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Executive Summary

For several years, U.S. middle market companies have been leading
the relatively long period of economic expansion and both revenue
and employment growth has consistently trended up. As the overall
economy begins to slow down, these companies are not immune from
or unaware of the changes around them. Indeed, to close out 2018,
both revenue and employment growth rates have fallen notably from
last quarter, especially in the services and financial services industries.
Short-term expectations have diminished significantly, and confidence
has slipped slightly.

Despite these negative trends, the proportion of middle market
companies reporting improved year-over-year company performance
is at an all-time high at 73%, with few businesses reporting deteriorating
conditions. More companies than ever before in MMI history also
report increases in revenue growth compared to one year ago. The
outlook for continued revenue growth in 2019 also remains strong for
the majority of businesses. With economic tailwinds slowing, middle
market leaders may need to look inward at the factors within their
control—such as market expansion, investment and innovation, talent
management best practices, growth strategy, and cost controls and
efficiencies—in order to attain the growth they anticipate.

This may be especially important over the first quarter of 2019.

The number of executives who expect to see improvements in the overall

business climate or in demand for their wares has fallen significantly in
each of the last two quarters. Hopes for improved sales are unchanged
from last quarter, but below what they were in the first half of 2018.

Muted short-term expectations aside, most companies (60%)
project healthy revenue growth for the full year ahead. At 5.9%,
these expectations are consistent with what they were earlier in
the year. This growth will probably be driven by innovation and
market expansion: 49% of middle market companies expect to
introduce a new product or service this year and 43% report plans
for expansion into a new domestic market. Most companies also
remain willing to invest an additional dollar to fuel business growth.

The long-term outlook for employment growth is less rosy. Expectations
for the rate of employment growth in 2019 have fallen from 4.6% to
3.8%. The lower hiring forecast may reflect a shortage of available talent,
for middle market leaders continue to say talent management issues

are a top concern as they look for ways to acquire and retain the best
people to continue moving their businesses forward. Cost concerns
appear to be rising, too, especially related to imports, exports, and
tariffs. However, companies believe that their profit margins will remain
unchanged in the year ahead.

Middle Market Indicator

from the National Center for the Middle Market

THE MIDDLE MARKET INDICATOR (MMI) FROM THE NATIONAL CENTER FOR THE MIDDLE MARKET IS A
QUARTERLY BUSINESS PERFORMANCE UPDATE AND ECONOMIC OUTLOOK SURVEY CONDUCTED AMONG
1,000 C-SUITE EXECUTIVES OF COMPANIES WITH ANNUAL REVENUES BETWEEN $10MM AND $1B.

There are nearly 200,000 U.S. middle market businesses that represent
one-third of private sector GDP, employing approximately 47.9 million
people. These businesses outperformed through the financial crisis
(2007-2010 period) by adding 2.2 million jobs across major industry
sectors and U.S. geographies, demonstrating their importance to the
overall health of the U.S. economy. They are private and public, family
owned, and sole proprietorships, geographically diverse, and span
almost all industries. The health of these businesses and their respective
outlook serve as a solid indicator for the greater U.S. economy as a
whole. (See www.middlemarketcenter.org: “The Market that Moves
America,” seminal research on the definition, significance, and role

of the middle market, Oct. 2011.)

How is the research conducted?

The MMI surveys 1,000 CEOs, CFOs, and other C-suite executives

of America’s middle market companies on key indicators of past

and future performance in revenues, employment, and allocation

of cash. The survey also reports middle market company confidence
in the global, U.S., and local economies and identifies key business
challenge areas. The survey was designed to accurately reflect

the nearly 200,000 U.S. businesses with revenues between $10MM
and $1B, the lower and upper limits on middle market annual revenue.
The quarterly survey is designed and managed by the National Center
for the Middle Market.


www.middlemarketcenter.org
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Revenue Growth

