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A Rising Tide Isn’t Lifting All Boats 

GDP, Inflation and Interest Rates – 
How the U.S. Dollar is Fighting for Supremacy

Lower Middle Market: AIM Aerospace goes all first-lien 
with Barings refinancing
 
 Barings announced yesterday that it served as 
sole agent and lead arranger on a first-lien refinancing 
for AIM Aerospace, a portfolio company of Liberty 
Hall Capital Partners. 
 The issuer previously had a first- and  
second-lien debt structure that was expanded over 
time for acquisitions. 
 In February 2017 AIM Aerospace added 
incremental debt to support the purchase of  
Quatro Composites. First-lien agents at that time 
were Antares Capital, Citizens Bank and KeyBanc 
Capital Markets, while Carlyle GMS Finance had been 
a second-lien provider, as reported previously by LFI. 
 At Sept. 30, 2017, TCG BDC Inc. held $22.7 
million of a second-lien term loan due Aug. 2, 2022 
that was priced at L+900 with a 1% floor. 
 At Dec. 31, 2017, Monroe Capital held $4.9 
million of the same second-lien tranche, which was 
no longer found in the TCG BDC portfolio. 
 Liberty Hall acquired AIM for $220 million 
in February 2016 as the foundational asset to build 
a diversified composites supplier through organic 
investments and strategic acquisitions. Liberty Hall’s 
equity partners in the deal were BlackRock Private 
Equity Partners, Northwestern Mutual Capital, 
among others. 
 New York-based Liberty Hall is focused exclusively 
on the global aerospace and defense industry.

- Kelly Thompson
kelly.thompson@levfininsights.com
773.867.1080

Lower Middle Market: Power Grid Components taps 
TCF Capital for senior financing to back ITEC purchase
 
 TCF Capital this month provided senior debt 
financing to Power Grid Components to back the 
acquisition of Instrument TransFormer Equipment. 
Terms of the deal were not disclosed.  
 Power Grid is a portfolio company of Shorehill 
Capital. The company was formed in partnership with 
electric utility products industry veteran Rick McClure 
to acquire companies that supply products used in 
the North American electric power grid.
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Middle Market People: Brian Dossie joins Varagon Capital
 
 Leveraged loan veteran Brian Dossie has 
joined Varagan Capital this month as an executive 
director responsible for structuring, pricing and 
syndicating sponsored cash-flow loan transactions. 
He reports to Jeff Schumacher, head of capital markets. 
 Prior to joining Varagon, Dossie spent nine 
years at HSBC structuring and syndicating pro rata 
loans for the commercial banking division. 
 His 25-year banking career includes stints 
at startup ventures, Lehman Brothers, Merrill Lynch 
Capital, Fleet Bank and Bank of Tokyo-Mitsubishi. 
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Lower Middle Market: Ontario Systems nets $75.7M in 
senior debt from NXT Capital
 
 NXT Capital this month provided $75.7 million 
in senior debt to receivables management company 
Ontario Systems that included incremental debt to 
support an acquisition, according to sources. NXT Capital 
was sole lead arranger and administrative agent. 
 Ontario Systems is backed by Arlington Capital 
Partners, which invested in 2015.
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Lower Middle Market: Dickson LBO funded with senior 
debt from NXT Capital
 
 May River Capital went with NXT Capital for 
senior debt to finance the buyout of Dickson Co., 
according to sources. NXT served as sole lead arranger 
and administrative agent. 
 Dickson Co. sells test and measurement instruments 
along with data storage services to companies in the 
drug, healthcare, food, aerospace and medical device 
industries. The company is located in Addison, Ill. 
 Chicago-based May River Capital typically targets 
companies with at least $10 million of revenue.
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 Q1 GDP growth was 2.3%; very much in line with the consensus forecast. While a good sign, the 
remaining 3 quarters of 2018 will have to post growth well above 3% for 2018 to be the year that GDP grows 
3% or more since the recession. The economy has not had negative quarterly GDP growth since the Q1 2014 
surprise. This steady growth, although often described as subpar, has nonetheless allowed deficit spending to 
continue and has kept inflation at bay.

 Chart I shows a recent history of the U.S. government deficit or surplus as a percentage of GDP. In 
recent years (2013-2017) deficit spending has hovered around the average of 2.8% of GDP, hardly an alarming 
figure. But, as the projection shows this number is likely to worsen and preceded by years of much larger deficits 
due to the recession, the growing debt is starting to become a death by a thousand
cuts for the U.S. economy. 

CHART I

Source: https://www.cbo.gov/publication/52370  

 Setting aside the usual arguments surrounding a higher budget deficit, such as increased taxes in
the future, the need to reform growing entitlement liabilities, etc., the increasing budget deficit poses a
potentially larger threat, that is the dollar’s position as the world’s leading currency. There is not an imminent 
threat to the dollar’s status, but as interest rates and inflation become more of an economic issue the dollar’s 
position in the world may well be forced to change.

