
DebtRush
Newsletter

Rush Street Capital is a boutique financial advisory firm that specializes in all 
aspects of debt: debt private placements, debt advisory, debt market surveys, 

mergers and acquisitions advisory, debt restructuring, special situations, and 
capital markets.

RSC Market Update - February 2018

The Role of Direct Lenders in 2018

February 2018 – All of a Sudden, Interest Rates Matter Again

2017 brought a considerable amount of political turmoil to the United States. The S&P 500, Nasdaq, and the Dow 
Jones all exemplified an increasingly bullish market. Impressive gains were also found within the private markets 
as well, with debt and equity funds experiencing an exceptional year. Individual and institutional investors of 
financial sponsors and their various debt financiers should be ecstatic, as the fiscal year brought with it solid 
returns, and the future looks bright.

From a middle market private equity standpoint, 2017 aggregate deal value is expected to decline to $1,652 BN, 
roughly a 27% drop from the $2,272 BN deal value in 2016 (Pitchbook 6). However, valuations have been driven 
upward, with an expected average EBITDA multiple of 10.7x, the highest valuation recorded for the middle 
market space in the captured timeframe (Graph I). The mass amount of middle market private equity dry 
powder ($1,004 BN as of December 2017) is likely a primary driver of the multiples, with firms looking to utilize 
excess cash on hand rapidly (Preqin 2). 
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As M&A multiples rise and leverage levels reaches new heights, private equity funds are more frequently 
turning to direct lending funds for financing (Evestment 3). Direct lenders are entities other than banks that 
make loans without brokers to small and mid-sized companies. In today’s day and age, it is commonplace 
for direct lenders to provide private equity funds with capital in order to finance their leveraged buyouts. 
This preference by financial sponsors to pick direct lending companies over large universal banks can be 
explained in part due to Basel III’s changes in banking leverage regulations. The changes in legislation has 
forced banks to become even more conservative in their lending approach, which has reduced the number 
of debt products offered at appealing interest rates.

During 2007, banks issued 70% of all commercial loans. Today, banks are responsible for less than 20%.

Furthermore, banks’ lending policies may be even further restricted. Basel III is scheduled for review during 
Q1 of 2019, and there have been talks of tightening banks’ lending restrictions. If such proposed modifications 
were enacted, banks would be required to further shed assets and/or further restrict lending capabilities. 
With banks offering reduced leverage multiples, financial sponsors have started exploring alternative 
lending solutions.

Direct lending funds have effectively filled the void left behind by the banks, creating comparable debt 
products with competitive interest rates and lenient covenants. With approximately $28 BN of dry powder 
on hand as of April 2017, these credit funds have the capital available to allow private equity funds to take 
on optimal levels of leverage (AI CIO 3).

Direct lending funds have the ability to offer lower interest rates with more leniency, both in terms of payment 
structures and schedules. The reason behind their extreme flexibility relative to more conventional banks is 
that they do not need to tiptoe around the same regulations placed upon larger financial institutions. With 
unprecedented amounts of debt and equity capital available to financial and independent sponsors alike, 
2018 should be another robust year for the mergers and acquisitions space.

Direct lending organizations have continued to grow in popularity at exponential rates, with numerous 
multi-billion-dollar funds closing in 2017. Graph II A. represents the rise in annual aggregate capital raised. 
The average debt fund size has more than doubled since last year, which helps to explain the decline in the 
number of closed funds. According to an estimate by the Alternative Credit Council, the US direct lending 
market should hit one trillion dollars by 2020. Graphs II B. and C. help to demonstrate the breakdown of 
private debt funds based on fund type and geography. Direct lending has quickly become the leading debt 
capital markets provider, and the capital raising for the various types of debt funds is predominantly found 
within the United States. A strong correlation can be seen between financial sponsors and direct lending 
funds; most lenders set up shop in close geographic proximity to the borrowers.
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Another reason as to why financial sponsors have been cozying up to direct lenders is because their relationships 
are lasting longer than ever before. Direct lenders are cognizant of the importance of a dynamite relationship 
with active and successful private equity funds and want to continue interacting with them exclusively for 
as long as possible. Therefore, it is not uncommon for debt funds to commit to funding future platforms, roll 
ups and capital expenditure needs in one fell swoop (Cambridge Associates 3). Due to the extreme levels of 
dry powder held on hand by the direct lenders, debt funds would be wise to accommodate all of a financial 
sponsors capital needs at once.