M More companies are growing, but at a slower rate

Nearly four out of five middle market companies (79%) report increases
in revenue growth compared to one year ago, the highest percentage
recorded by the MMI. However, the rate of growth has slowed to 7.9%
from 8.6% last quarter. The decline is driven by upper middle market
companies and by businesses in the services and financial services
sectors. The retail trade and construction industries report notable
increases in the rate of revenue growth this quarter, and manufacturing
continues to report strong growth. Despite the overall drop, revenue
growth is higher than one year ago and remains a full point above the
MMI average revenue growth rate of 6.9%

Looking toward 2019, most companies (60%) expect revenue to
continue growing. Indeed, the expected rate of future growth has
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risen from 5.3% last quarter to 5.9%. Upper middle market firms have
somewhat lower expectations for the year ahead; these businesses 4Q’18
anticipate a growth rate of 5.5% in 2019. ()/ *
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Employment Growth
Hiring slows
The proportion ?f f|rm§ reportln.g year-over-year employment growth PAST 12 MO. NEXT 12 MO.
(55%) has remained fairly consistent all year long. However, the rate of
employment growth has declined for the second straight quarter, slowing
considerably among middle market companies of all sizes from 6.4% in 4Q718 4Q°18
Q8 to 5.4% to end the year. Current employment growth rates are similar 0 O
to those seen at both the close of 2017 and the close of 2016. While the / /
data suggest that the rate of employment growth may have peaked for O O
the time being, middle market companies are still hiring: Only one in 10 P P
firms reports a decrease in headcount compared to last year.
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Expectations for future employment growth have tapered off significantly.
About 2 out of 5 firms (43%) say they will increase the size of their
LARGE CORP. SMALL BUS.

workforce in 2019, but at a much slower clip. Companies project 3.8%
employment growth over the next 12 months, down a full point from

the rate firms were anticipating just two quarters ago. The upper middle
market intends to grow employment somewhat faster than its smaller
peers. These larger companies project 5% employment growth for 2019.

of middle market

companies expect
to add jobs.

*4Q numbers include only companies who have reported 4Q earnings
results. Numbers change as more businesses report financial results.
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KEY FINDINGS

Economic Confidence
Local and global confidence ease back

il

As a group, middle market leaders remain decidedly confident about the
economy at home and around the world. Throughout 2018, confidence
in the national economy has consistently stayed above 85%. Local and
global confidence have shown slightly more volatility this year and both
are currently at their lowest levels for 2018.

GLOBAL ECONOMY

NATIONAL ECONOMY

Despite these dips, nearly nine out of 10 middle market leaders (89%)
remain confident in the local economies where they do daily business.
Global confidence has eased back most notably, falling to 73% from
80% last quarter. It now sits at the lowest level since mid 2017. However,
all three metrics (local, national, and global confidence) remain well
above the averages recorded by the MMI over the past seven years.
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Short Term Index

&’

The Short Term Middle Market index, which gauges middle market
leaders’ perceptions of the business climate and expectations for sales
and demand for the next three months, is down for the second straight
quarter. After a sharp decline from 100 in 2Q to 79 in 3Q, the index fell
five more points to 74 to end the year. The index currently sits at the
lowest level recorded since mid 2016.

Diminished expectations for demand drive the decline this quarter.

Over the last three quarters, the percentage of companies expecting an
increase in short-term demand has tapered off, falling from 42% in 2Q
to 32% today. However, few leaders expect decreases in demand; most
believe demand will hold steady for the next three months.

Projections for short-term sales and a more favorable business climate
are also lower than they were mid-year. Less than half (46%) of leaders
expect increases in sales over the next three months. Fewer than a
quarter of companies (22%) say the business climate will improve in the
first quarter of 2019. As with demand, only a handful of leaders expect
declines in these areas; for the most part, leaders believe business will
stay the course.

