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When and Where is $3.3 Trillion Not Enough?  
Right Here, Right Now

Lower Middle Market: Blue Sky Vision recap backed 
with financing from Madison Capital

 Madison Capital last month provided Sterling 
Partners with $73.175 million in financing to back a 
recapitalization of Blue Sky Vision, a portfolio company 
that was formed in early 2017.
 Madison Capital served as joint lead arranger 
and administrative agent, according to sources. 
 Blue Sky Vision, formerly Great Lakes 
Management Services Organization, was created 
through a partnership between Grand Rapids 
Ophthalmology and Sterling Partners.  
 In January, Blue Sky acquired Michigan 
Optical. The deal followed three others: Lakeshore 
Eye, Walker Surgery Center and Shoreline Vision. 

- Kelly Thompson
kelly.thompson@levfininsights.com
773.867.1080

Lower Middle Market: Tier One Relocation div recap 
backed with $57M in debt from Twin Brook Capital

 Twin Brook Capital as sole lead arranger 
and administrative agent provided $57 million in 
financing to Southfield Capital to support a dividend 
recapitalization of Tier One Relocation, a moving 
company that Southfield acquired in 2016, according 
to sources. 
 Tier One is a logistics manager that specializes 
in household goods moves for military personnel. 
The company is based in West Virginia.
The Private Bank arranged the LBO financing in 2016.
 Greenwich, Conn.-based Southfield Capital 
targets companies with $4 million to $12 million in 
EBITDA.

 - Kelly Thompson
kelly.thompson@levfininsights.com
773.867.1080

Lower Middle Market: Imagenet executes dividend 
recap with unitranche/equity capital from Caltius 

Structured Capital

 Kent, Wash.-based Imagenet has wrapped a 
dividend recap via Caltius Structured Capital, which 
provided unitranche debt and common equity in 
support of the transaction. 
 The capital was used to refinance debt, fund a 
shareholder dividend and provide growth financing, 
according to Caltius. 
 The Kent, Wash.-based company processes 
paper documents into electronic form for healthcare 
companies, retailers and other clients. 
 Caltius will underwrite $7-50 million to 
companies that typically generate at least $3 million 
in EBITDA, and $15-250 million in revenue.

 - Kelly Thompson
kelly.thompson@levfininsights.com
773.867.1080

Lower Middle Market: School of Rock nets financing 
from Avidbank Specialty Finance to back growth plans

 Avidbank Specialty Finance has provided a 
line of credit and term loan to School of Rock Inc. 
to support the company’s growth plans, the lender 
announced this week.
 School of Rock is backed by Chicago-based 
Sterling Partners, which invested in 2009. Student 
count has grown from 4,000 in 2009 to over 27,000, 
according to the company.
 School of Rock plans to fill out existing markets 
and expand its global footprint beyond 10 current 
countries, CEO Rob Price said in a statement. Existing 
locations outside the U.S. include Canada, Australia, 
Brazil, Chile, Mexico, Panama, Peru, Philippines and 
South Africa.
 Avidbank Specialty Finance provides PE firms 
with cash flow-based senior debt financing to support 
buyouts/acquisitions, recapitalizations, refinancings, 
and growth capital to companies generating EBITDA 
of $1 million to $10 million.

 - Kelly Thompson
kelly.thompson@levfininsights.com
773.867.1080

Middle Market Insights: Lower Middle Market holding up 
against aggressive docs, Covenant Review data shows