While it remains clear that debt fundraising has been a relatively smooth and straightforward process in 
2017, actually putting the capital to work appears to be a more rigorous process. Because direct lending 
companies generate management fees based on invested capital as opposed to committed capital, there is 
a considerable amount of pressure placed upon the senior team members to constantly generate deal flow. 
It is paramount to understand that management fees make up a substantial portion of direct lenders’ revenue 
streams, and large pools of committed, but uninvested capital will only irritate institutional investors. The 
implications here are straightforward; the pressure to put capital to use may entice management to move 
forward with inherently risky deals that otherwise would have been brushed off.

Despite the fact that direct lending funds have dominated the middle market senior loan industry, the United 
States banks may be poised to make a comeback. In recent years, major banks within the US have passed on 
countless lending opportunities, due to an appetite for more appealing returns. Yet, banks may play a larger 
role in commercial lending in the years to come, because as interest rates rise, their margins become more 
appealing (Graph III).
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2018 should bring with it a momentous demand for direct lending funds. Middle market lending is projected 
to generate a 6% revenue bump during the 2018 year (Deloitte 8). Large financial institutions are adjusting 
their business models accordingly, with firms such as JP Morgan making the middle market space a focal 
point of upcoming operations (Deloitte 8). Between 2018 and 2019, over $120 BN in loans will reach maturity, 
prompting refinance activity (Evestment 3). The role of covenant-lite loans should be addressed as well, as 
they made up 70% of loans during 2016 (Evestment 3). For context, this product reached its pre-recession 
peak at 29% during 2007. The driving force behind the rise of less restricted loans has to do in part to the 
lack of municipal and federal restrictions on direct lending organizations. The rapid rise in demand for these 
more flexible loans strongly implied that direct lending funds will have a major role in the issuance of commercial 
loans in the years to come, as new regulations are not proposed for the 2018 fiscal year. 

The Bottom Line
Direct lenders have secured their spot as key partners within the private equity landscape. The development 
of the unitranche loan has led to institutional investor approval as the returns exceed that of senior loans, 
but the rate of default is still on par with loans of that caliber. Assuming private equity firms can continue 
to source solid deals, direct lending funds should boast superb returns for their investors. Direct lending 
funds should be cognizant of the bullish nature of the market and exercise caution as they proceed in 2018, 
in order to ensure that they do not overextend themselves in attempts to capitalize on the abnormally high 
levels of dry powder.

Potential Early Trends from the New Tax Law

The U.S. fiscal deficit as percentage of GDP has taken a sharp turn negative in recent quarters. Some of the 
change can no doubt be accounted for as a result of the tax law change, which based on projections, is 
expected to increase the fiscal deficit.

Despite this, consumers / constituents don’t seem overly concerned about the fiscal deficit. As the chart 
below indicates, a decreasing percentage of those polled view the budget deficit as a “top priority” for the 
federal government. Keep in mind the peak of economic / budget concerns (in the select time frame) came 
at the time of the federal budget sequester and deflationary pressures in the U.S. economy. We would deduce 
that as consumers are expecting a decreased tax bill, concerns over where and how their tax payments are 
being used becomes less relevant.

  

Finally, US Business investment moved upward on a Year-over-Year percentage change basis in 2017. The 
tax law permits immediate expensing of CAPEX and R&D going forward, with a phase out by 2025. This 
trend is hopefully a sign of continued investment in the U.S. and may help to mute concerns about the relatively 
high number of share buy-backs of recent years.

Certara launches $25M add-on term loan for M&A; 
commitments due Friday

Jefferies today launched a $25 million add-on term 
loan for Certara, proceeds of which would be used to 
fund an acquisition, according to sources. 

The add-on is talked at 99.75-100. It would be fungible 
with the borrower’s existing covenant-lite term loan
due August 2024, which is priced at L+400, with a 
1% floor, and is covered by a 101 soft call premium 
that rolls off in mid-February.

Commitments are due by noon ET on Friday, Jan. 19.

The originally $250 million term loan was syndicated in 
August to back EQT’s roughly $850 million purchase 
of a majority stake in the business from Arsenal 
Capital Partners. The capital structure also includes a 
$100 million unsecured term loan.

Certara is rated B3/B. The existing loan is rated B2/B, 
with a 3 recovery rating from S&P. 

— Kerry Kantin

kerry.kantin@levfininsights.com

917.654.0320

Lower Middle Market: Bland Landscaping LBO 
financed with debt from Freeport Financial

Freeport Financial provided the debt financing 
behind the recapitalization last week of Bland         
Landscaping by Prospect Partners. The acquisition 
was announced last week. Terms were not disclosed.