 Inflation is bonda-fide topic again. Chart II shows year-over-year inflation for select sectors. CPI
increased 2.1% YoY in March (excluding Food and Energy). This is the highest YoY increase in the 12- month 
period. A recent “Daily Shot” by the WSJ details other areas in which inflation is returning. Oil prices are one 
such area that prices are increasing, having reached a three year high in April of $63 a barrel. A return to 2% 
or more inflation is a huge success, and as Chart III shows even the PCE has rebounded to normal levels, and 
as of the end of April is at 2%. 

CHART II

Source: : https://www.bls.gov/opub/ted/2018/consumer-price-index-rose-2-point-4-percent-over-the-year-endingmarch-2018.htm

 CHART III

Source: https://fred.stlouisfed.org/series/PCEPI

 Basic Economics tells us that low to moderate levels of inflation are beneficial for the economy
encouraging purchases today in anticipation of higher prices tomorrow and reducing costs of borrowing,
as future incomes rise and debts stay fixed. Conversely, to much inflation erodes investor confidence in  
the domestic currency (such as the mid to late 70’s) which made the real cost of borrowing quite cheap
but confidence in the U.S economy and the strength of the dollar was quite low.

 Inflation and interest rates are arguably two sides of the same coin. Expectations for future inflation 
show up on the yield curve indicating the markets expectations about future short-term inflation (short-term 
yields) and long-term inflation (long-term yields). Ideally, inflation expectations would spread across the 
inflation curve in a somewhat even manner. When this does not happen and short rates rise quicker than 
long-term rates the yield curve tightens signally potential economic distress.

 Currently, the spread between the 2-Year Treasury and the 10-Year Treasury hit its narrowest point in 
more than a decade in Mid-April (Chart IV). The significance of this ratio is that before all recent recessions, 
the spread between these two bonds has decreased substantially and eventually turned negative before a 
recessionary period. Recently the 10-Year Treasury approached 3% again, giving some breathing room. 

CHART IV

 

Source:  https://fred.stlouisfed.org/series/T10Y2Y

 The point here is not to argue that a recession is imminent, instead the U.S. and the world are starting 
to wake up to the fact that these exceptionally abnormal monetary economic policies cannot continue forever 
and that is stressful (enough so that a recession may occur). Adjusting to normal monetary conditions with 
these levels of debt has become tedious and precarious. Increasing interest rates causes unequal rises in 
debt service requirements suggesting the need for ever larger amounts of new debt to refinance to keep the 
music going or large write-offs that will likely destroy investor confidence in once perceived safe borrowers.

 Today as the U.S. continues to run a fiscal deficit and interest rates return to a “normal level” a new set 
of challenges are being faced, and it’s getting much harder to push them into the future. A  projected rising 
fiscal deficit, higher short-term interest rates and potentially runaway inflation give those in-control very few 
mechanisms to handle the next recession. How the next recession is handled will have long-term effects on 
the status of the dollar, thus, giving precedence to properly addressing the fiscal and monetary situations at hand.

 History has shown that when a dominate economy overextends itself through debt or, massive
credit/monetary base growth or expensive military campaigns (or all three) it undoubtedly pushes itself
towards economic instability. 100 Years ago, it seemed improbable that the British pound would no longer 
maintain is authority and dominance over the global financial system, yet it dominances withered with its 
former empire and brought about the opportunity for the U.S. Dollar to take its place. The dollar has had 
a shorter life in the top spot, and it still has the ability to stay in this position, but the current trajectory is 
going to get more turbulent. The economy won’t grow at ~2% forever and deficits can’t increase indefinitely.

 No country is yet poised to overtake the dollar. Many changes would have to be made by likely
candidates, such as the European Union or China, to usurp the dollar. But, the playing field is open while
the U.S. government gets its act together. Future expected debt service (fiscal issue), pending inflation
(currency issue), global trade settlements (trade issue) and foreign appetite for U.S. debt (global economic 
standing) are all areas where contenders have avenues to assert their interests more forcefully. 

Debt Service: Eventually debt comes due, and if the U.S. cannot inspire the confidence to
generate sufficient demand for new Treasury purchases less debt will rollover. More revenue
will need to be allocated towards debt repayments while at the same time entitlement spending
is expected to increase. Politically, interest rates need to stay ultra-low to finance these programs but 
too low of interest rates encourages excessive business activity and higher inflation.

Pending Inflation: With inflation back to 2%, the Fed now must decide by how much and how
frequently to raise interest rates. Faced with rising deficits and frothy credit markets a delicate
balance has to be found between maintaining steady prices and not pushing the economy into a
recession. Eventually the U.S. will undergo another recession, but if the Fed’s balance sheet has
shrunk enough and if interest rates have risen enough, traditional monetary tools may be
effective at fighting the next recession.

The market needs to believe the economy can handle the expansionary monetary policies that
are prescribed. As an example, if more new credit is issued while trillions are still outstanding on
the Fed’s balance sheet, faith in the U.S. dollar and repayment ability will undoubtedly be
questioned. Inflation could become much more drastic if skepticism is strong enough, such as
resulting for another credit down grade. As creditors shed U.S. assets inflation will spike and the
dollar will decline in value.