 Key stats in a new middle-market report by 
Covenant Review show that lenders are still playing 
it conservatively when it comes to lower-middle-market 
(LMM) documentation. In fact, covenants have held 
up pretty well in this segment over the past year, 
contrary to fears that LMM deals would become 
contaminated with aggressive docs. Yes, big boy 
terms have found their way into this band — even 
covenant-lite structures— but so far they appear to 
be limited to a small number of transactions.
 For example, zero percent of LMM issuers — 
those with EBITDA under $25 million — were able to 
install MFN sunsets in their loan agreements over the 
last 12 months, compared with 21% for large-cap 
companies and 18% for the middle market overall, 
according to CR. 
 CR also reports that only 4% of LMM deals 
were covenant-lite in the same period, compared 
with 83% in the broader market and 18% in the middle 
market overall. If the 18% sounds light, consider the 
12-month timeline: cov-lite didn’t really catch fire 
until after Labor Day in 2017.
 (To view the report: Contact 
sales@covenantreview.com or call Manish 
Aggarwal at 1-212-716- 5791 for information on 
how to subscribe to CR’s Middle Market Service. )
 Only 4% of LMM issuers were awarded 
uncapped amounts for synergies or run-rate cost 
savings in adjustments to EBITDA, compared with 
53% of large-cap borrowers and 13% for the middle 
market overall.
 And only 30% of LMM deals had debt ratio 
carve-outs beyond free-and-clear tranches, compared 
with 51% for middle market overall. In fact, 30% of 
LMM deals didn’t have any accordion availability. 
 At the end of 2017, doc deterioration was at 
the top of concerns for this year, and as the end of 
the first quarter draws near, it still is. Underwriting 
pressure isn’t going away. New platforms continue 
to come online, existing investors are expanding, 
and regulations have reversed course. The battle 
against docs in the more traditional and upper 
middle markets has been much tougher. Lower-mid-
dle-market loan agreements have proven resilient 
over the past 12 months, but can they hold up for 
much longer? 

- Kelly Thompson
kelly.thompson@levfininsights.com
773.867.1080

 Hyman Minsky is a nationally renowned American economist who is recognized for his unique ability 
to incorporate empirical evidence and human nature into economic models. Minsky’s theory relating to debt 
accumulation is somewhat obvious in the common-sense conclusion it reaches, but it astutely encapsulates 
the irrationality of consumer confidence during periods of economic prosperity. 

 The Minsky Model focuses on consumer habits but is applicable to other economic agents. His model 
aptly breaks down consumer spending into three distinct categories or tiers. To summarize, the first category 
involves spending habits and accompanying debt that can be repaid through current and future income 
levels. The second and third categories are labeled as “speculative” and “Ponzi financing”, respectively. Speculative 
financing involves using cash flows from current income to repay interest, but cash flow is insufficient to 
amortize the balance, the principal balance must be refinanced in order to properly service the debt. The 
latter categories involve debt levels that are not fully serviceable with future income. An individual falling in 
the third tier is only able to maintain solvency so long as their corresponding assets consistently appreciate 
above the value of the outstanding debt level (ValueWalk). By taking on enough debt whereby cash flows 
cannot cover neither principal nor the interest, consumers are speculating on the general direction of the U.S 
economy, most often the value of their homes, stock portfolio or other investable assets that are held, assuming 
that they will be able refinance at a lower rate in the future. 

 When enough individuals, businesses or the economy as a whole wakes-up to this un-sustainability, a 
“Minsky Moment” arises where debtors begin to de-lever or default on their obligations. A “Minsky Moment” 
is in many ways a more precise exogenous shock that affects the macroeconomy in the Real Business Cycle. 
Crises are usually precipitated by a Minsky moment, and in hindsight are quite obvious. Any quick review of 
recent economic history will almost certainly provide a capitulating moment that encapsulates the crisis and 
seems to lead the economy into an even greater panic. How the economy gets to this point and the extent to 
which it can be detected is what is most intriguing. Understanding the broad implications of the Minsky Model 
can help shed light on the magnitude of an economic recession and how well an economy recovers. Economic 
theory tells us what economies or rational actors should do, it doesn’t always explain what an economy will do. 
After all economies are made up of people, and people have a tendency to act irrational at times. 

 A key concept for this argument is the idea that in both recoveries and in recessions, consumers/
business expectations, and reactions, lead the economy either on a growth trajectory that is sustainable, 
underperforming or unstainable. The role of credit has been a key factor in affecting this trajectory, allowing 
consumers and businesses to leverage their current and future income to generate more business activity or 
consumption. Borrowing in this sense is an implicit bet on the direction of future cash flows. 

