
Headwinds 
for BDCs

Industry Research Publication 

August 2017 



After a few years of many BDCs (business development companies) trading below book value, 
the BDC universe experienced its first casualty with the demise of Fifth Street Asset Management. The 
sale is notable in that it highlights the difficulty a closed end fund faces when seeking to recapitalize its 
balance sheet after sustaining investment losses. The dilutive effects of raising new equity when its 
current stock price is trading below book value essentially paralyzes a fund and seems to perpetuate 
its eventual downfall.

The Fifth Street sale may also be a harbinger of things to come in the leverage finance 
community. Lending standards have yet to tighten, credit has flowed freely and BDC’s have more than 
tripled in size since 2011. Eventually this will have to stop, and eventually more loan losses will be 
realized by these lenders.
 

Despite the situation that occurred at Fifth Street and the issues that other BDCs are having to 
manage, the space does not appear to be facing any extraordinary challenges. Instead the price 
discrepancies in BDCs, Price/NAV fluctuations, seem to be showing the common effects of investor 
sentiment that can be particularly evident in closed-end funds, but are exacerbated by the nature of 
private investments.

Closed-end funds are one of the best examples of how the market can misprice the true value 
of assets. One way of interpreting a stock price is to view it as the present value of all future dividends 
to be paid. Stock prices should be, therefore, a fairly predictable and rational forecast of the future 
performance of a company. They should ideally fluctuate based upon changes that positively or 
negatively affect future dividends but only to that end (Thaler, 230-1). Quite often though the market 
overreacts to these changes causing the wide fluctuations that characterize the stock market. By their 
nature, BDCs can exacerbate this mispricing given the illiquid nature of their assets. The chart below, 
Figure 1,  gives a sense of what this price fluctuation can look like.

Figure 1 
Source:https://sites.google.com/site/davesmant/monetary-economics/famous-first-bubbles/variance-bo
und
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Figure 2. Source:https://seekingalpha.com/article/4060448-medley-capital-11_5-percent-yield-bdc-worth-considering

The chart above, Figure 2, from Seeking Alpha, displays the noticeable valuation fluctuations 
that BDCs face (Fifth Street is FSC). Much like other public securities, investors sentiment regarding a 
BDC can vary rapidly. Firms like Medallion Finance Corp (MFIN) are being priced at essentially zero, 
despite a drastic change in their portfolio and investment focus (more on that later).

Lee et al. also provide a good explanation of how this noise trading can affect closed-end funds 
and the behaviors its leads investors into. They find, as expected, “noise traders make systematic 
forecasting errors…[their] sentiment shifts over time: sometimes they are excessively optimistic about 
the future, other times they are excessively pessimistic” (161). Ultimately this leads to an interesting 
paradox, as they find that “rational investors will only be willing to buy closed-end funds if they are 
compensated for the noise-trader first” i.e. purchasing said funds at a discount (162). Most BDCs 
engage third party valuations to better assess the market value of their securities. This should help quell 
investor concerns, as said investors have a verified third party opinion, but the infrequency likely causes 
them to overreact. 

The solid line is the Real Composite Stock Price index and the dotted line represents the present 
value of actual subsequent real detrended dividends. The dotted line suggests that it is rational for a 
stock price to fluctuate but that fluctuation should be with much less variance. The illiquid nature of BDC 
assets helps explain why they fluctuate all the more and place these firms in such difficult situations. 
The investing public’s response is on one hand quite rational, on the other hand just as irrational in that 
write-offs and imperfect portfolios are a fact of investing.
        

Another way of understanding the persistency of price discrepancies, in this case a Price/NAV < 
1.0x, is the effect of noise traders. While not necessarily strong in stature (control of the market), their 
psychological effects can change the tide on stock perception. Gemmill and Thomas examined the 
effect noise traders can have on closed-end funds (the public equivalent of a BDC), and found that 
“Noise generated by small investor does affect asset prices…from month to month and possibly from 
year to year” (2590). If this can occur on liquid public securities, it’s no surprise that BDCs experience 
price discrepancies that last for considerable periods of time. What needs to be assessed is the true 
value of a BDC’s portfolio, but that can be difficult to objectively discern when plagued by market noise.
 
