
Chart of the Month

 October once again lived up to its scary reputation, as volatility returned to capital markets. As we were 
reminded over the past several weeks, the U.S. stock market is the most efficient and pure economic predictor 
that exists on the planet earth. The capital markets are the ultimate leading indicator, paving a path of truth 
to all investors. The U.S. economy is doing great in 2018 and it is reflected in surging GDP growth and very low 
unemployment. However, clearly the capital markets are hinting that there is some turbulence ahead.  

 The reasons why?  Well, it appears that markets are realizing some of the concerns that we have expressed 
over the past several months. We have continued to beat the drum of caution regarding rising interest rates. 
Reading many recent articles in financial journals, it seems that maybe we were onto something.  

 In fact, we have confirmed with several sources that rising interest rates do in fact inhibit economic 
growth.  It also appears that this has been a recent revelation of several unnamed members of the Washington 
elite, possible even some elected officials. And we can say with some confidence -- without relying on unnamed 
sources -- that this is not fake news. Low interest rates incent investment and foster risk-taking behavior; conversely, 
rising interest rates do not.  With U.S. treasury rates paying 3.0% or more and the dividend yield on the S&P 
500 still less than 1.5%, it is not hard to see how the landscape has changed pretty dramatically for investors 
over the past 2 years. 

 The political environment is another contributor to volatility ahead. We try hard to avoid political stances 
or viewpoints, but we are going to wade into those treacherous waters for a brief moment. 

 A diverse, free and independent banking system is one of the primary factors that fostered the U.S. 
economy to become the strongest in the world - not government intervention. However, it seems that each 
generation must litigate in the public arena whether or not a free and diverse banking system is good or bad.  
If it is not clear enough, we believe that not only is it important to have a banking system that is independent 
of government meddling, we believe that an independent and entrepreneurial financial system is essential for 
economic growth and prosperity.  Yet time and time again, certain politicians insist on espousing government 
control as some type of solution or even a panacea.  In mid-October, Senator Elizabeth Warren was loudly 
proclaiming that government regulators should outright replace the CEO of Wells Fargo Bank.  This type of 
government intervention into the banking system should scare all of us. Make no mistake, Senator Warren and 
several others want the banks to be under government control. If you think service is bad at your current bank, 
you can find a new one pretty easily. Just imagine for a moment if that same bank was owned and controlled 
entirely by the federal government (shivers up and down the spine), just like the U.S. postal service. Not a 
pretty thought. 

 Furthermore, just look for a moment at other countries (examples are everywhere), which have much 
more centralized banking systems where government bureaus are intertwined with banks and effectively 
dictate what those banks should do and how they should be run.  The result is more volatility, less choice for 
consumers, more bad loans and less economic growth. The countries with government-run banks are the very 
countries in Europe and Asia, which are having the most problems with their banking systems right now. The 
evidence is irrefutable that this is a formula for disaster and not success. Being as pragmatic and utilitarian as 
possible, government-run banks just don’t work.  We continue to believe and will strive for less government 
intervention and government control of banks and financial services firms, at all levels. If banks are poorly run, 
then their shareholders should be the ones to replace management, not government regulators or politicians.  
OK, end of stump speech. 

- Phil Kain
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Tariff Uncertainties to Overshadow Midterm Election Results

 The role of the political economy is well documented, governments have a tremendous effect on the 
economy both directly and indirectly. As another election cycle revs up in the U.S. and notable elections will occur or 
have occurred throughout the world in 2018, their results will mark a turning point to the significant political change 
that occurred in 2016. Many voters will have the opportunity to continue this trajectory or vote to change course. 

 To premise, the U.K. voted to maintain the status-quo and continue with the planned Brexit. The result is obviously 
less stunning than the original decision in 2016, but it solidifies a counter-current of what has been an international 
trend for greater integration and connection between countries. Analogously, the evolving tariff spat between the U.S. 
and China is another example of how the international economic order is being questioned. The upcoming midterm 
elections will provide clues to how voters and the market views these policies. Overall, the effect of tariffs are going to 
have a greater impact on the economy than the midterm election results. Consequently, the election results will be a 
second order consequence of the tariff negotiation. 

 Before diving into how the midterm elections are predicted to shake out, the following information details important 
economic metrics in the U.S. Through all of the political jockeying before an election, the main item all voters gravitate 
towards is the economy, which is where we’ll begin first. 

 The single most important economic event of the year has been the introduction of tariffs against China and 
other major trading partners. The Tax Foundation estimated the cumulative effects of all the tariffs that have 
been brought forth by the U.S. and its trading partners. These tariffs assume a number of retaliatory tariffs, which 
can be found here, Tax Foundation. In sum, the Tax Foundation predicts a negative net effect after accounting for the 
tariff revenue. 

Table I: Tax Foundation - Estimate of Cumulative Tariff Effects

 

 In response to these tariffs the U.S. stock market has generated considerable more volatility. Following 
a relatively calm 2017, volatility as measured by the VIX (see graph below) picked up substantially in February 
2018 following the announcement of tariffs in January 1. As negotiations have stalled with China and implementation 
has been vague, volatility has spiked again this October. 