Chart I

 As the graph above shows an economy can extend beyond its capacity during a growth phase 
through general optimism, or increased expectations about future earnings. Conversely an economy can 
stay recessed and operate below its capacity as expectations remain dim and confidence in future profitability 
remains low. These conditions are what give rise to the credit cycles the economy faces. Incorporating Minsky’s 
theory into credit cycles suggests that growth in credit, when lent in circumstances that require principal to 
be rolled over to maintain solvency, can cause an unstainable growth trajectory, and the downward reversal 
to be more violent (much as was seen in the 2008-09 crisis). Again, a large portion of this reasoning falls on 
the idea that as rational decision makers, humans are quite short-sighted, apt to forget recent mistakes and 
overconfident in their ability to properly account for the consequences of downside risk. 

 Turning to current credit conditions, American’s have capitalized on lower interest rates, credit card 
debt has surpassed pre-recession levels and reached a record high of $1.021 trillion as of June 2017 (Market 
Watch). Mortgage debt as a percentage of total debt has stayed relatively flat since the recession (Federal 
Reserve) and debt service as a percentage of disposal income has stayed around 10%, below the +13% at 
the peak of the crisis and towards the lower end of the range since the early 80’s (FRED). On the surface a 
“Minsky Moment” doesn’t appear to be arising due to an increase in consumer balance sheets, as many are 
feeling confident about the rising value of their assets. 

 A controversial and often discussed corporate topic is that of share buybacks. Share buybacks have 
become increasingly popular in recent years, due in part to a low interest rate environment. Low interest 
rates have encouraged public companies to use share buybacks to improve return and cheap credit has 
allowed more buy backs to occur through the use of debt financing.  

 Chart II displays the use of debt to repurchase shares has increased as a percentage of buybacks but, 
using cash flow is the predominate method (Yahoo Finance). Share buybacks are important in the effect 
they have on share prices. Chart III shows the momentous rise in the S&P 500 which has been fueled by a 
steady and elevate level of share buybacks. Dividends too, have played an important role in increasing the 
value of the S&P 500. Juxtaposing Charts II and III shows that buybacks have reached an aggregate high in 
recent years, and one could argue that the effect of share buybacks has a much more pronounced effect on 
share value by boosting ROE for the same level of Net Income. 

               Chart II     Chart III

Source: https://finance.yahoo.com/news/share-buybacks-debt-funding-000000439.html & https://www.
yardeni.com/pub/buybackdiv.pdf

 It would be ludicrous to say that a rising stock price is, as a gauge of economic progress “bad”. A 
rising stock market is almost always a boon for the economy and should reflect the growth in the overall 
economy. As history has shown though, stocks can quite easily diverge from their fundamental value, e.g. 
Dotcom Bubble. More recently, when stock market growth is being driven largely by share buy-backs due 
to few alternative options to find yield, this is worrisome. If share buy-backs are pushing stock prices above 
the economy’s and companies’ growth rate, which is in turn leading consumers to spend and borrow more, 
unsustainable habits may be encouraging higher than serviceable debt loads.

 The increased spending and subsequent leverage is when a Minsky Moment can take root. Charts 
IV and V show the issues that arise under a general stock market rise coupled with inexpensive debt. Chart 
IV displays the rising aggregate amount of securities-backed loans through 2016, which correlate positively 
with rising stock market in the selected period. Chart V displays the staggering amount of margin debt, 
approaching $600 billion, as investors have continued to bet and gain on the steady rise in the S&P 500 over 
the past 8 years. 

Chart IV

Source: https://www.wsj.com/articles/wall-street-needs-you-to-borrow-against-your-stock-1501147801

Chart V

Source: http://www.businessinsider.com/stock-market-margin-debt-2017-11

 The build-up of these debt levels and the potential overexuberance that the economy can exhibit in 
Chart I is not to suggest a doom and gloom outcome but, instead, these situations highlight likely effects 
of loose credit to facilitate a Minsky Moment. Economies should experience booms and busts because the rational 
agents of an economy, humans, are not always rational. Incorporating every knowable piece of economic 
information is impossible, error is unavoidable. 

