan Company Automotive 145 475 100 99 NR/NR
Mister Car Wash (CL)(AO) Jefferies Leonard Green Automotive 20 400 100 N/A B/B2
Beaver-Visitec (CL) (2) UBS AG Texas Pacific Group  Healthcare 170 500 100 99 B/B3
Tronair (1) SocGen Golden Gate Capital Aerospace & Defense 125 475 100 99 NR/NR
Ortholite (1) GS Blue Point Capital Retail 200 475-500 100 99 B+/B2
MRI Software (AO) SunTrust GI Partners Computers & Electroni 40 425 100 99.5 B/B3
Zest Anchors (AO)(1) Deutsche Avista Capital Healthcare 70 450-475 100 99 B/B3
Ancile Solutions (2) Fifth Third Court Square Capital Computers & Electroni 160 700 100 98.5 NR/NR
Tweddle Group (1) GS Gores Technology Printing & Publishing 225 525-550 100 99 B/B2

Averages 133 496 100 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 U (2) 101
NA Not Available (CL) Covenant Lite P (3) NC-2/104/102
All dollar amounts in $MM (D) Dividend Flex Down (4) 102/101
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.