Graph I: Year-to-date VIX

 Commensurate with this increased volatility, the U.S. stock market’s performance in October has 
been one of the worst performances to start a quarter since 20162. The Dow Jones and the S&P 500 dropped 
over 5% to start the month and elevated volatility has been the trend this month. Notably, and despite 
strong quarterly-GDP numbers, investors are concerned how much longer growth can continue3.  

 Positively, the CPI (inflation index) has remained above 2% for most of 2018. (Although this is not the 
Fed’s preferred index, it is nonetheless a welcome sign). A consistent inflation figure suggests the Fed’s rate 
hikes are currently having their desired effects. This coupled with strong Q2 GDP (and first round estimates 
of Q3 GDP) have given consumers and businesses an optimistic outlook on the economy. This confidence, as 
measured by the Consumer Confidence Index, is near an 18 year high4. 

Graph II: CPI Index

 
Source: Bureau of Labor and Statistics 

 One important statistic to qualify the market’s response to tariffs has been the ISM Purchasing Managers’ 
Index (PMI). The ISM PMI index throughout 2018 (a measure of economic activity in the manufacturing and 
service sectors) has reported solid economic growth. The PMI reported lower growth in September at 59.8, 
but was still well above a neutral figure of 505. Anecdotally, survey respondents are beginning to express 
concerns over the impact of tariffs, despite not yet showing up in the data. Those expressing concerns are 
value-add manufactures, while those dealing with raw material manufacturing are seeing some promise in 
rising demand.   

 Conversely, our largest trading partner and main target of tariffs, China, saw one of the largest negative 
swings to an alternative and arguably more reliable PMI for the country. Bloomberg reported that “The 
CKGSB Business Conditions Index, compiled by the Cheung Kong Graduate School of Business, dropped to 
the lowest level in its seven-year history in September”6.  The September rating was at 41.9. Like the U.S. PMI 
index, a reading above 50 indicates expansion and a reading below 50 indicates contraction. The economic 
conditions in China are to have little bearing on most voters, but China’s response will begin to impact the 
U.S. more acutely if this uncertainty lingers. While these negotiations and impacts will occur in the future, 
fears towards these outcomes can impact decisions long before any outcome comes to fruition. These fears 
and concerns most often show up in election decisions. 

 Turning to the November elections, there’s likely to be a change in the House of Representatives, many 
polls are predicting that Democrats will regain control of the House. Graph III from FiveThirtyEight predicts 
that the Dems have a 86.4% chance to win the House and and an 80% chance to win between 20 to 61 seats. 
The websites Real Clear Politics, USA Today, Fox News, NBC and Politico, all have a similar advantage going to 
Democrats in the House. They all also similarly agree that the Senate should remain in Republicans control. 

Graph III: FiveThirtyEight House Election Forecast

 
Source: FiveThirtyEight

 In conjunction with these predictions, the more concerning matter for the sake of this research piece 
is how the 2018 result could affect the economy going forward. The stock market is in one of its longest bull-runs 
ever, outstanding debt continues to grow for the consumer and the government, interest rates continue to 
increase, yet growth continues. Under the assumption that the election plays out as most are predicting, the 
change in the House may force representatives to put more pressure on the Trump Administration to change 
course on tariff policy, interjecting more uncertainty. For this reason the election results are less likely to be 
overshadowed by the overarching concerns surrounding tariffs. 

Map I: NY Times - Key Swing Districts(House) in 2018 Midterm Election

 One way to understand the economic effects is to examine the election map with important swing 
House of Representative districts highlighted7. Red areas are those leaning Republican, Blue are leaning 
Democrat, and Yellow are toss-up districts. Many of these toss-up areas are sections of the country with 
heavy industry and manufacturing, e.g. Eastern Michigan, Appalachian Mountain Range, etc., which the 
proposed tariffs have helped, to varying degrees, by restarting steel and aluminum factories. The emerging 
downside of this has been increased costs for parts to value add manufacturers who also can be found in 
these areas.  

 The Wall Street Journal reviewed the effect of tariffs on major industries throughout the U.S., and 
unsurprisingly consumer goods manufacturers are facing an uncertain economic environment8 . Businesses 
in the auto industry, electronics, oil & gas and agriculture businesses are seeing their supply chain disrupted 
and are experiencing higher costs. As one manager is quoted in the article, the uncertainty is “killer” and is 
leading to reactionary business decisions. 