 Incorporating Minsky’s ideas in the current economic environment provides a framework to understand 
how years of easy credit are creating a situation in which the turn in the credit cycle may ripple through the 
financial system more forcefully. A “soft-landing” for the U.S. economy is no easy feat. Then again, safely landing 
an $18 trillion economy is a lofty expectation. 

 These growing levels of margin debt, portfolio loans, and not to mention the rising levels of government 
and corporate debt (which could take up a whole other article) are only exaggerating boom and bust cycles. 
When incorporating Minsky’s theories, it suggests that credit conditions that are too lax, or monetary policy 
that encourage too much credit growth may be doing more harm than good by removing the necessary risk 
component of investing, running a business or making economic decisions. Or more generally, unsustainable 
consumption is encouraged by economic agents that are proving to act more irrational than initially modeled. 

 The Minsky Model can teach us that economies react on behavior just as much as the react to 
fundamentals. Understanding this can help shed light on the unpredictability of forecasts and the seemingly 
abrupt change in economic conditions. 

BDC Victory
Source: LevFin Insights ©

 The long-awaited BDC reform bill that has been making the rounds since 2012 has finally been inked 
as part of a larger $1.3 trillion spending bill that was approved by Congress this morning [and signed by President 
Trump on March 23, 2018].

 The bill — which was wrapped into the larger spending package — does two main things for BDCs: 
it expands their lending capacity through the use of greater leverage, and makes forming a BDC easier by 
streamlining SEC filing requirements. The leverage limitation will go to 2:1 from the current 1:1 ratio, upon 
shareholder or director approval.

 This gives BDCs the opportunity to compete more easily on syndicated loans and upmarket credits by 
maintaining returns despite thinner pricing on these deals. Additionally, the ability to book larger — higher-quality 
— assets should reduce default risk. While all BDCs will benefit from a greater leverage cushion, the biggest 
upside will go to the large, diversified managers with strong track records, origination platforms and limited 
losses. These BDCs potentially could see lower costs of debt despite a more leveraged balance sheet.

 “We see improved risk-adjusted returns as similar ROEs are generated on safer collateral,” Wells Fargo’s 
Jonathan Bock stated in a research note to investors this morning. He said the cost of debt is more likely to 
move closer to L+150 from L+225 for a higher-leveraged BDC with lower yielding / lower risk assets — similar 
to that of AAA middle-market CLO notes. “A lower yielding asset level strategy would likely be attractive for 
investors who are more risk averse and additional leverage would still drive strong ROE,” he stated. 

 Other BDCs may see borrowing costs rise as credit markets look for better compensation against 
more leveraged balance sheets. “BDCs may have to rely on higher cost, unsecured debt in order to push 
leverage significantly above 1:1,” Keefe Bruyette & Woods analyst Ryan Lynch noted in a March 21 research 
report. Rating agencies may only allow select BDCs to move above 1:1 or may not be comfortable with a 
BDC running above some to-be-determined threshold below the 2:1 regulatory maximum. Lynch cites PNNT 
as an example where its rating agency does not want the BDC to go above 0.8x leverage, despite the current 
1:1 regulatory limit.

 More broadly, the bill injects more capital into a loan market already competing ferociously for assets 
and awash with issuer-friendly terms. Public BDCs have total assets of about $59 billion. KBW estimates total 
assets could increase by $8 billion to $25 billion, depending how much additional leverage is utilized, for a 
14% to 42% increase in AUM across the space.
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 $3.3 trillion is the approximate amount of revenue that the Federal Government of the United States 
will have in 2018.  Some estimates are closer to $3.4 trillion, so let’s call it even and say $3.35 trillion.  The point 
of this article is to underlie the fact that it appears that once again, this is not going to be nearly enough.