Bland Landscaping is a North Carolina full-service 
commercial landscaping company that primarily 
serves offices, hospitals, universities, municipalities 
and homeowner associations. Second generation 
owners CEO Kurt Bland and CFO Matt Bland lead    
the company. 

- Kelly Thompson

kelly.thompson@levfininsights.com

773.867.1080

Lower MM —Healthcare: SoClean sponsor nets $60M 
in LBO financing from White Oak Healthcare Finance

White Oak Healthcare Finance last month provided 
$60 million in senior debt financing to DW Healthcare 
Partners to back the acquisition of SoClean Inc., a 
maker of an automated cleaning device for sleep
apnea machines.

The deal was announced last month. Terms were not 
disclosed. 

- Kelly Thompson

kelly.thompson@levfininsights.com

773.867.1080

Lower Middle Market: Comprehensive Logistics 
refinances with $25M in new mezzanine from 
PineBridge Structured Capital

Comprehensive Logistics (CLI) has refinanced into 
$25 million of new mezzanine debt from PineBridge
Structured Capital.

CLI is a third-party logistics firm for the automotive, 
agricultural, and industrial manufacturing industries.
CLI manages more than 3.6 million square feet of 
operating space across 20 facilities throughout the
Midwest and Southeast in the U.S. and Canada.

It was unclear at press time if the company has a 
private equity backer.

At Sept. 30, 2017, Fidus Investment Corp. held $15.5 
million of subordinated debt due November 2021
that was priced at 11.50% cash-pay and 4.5% PIK. 

- Kelly Thompson

kelly.thompson@levfininsights.com

773.867.1080

Don’t look now, but interest rates appear to be crashing the market party. The bond market rally - just shy of 
40 years old - appears to be showing severe signs of aging early in 2018. Interest rates, both in size, direction 
and forecast, have been an afterthought for several years. But all of a sudden, interest rates matter again. Gone 
are the days where borrowers can assume that interest rates are going to remain low forever. In 2018, CFO’s 
everywhere are scrambling to find those old scenario forecast models, which include rising interest rates. A 
majority of commercial loans are issued with floating rates, which means that yes indeed, interest rates and 
interest expense can go up.

Isn’t it amazing what we can get used to? Set interest rates near zero for 8 or 9 years and before you know it, 
people just don’t seem to know how to handle a rising interest rate environment.

This week saw former Fed chairman Alan Greenspan indicate that he sees a market bubble in both the bond 
market and the stock market. And for what it’s worth, he indicated that he is definitely more worried about the 
bond market. We second that sentiment. After the unprecedented long period of accommodating market 
dynamics for borrowers, dating back many years, we are convinced that business leaders are highly unprepared 
and unequipped for any bond market instability. And yet instability is precisely what we have in 2018. Here is 
the reality facing the bond market:

We realize that some will question our alarmist tone, given that interest rates remain low on a historical basis 
and that interest rates in some other advanced economies are even lower than in the U.S. Further, we understand 
that the bond market can often need to pause and take a step back every once in a while.

However, this time does feel different. Demand for government bonds seems to have peaked and the upward 
direction of interest rates is now unquestioned. Human behavior and logic dictates that bond buyers will 
tend to buy longer-dated instruments given that they are almost assured to earn higher rates. Short-term 
bonds become a tougher and tougher sell when interest rates are rising and appear set to rise further in the 
future. This trend looks to be solidifying as we continue through 2018, making it harder to reverse. A flight 
to quality back to U.S. government bonds could change this in the short-term, but the longer-term trend 
seems to be settling in.

We would recommend market participants to begin to accept the reality of a rising interest-rate environment 
and plan accordingly. For the first time in several years, interest rates are more foe than friend and it is changing 
behaviors in the capital markets. We had known for years that central banks were holding interest rates down 
artificially to induce economic stability, growth and incent investors into risk assets, much like holding a 
ball under water. Eventually, we knew that the day would come when free-market dynamics would take 
over and rates would rise. For years, due to the price setting of the Federal Reserve and other central banks, 
interest rates remained low and almost became an after-thought to borrowers. Today, that dynamic is gone, 
as interest rates matter again. Interest rates are going up, and for the reasons listed above, that trend may 
continue throughout the foreseeable future.
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• At least 3 rate increases are expected by the Federal Reserve in 2018
• Tax cuts in the U.S. are anticipated to cause a surge in GDP in Q1-2018
• The Fed has not ruled out raising rates more than 3 times in 2018
• The yield curve is flattening, as investors avoid short-term issuances
• Mortgage rates are at multi-year highs
• Wage growth is showing signs of accelerating
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