  

https://seekingalpha.com/article/4060448-medley-capital-11_5-percent-yield-bdc-worth-considering


Fifth Street’s potential sale was first reported publicly in April, shortly thereafter, Oaktree Capital 
purchased the assets of the firm for a major discount (BusinessWire). At the time of the first report, Fifth 
Street’s assets were listed at an aggregate NAV of $1.03 billion, when Oaktree completed the purchase 
in July the price had been knocked down to $320 million. This sale was hardly a surprise for those that 
are active in the space. While we may never know the intricacies of the Fifth Street Buy-out, the sale 
price provides a clear example of the structure constraints that closed-end funds encounter. Particularly, 
the inability to raise new equity and the self-implosion that come from the destruction of wealth. 

 
        As mentioned earlier, Medallion Finance Corp is another interesting example of current 
conditions in the BDC market. Known for providing lending for taxicab medallions the fund has 
undoubtedly been hit hard by the growth of companies such as Uber and Lyft. In recent history, the 
company’s stock fell from a high of ~$17/share in Q4 of 2013 and now trades in the $2-3 range. As the 
company’s FY 2016 Annual Report states, only 35% of the company’s assets are invested in medallion 
lending, down from over 80% when the company IPO’d (Medallion, 3). The company, has refocused to 
consumer lending (arguably one of the more volatile forms of investing) but yet still trades at all-time 
lows. This isn’t to say that investors are wrong, but when the current portfolio’s Fair Value, $635 million 
exceeds its Cost, $513 million, this discount seems rather irrational. 
         
        Finally, a report done by Browns, Gibbons and Lang in January 2017 foreshadowed the recent 
experiences of BDCs. It provides a great reference point for current market conditions and provides the 
conditions for the Fifth Street sale (BGL, 16). BDC Loan volume grew from $4 billion of outstanding 
loans in 2004 to $55 billion in 2014 (Deloitte, 1). These lenders are now experiencing the difficulties that 
come with so much growth so fast. Facing capital constraints and much larger portfolios to manage, 
BDCs can’t continue at the recent pace, and when growth starts to slow investors zero-in on the 
negative and react. In that report, BGL interviewed a number of professionals in the industry and the 
resounding theme was that conditions are difficult for BDC lenders. Many saw BDCs facing capacity and 
liquidity constraints due the recent growth. While not all BDCs are in a distressed position or in risk of 
liquidating, the market is not viewing them with quite the same splendor as the recent run-up. This 
shifting market sentiment helps shed light on the Fifth Street sale, i.e. investors looking to take 
advantage of mispriced assets. 
 
        Ultimately, these BDCa now have to pause and assess the nature of their portfolios (which the 
market seems to be struggling with). This pause is creating, most likely, a concern amongst investors 
who have been accustomed to high growth. Investors are quite simply emotional, when they don’t see 
growth or when the supply for the rally runs dry, they can be quick to run before realizing an 
investment’s potential. Medallion and Fifth Street highlight how these concerns by the investing public 
are coming to fruition. 

BDCs are here to stay and have quickly risen to be one of the major forces in the middle market. 
Since the crisis, lending in the US has only gotten more complex and non-bank lenders will continue to 
gain market share. BDCs are an example of how the lending environment has evolved and their 
prominence will be tested during this rising interest rate environment. We may see more sales like Fifth 
Street, but there are also many other BDCs that have value. Their future will be an interaction of public 
sentiment and their ability to manage larger portfolios. Look for even more valuation discrepancies, 
possible sales and some good bargains when credit gets tight. 
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About Rush Street Capital
Rush Street Capital is a leading investment bank and debt placement firm.  The 
Chicago-based advisor continues delivering optimal results for middle market business 
owners.  The flagship products of Rush Street Capital are debt advisory and debt private place 
services, helping clients to place debt in the most effective and advantageous manner.  
Utilizing a vast database of relationships and knowledge of the debt capital markets, Rush 
Street Capital assists business owners, private equity firms, and independent sponsors to find 
the best possible capital structure.  Options include a wide array of corporate debt alternatives, 
including Senior Debt from banks, finance companies, hybrid lenders, Unitranche lenders, 
Business Development Companies (BDC), Mezzanine Debt, bridge loans, project financing, 
acquisition financing and more.   

For more information, visit  www.rushstreetcapital.com.       
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