Short-term performance expectations continue to decline
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Short Term Index is calculated by taking expected net positive change
in business climate plus expected net positive change in demand plus
expected net positive change in sales over the next 3 months.
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L Z Capital Investment
Companies remain willing to invest

For the third straight quarter, 71% of middle market companies say
they would invest an extra dollar rather than save it for a rainy day

or future investments. These companies are most willing to put their
dollars toward information technology improvements or to invest in
capital expenditures on plant and equipment. Some companies, and
lower middle market businesses in particular, indicate a desire to use
extra funds to add personnel, while larger businesses are more likely

to invest in training and development programs for current employees.
Core middle market firms are the most likely to hold onto their additional
dollars although, by a two to one ratio, these savers say they would set the
money aside for future financial investments rather than cash reserves.

Bl Hold Cash HR (Training &

Development)
[l Hold It for Investing
B Capital Expenditures
[ Information Technology (Facilities)
B Capital Expenditures
(Plant or Equipment)

B Acquisitions

Other
B HR (More Personnel)

ADDITIONAL INVESTMENT ALLOCATION

Key Challenges

Talent issues and costs may be headwinds to growth

Long-term, middle market leaders are most concerned with maintaining
growth. To that end, their talent management concerns continue to

rise. (They have been increasing steadily over the past several years.)
Executives worry about how to attract and retain the best people. Costs,
both internal and external are weighing more heavily on leaders’ minds
than they were a few years ago. Companies are increasingly concerned
about the cost of healthcare as well as costs associated with IT, tariffs,
and higher interest rates. They appear to be somewhat less concerned
with governmental issues, rules, and regulations apart from tariffs.

SHORT TERM CHALLENGES (Next 3 months)

INTERNAL CHALLENGES

1. BUSINESS 69%
2. TALENT MANAGEMENT 62%
3. COSTS 27%

EXTERNAL CHALLENGES

1. BUSINESS 43%
2. GOVERNMENT 26%
3. COMPETITION 25%
4. COSTS 25%
5. ECONOMY 15%

Indeed, over the next three months, costs associated with imports,
exports, and tariffs are the primary cost-related concern as companies
contend with how to maintain their growth, keep up with changing
market conditions, and manage their capital. Short-term talent
concerns are near their all-time high, with 62% of middle market leaders
expressing some level of worry over how to find and keep the people
they need to meet the current demands of the business.

LONG TERM CHALLENGES (Next 12 months)

INTERNAL CHALLENGES

1. TALENT MANAGEMENT 54%
2. BUSINESS 45%
3. COSTS 23%

EXTERNAL CHALLENGES

1. BUSINESS 39%
2. COMPETITION 22%
3. COSTS 22%
4. GOVERNMENT 18%

5. ECONOMY 13%
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Spotlight

The Long Road to Digital Transformation

Give middle market executives extra money to invest, and they will

direct more of it to information technology than anything else: 18¢ Digital Transformation
on the dollar—24¢ if the company falls in the core middle market
with revenue between $50-100 million. An increasing portion of the IT STRATEGIC

budget is going into cybersecurity, now the number-one technology Using digitalization to improve A cornerstone of strategy;
the company, but not to among the leaders in
transform the business— competitor set—

2018 growth 6.3% 2018 growth 10.2%

priority for the middle market. But a rapidly growing portion is going
toward the transformation of business by digitalization.

Transformation is more than automation; it implies moving digital
from a support function to the front line of what companies offer,
how they produce it, how they market, sell, and distribute it,

and how they manage the business; it has profound implications

for strategy, talent, and productivity.

More than half—54% —of middle market companies say digital
transformation is extremely or very important. In the financial and
business services industries, the number approaches two-thirds.
Laggards that “are using digitization to improve the company,
but not to transform how we do business” account for about a

quarter of the middle market. They are mostly smaller firms. DEFENSIVE ADVANCED

Keeping up with established Actively transforming

best practice— important parts of operations
Fewer than 10% claim to be leaders. But those companies grew 2018 growth 6.7% & customer interaction—

10.2% in the last 12 months, nearly four full percentage points 2018 growth 9.3%

faster than the laggards. (See chart.)