Foreign Appetite for U.S. Securities: In a similar vein to future debt service, foreign investors /
central banks, particularly China have been some of the biggest buyers of U.S. debt, but that
financing option has lost steam in recent years. Chart V shows how foreigners have been steadily decreasing 
their holdings. Simply put, lower demand for U.S. assets decreases the strength of the dollar. 

CHART V

Trade settlements: China recently created the first yuan-based oil contracts. Although a small
portion of the oil market, these contracts show that the U.S. is not the only international economic 
force. It will take years of changes and events to siphon off a meaningful portion of the global oil 
trade from the U.S., let alone overtake it. The rise in popularity of these contracts will be a signal for 
how international investors view the dollar’s strength and position in the international community in 
the years to come.

 The U.S. and the dollar have enjoyed a prosperous and long-run in the top spot, but difficult
financial and economic decisions must be made to confront the challenges ahead. As this is written the
dollar has gained in value but these gains are likely to be short lived as the arguments above materialized. 
A changing role for the U.S. dollar brings about a number of new opportunities and challenges what 
will reshape the U.S. economy. Fortunately, and unfortunately, there is no goldstandard to abolish to quickly 
bring about change. This time, the solution to confronting mountainous
government debt is going to require something a little more creative. 
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 By now, our readers may have figured out that we love old sayings.  After all, sayings become old for 
some reason.  As the old saying goes, ‘A rising tide lifts all boats’.  Well, apparently that doesn’t apply to interest 
rates in 2018 because the rising tide of rising interest rates is raising short-term rates faster than long-term 
rates, which is leading to one of the most feared charts in all of economics – the dreaded flattening yield curve.   

 A well-known signal for potential economic slowing and possible recession, the flattening yield curve 
is welcomed by almost no one that doesn’t have the word “distressed” printed somewhere on their business 
card.  This could mean that many of our colleagues are clicking on those daily Vistaprint marketing e-mails to 
get some new business cards printed…or more likely they are spending time like us trying to figure what the 
flattening yield curve is trying to tell us. 

 The reality is that the current economy in the U.S. is growing and doing well.  M&A activity has continued 
to be robust and the labor market is tighter than ever.  The unemployment rate is approaching the historical 
levels known as “full employment”, with employers having a tougher time finding viable candidates in most 
fields.  We should be walking around without a care in the world, right? 

 Unfortunately, there are definitely some signs of caution and we are left to search for reasons why the 
yield curve is sending signals that there may be trouble ahead.  For one, this type of job market is usually a 
lagging indicator and may be another sign of trouble ahead.  Tight labor markets usually lead to wage inflation 
and are a headwind for economic growth.  Second, while central bank interference into the economy and capital 
markets is probably far from over, it does seem that the prolonged era of central bank easing is definitely on 
pause.  The new leadership at the Fed keeps sending signals that it is serious about raising rates and that it is 
serious about not bailing out arithmetically-challenged politicians who can’t stop spending money.  We’ll see 
how long that lasts, but for now, it appears to be holding true. 

 So we are left to conclude that there is something of concern to the flattening yield curve and that the 
U.S. economy and capital markets are at the very least beginning to flash a yellow caution signal to all market 
participants.  In the short run, deals continue to get done at a fast pace and the debt markets are open for 
business.  In the long run, it may mean the window that has been wide open for quite some time is showing 
signs that it is closing.  Speaking of tides - and in honor of the recent Berkshire Hathaway annual meeting - one 
of our all-time favorite Warren Buffett quotes, remember:  “Only when the tide goes out do you discover who’s 
been swimming naked.” 

All-State Award Section 

 We must give another tip of the hat to our beautiful home state of Illinois this month for reaching 
new levels of fiscal futility.  Illinois has become to fiscal policy what the Cleveland Browns are to the NFL (with 
distinct apologies to the Cleveland Browns).  The bond analysts at Moody’s and other ratings agencies are 
running out of hyperbole and negative fragments to say about Illinois.  They were sounding alarm bells about 
the fiscal state of Illinois back when Barack Obama was finishing law school, but that hasn’t stopped the Prairie 
State from sinking deeper and deeper into a Puerto Rico-style pit of indebtedness from which it will quite possibly 
never recover.  A state fiscal budget deficit of $6.85 billion – oh that’s so 2015.  Illinois left that in the dust with 
a deficit of $9.59 billion in 2016.  But hey if you’re going to down, you might as well go down in a big way, 
right?  So the 2017 budget deficit in Illinois grew by another $5 billion to $14.61 billion.  Woo-hoo!  Congratulations,  but 
hey why stop there?  It seems to be only a matter of time before the bankruptcy code will have to be re-written 
to allow for the first-ever U.S. state to file bankruptcy and my money – oops maybe I better use another metaphor 
– I’m going to list Illinois as the most likely candidate to be the guinea pig. 
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