 In the United States, we are proving once again that when it comes to money, enough is truly never 
enough.  And in our beloved nation in 2018, our illustrious congress is now saying that enough is getting 
even less than enough.  After all, enough wasn’t enough in 2017…or 2016, or any other previous year in 
recent memory.  The recent spending and budget bill passed by the U.S. congress shows a budget deficit of 
well over $1.0 trillion, which appears to have become the new norm.  Most estimates show that the annual 
budget deficit will remain over $1.0 trillion for the foreseeable future.  So just to drive that point home, that 
means even though the Federal Government will collect $3.3 trillion - $3.4 trillion, the same government will 
spend more than $4.5 trillion.  

 Our government just can’t stop spending.

 Lulled into complacency by decades of the U.S. dollar being the reserve currency of the world and 
decades of low interest rates, the U.S. government has run up deficits each year and has amassed an enormous 
pile of debt in the process.  As all of us learn sooner or later - either the easy way or the hard way – spending 
more than you make is not sustainable.  Sooner or later, you have to pay back the debt.  The same is true for 
government debt, even in the U.S.

 So why bring this up now?  This situation certainly isn’t new.  What is different now?

 The big difference now is that the current landscape appears to be finally turning unfavorable for 
governments to borrow large sums of money.  Central banks around the world have not only begun to 
incrementally raise interest rates, but are also systematically curtailing their buying of government bonds.  
With trillion dollar budget deficits (not to mention a potential trade war looming with China), the U.S. will 
still need to borrow a lot of money from someone.  This borrowing comes from issuing bonds, which have 
come with very low coupon interest rates for a long time.  Over the past year, these rates have risen and 
appear to be set for more increases (30-day yield on U.S. treasury bills has gone from 0.50% in January 2017 
to 1.68% currently).

 Bonds follow the same economic laws of supply and demand as everything else.  Demand for U.S. 
bonds has remained strong due to the U.S. economy being a safe haven and due to confidence in the U.S. 
Central bank.  However, all things have limits and we certainly seem to be stretching the limits of the world’s 
confidence in us.  With a seemingly endless and growing supply of U.S. bonds set to come to market over 
the next 12 to 24 months and without those bonds being purchased by our own Federal Reserve, we could 
be in for a rude awakening in the form of continued increases to our borrowing costs.  

 Interest rates have been kept low artificially for the past 10 years and the plan now is to allow those 
rates to rise very gradually.  The problem is that markets are dynamic and they don’t always comply with our 
plans.  The next year or two will determine if those rates will actually rise calmly and procedurally or if there 
will be some shocks and volatility to this slow course.  

 Things that we will be watching closely as we move through 2018 are the slope of the yield curve 
and the pace at which rates are rising.  Also, events in the European Union, Japan, China will also have an 
important effect on how things shake out with U.S. interest rates.

 The chart above shows the year-over-year, as of April 3, 2018 nominal rates (circle dots) of 1-month 
to 30-year treasuries and real rates of 5-years through 30-years (triangle points). In both nominal and on real 
terms rates are higher (aside for the real 30-year rates) and the yield curve is flatter.

 The current yield on the 1-month treasury (1.67%) is still quite low compared to recent historical rates 
(yields were approaching 5% in the years leading up to the Financial Crisis). But after experiencing flatlined yield 
curve (take a look at the FRED chart of the 1-month yield, it gives a nice visual to the idea “yield starved” 
investors), 1.68% feels relatively high. 

 The relative high is just that, relative, but the nominal and real cost that is associated with these 
higher rates is not relative. The growing debt level and consistent fiscal deficits cannot coexist with low rates 
forever. The government has to reduce its borrowing or investors will eventually force rates higher through 
reduced demand. A flattening yield curve is suggesting not only that investors are less optimistic about 
future economic growth, they’re also less confident that the government can support its borrowing costs in 
the near term.

Source: https://www.treasury.gov/resource-center/data-chart-center/interest-rates/Pag-
es/Historic-Yield-Data-Visualization.aspx
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