I® Profit Margins & Cost Structure
Profit margins will hold steady

Throughout 2018, middle market leaders have reported increases in their

companies’ cost structure. Despite growing cost concerns, in Q4, the
expected percentage of that increase fell from 3.2% to 1.9%. About half

of middle market companies (47 %) continue to say they will raise prices

over the next 12 months, which may help to offset any expected cost 4%
increases. Additionally, most middle market leaders say their companies 32
do well at containing costs through operational efficiency. The projected /

slowdown in the rate of employment growth may also help companies

keep costs under control.
2%

Expectations for profit margins held steady throughout 2018, and
leaders continue to call for a profit margin of 3.2% in 2019. Overall, a
slight majority (52%) of leaders say their businesses are very adept at
maintaining margins. 0%
4Q17 1Q"18 2Q18 3Q18 4Q’18

@ Profit Margin @ Cost Structure



Perspectives

What They Say, What They Do

Middle market companies have closed the books on a very satisfying
2018. But they face 2019 with ambivalence. On the one hand,
confidence has slipped; challenges appear more diverse and more
daunting; their short-term outlook has darkened. On the other, their
appetite—the money they intend to invest in innovation, opening new
markets, and building new facilities—continues to be robust. If they are
seeing warning signals, they appear not to be slowing down.

Seventy-three percent of companies said their performance improved.
This is the highest percentage ever recorded by the MMI. Just 5% said
business deteriorated, making for a nearly 15:1 ratio of winners to losers.
This despite slowly increasing headwinds from tariffs, rising interest
rates, labor shortages and higher labor costs, lower growth in China, and
a bad year in public equity markets. (The Russell 2000 index peaked at
1741 on August 31 and closed the year at 1349. During the two weeks
that this quarter’s data were collected—December 1-15—the index fell
from 1549 to 1411.)

The vast majority of middle market companies are privately held, but
executive jitters show up in this MMI in the form of dips in confidence
and, particularly, the Short-Term Index, which dropped from 100 to 74

in the second half of the year. (See p. 4.) The Index looks at forecasts
for the business climate, demand, and sales for the next three months.
For each, it subtracts negative sentiment (“sales will fall”) from positive
(“sales will rise”). Interestingly, almost all the drop in the Index is due to
declining positive sentiment. The negatives are virtually unchanged. As
of now, executives don’t see things getting worse; but fewer think things
are getting better.

It thus makes sense that forward-looking activity hasn’t changed,

even though forward-looking sentiment has. Compared to a year ago,

a middle market company’s likelihood of introducing a new product,
expanding into new domestic markets, or adding a new plant or facility is
unchanged; investment appetite is slightly higher, as is the likelihood of
international expansion; overall capital spending is up a bit and access to
capital is unchanged. IT spending increased substantially as companies
focus on cybersecurity and digital transformation. (See Spotlight, p. 6.)
Forecasted hiring is the only downer—and that could be because fewer
people are unemployed.

Uncertainty

A witty Danish proverb says that predictions are difficult, especially
about the future. Clearly there is more risk in 2019’s environment than

in the last few years, and therefore more reason to manage and hedge
against risk. There is also more uncertainty—that is (as the economist
John Maynard Keynes said), matters for which no calculation of risk can
be made, about which “we simply do not know,” and about which we
must nevertheless plan and act. For Keynes, the great defense against
uncertainty was liquidity—money held in reserve.

We might expand his view to include agility —human capital that can be
deployed in new ways, resilient and reconfigurable supply chains, the
strategic nimbleness to dodge a punch or exploit an opening. In The
DNA of Middle Market Growth,* we analyzed five years of MMI data and
identified seven growth drivers that are under management’s control and
largely independent of economic factors. This quarter our respondents
told us they are by far most confident of their abilities in one of them:
63% say they are excellent or very good at financial management.

But just 41% rate themselves that highly when it comes to developing
people. (The other growth drivers—innovation and investment,
expansion, attracting talent, and cost efficiencies—cluster in the middle.)
A good New Year’s resolution might be to strengthen both liquidity and
agility, and improve the capabilities that support all seven growth drivers.

*NCMM, The DNA of Middle Market Growth, 2018
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The National Center for the Middle Market is the leading source of knowledge, leadership, and
innovative research focused on the U.S. Middle Market economy. The Center provides critical
} data, analysis, insights, and perspectives to help accelerate growth, increase competitiveness,

and create jobs for companies, policymakers, and other key stakeholders in this sector. Stay
NATIONAL CENTER FOR connected to the Center by contacting middlemarketcenter@fisher.osu.edu.
THE MIDDLE MARKET

From business as usual to business unusual, Fisher College of Business prepares students
to go beyond and make an immediate impact in their careers through top-ranked programs,
distinguished faculty and a vast network of partnerships that reaches from the surrounding
business community to multinationals, nonprofits and startups across the globe. Our students
THE OHIO STATE UNIVERSITY are uniquely prepared and highly sought, leveraging Fisher’s rigorous, experiential learning
FISHER COLLEGE OF BUSINESS environment with the resources of Ohio State, a premiere research university with 500,000
proud Buckeye alumni.

SunTrust Banks, Inc. (NYSE: STI) is a purpose-driven company dedicated to Lighting the Way
to Financial Well-Being for the people, businesses, and communities it serves. Headquartered
in Atlanta, the Company has two business segments: Consumer and Wholesale. Its flagship

subsidiary, SunTrust Bank, operates an extensive branch and ATM network throughout the
"//// high-growth Southeast and Mid-Atlantic states, along with 24-hour digital access. Certain
“ _4 business lines serve consumer, commercial, corporate, and institutional clients nationally.
SIJ-N]IRUST As of December 31, 2017, SunTrust had total assets of $206 billion and total deposits of $161
billion. The Company provides deposit, credit, trust, investment, mortgage, asset management,

securities brokerage, and capital market services. SunTrust leads onUp, a national movement
inspiring Americans to build financial confidence. SunTrust’'s Internet address is suntrust.com.

Founded in Chicago in 1924, Grant Thornton LLP (Grant Thornton) is the U.S. member firm
of Grant Thornton International Ltd, one of the world’s leading organizations of independent
audit, tax and advisory firms. Grant Thornton, which has revenues in excess of $1.7 billion
and operates 59 offices, works with a broad range of dynamic publicly and privately held

companies, government agencies, financial institutions, and civic and religious organizations.
o Grant Thornton

“Grant Thornton” refers to Grant Thornton LLP, the U.S. member firm of Grant Thornton
International Ltd (GTIL). GTIL and the member firms are not a worldwide partnership.
Services are delivered by the member firms. GTIL and its member firms are not agents
of, and do not obligate, one another and are not liable for one another’s acts or omissions.
Please see grantthornton.com for further details.

Cisco is the worldwide leader in IT that helps companies seize the opportunities of tomorrow

I l by proving that amazing things can happen when you connect the previously unconnected.
] ' ' L ' ' ' At Cisco customers come first and an integral part of our DNA is creating long-lasting
c I S C o customer partnerships and working with them to identify their needs and provide

solutions that support their success. Learn more at cisco.com.

Chubb is the world’s largest publicly traded P&C insurance company and the largest
commercial insurer in the U.S. With operations in 54 countries and territories, Chubb

C H l_' B B ® provides commercial and personal property and casualty insurance, personal accident and
supplemental health insurance, reinsurance and life insurance to a diverse group of clients.
As an underwriting company, Chubb assesses, assumes, and manages risk with insight and
discipline. Learn more at chubb.com.
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