 As we all know voters can be fickle, and this election will prove no different as the economic consequences 
are spilling over into the political sector. For example the 12th District in Illinois (Western part of the state) 
received headlines in the Spring when steel tariffs were introduced and the U.S. Steel Plant re-started operations 9. 
The seat is currently held by a Republican but despite the introduction of tariffs, the congressman’s seat is 
highly contested. In this district, either the tariffs are not helping residents and local businesses as much 
as they like or their negative drawbacks, such as inflation, are having a greater effect. More predictably, the 
two districts identified on the map in Eastern Michigan, the 8th and the 11th see two Republican held seats 
in jeopardy. These two areas have a number of manufacturers that supply parts to the auto industry. As the 
WSJ article referenced above analyzed, these businesses are likely seeing higher costs and delayed sales. 

 In summary, the uncertainty surrounding tariffs will have economic, and as we should see, political 
consequences. While some heavy industries, such as steel and aluminum manufacturing are seeing some 
gains from the tariffs, and although the ISM PMI index has reported solid growth through 2018, concerns 
are mounting for both the consumer and businesses. The result of the 2018 midterm elections, could bring a 
wave of opposition that forces a resolution to the tariff battle. Or to keep with the status quo in Washington, 
more uncertainty is interjected and nothing gets done. The greatest uncertainties investors can manage 
are known unknowns. The response to these is often outright aversion or dramatic measures to try to avoid 
these risks. Dramatic measures can include changing political allegiances to reduced purchase orders or all 
around decreased economic activity. The stock market may be onto something in sensing these uncertainties 
as we face another election cycle. 
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Lower Middle Market: Centerfield provides debt, equity 
co-investment to back Edgewater deal for Pure Wafer

 Centerfield Capital Partners provided subordinated 
debt and an equity co-investment to support Edgewater 
Capital Partners’ acquisition of Pure Wafer.
 Pure Wafer, based in San Jose, Calif., is a provider 
of silicon-wafer reclaim services and a supplier of 
virgin silicon wafers, specialty thin film deposition 
products, and silicon parts and services.
 Independence, Ohio-based Edgewater typically 
makes platform investments in specialty chemical, 
pharmaceutical and engineering companies with $10 
million to $100 million in annual revenue and EBITDA 
greater than $2 million.
 Centerfield targets investments in companies 
with $15 million to $100 million and $4 million to 
$15 million of EBITDA, with EBITDA margins exceeding 
10%. The Indianapolis-based firm will not invest in 
early-stage companies, distressed situations or businesses 
engaged in financial services, real estate or retail.

– Thomas Dunford
thomas.dunford@levfininsights.com
212.205.8552

Lower Middle Market: Hayfin provides $40 million in 
financing to Avadim

 Hayfin Capital Management was sole lender on a 
debt financing round for Avadim Health, with gross proceeds 
of $40 million and an additional accordion facility of up 
to $20 million.
 Avadim said the financing will allow the company to 
continue to drive execution and support growth. Avadim 
Health, formerly Avadim Technologies, is an Asheville, 
N.C.-based life sciences company providing products 
across the immune health, cramp-relief, topical muscle 
nutrition and skincare categories. The company in May 
said it closed an equity and debt financing round with 
gross proceeds of about $17 million.
 Hayfin, based in London, invests across direct 
lending, special opportunities, high-yield credit and 
syndicated loans, securitized credit, and private equity 
strategies. The firm has assets under management valued 
at €10 billion.
 ASGARD Partners & Co. served as Avadim’s financial 
advisor on the transaction.

– Thomas Dunford
thomas.dunford@levfininsights.com  
212.205.8552

Lower Middle Market: LBC Credit arranges credit facility to 
back Silver Oak’s recap of Integrated Oncology Network

 LBC Credit Partners served as joint lead arranger 
for a secured credit facility to support Silver Oak Services 
Partners in its recapitalization of Integrated Oncology Network.
 Integrated Oncology is a provider of physician 
management, radiation oncology management and 
cancer-center development to hospital and physician 
partners. Silver Oak announced earlier this month that it 
led a recapitalization of the Corona del Mar, Calif.-based 
company in partnership with management and co-investors.
 Silver Oak typically invests in healthcare, business 
and consumer services companies with EBITDA of $4 
million to $20 million. Integrated Oncology marks the 
sixth platform investment from Silver Oak Services Partners 
III LP, which closed at its $335 million hard cap in 2016.
 LBC’s middle-market funds typically invest $15 
million to $150 million per transaction into companies 
with EBITDA greater than $5 million, while its small-cap 
fund typically invests $4 million to $15 million per 
transaction for companies with EBITDA less than $5 million.

 – Thomas Dunford
thomas.dunford@levfininsights.com
212.205.8552

Lower Middle Market: Gladstone makes additional investment 
in J.R. Hobbs to back add-on acquisition

 Gladstone Investment Corp. said it made an 
additional investment in portfolio company J.R. Hobbs 
Co. to support the acquisition of Mai Mechanical.
 Mai Mechanical, based in Commerce City, Colo., 
is a plumbing and mechanical contractor serving the Denver 
market. J.R. Hobbs said it intends to build on the growth 
the company has achieved over the past several years.
J.R. Hobbs, based in Lawrenceville, Ga., is a mechanical 
services provider of design-build HVAC systems and 
services for multifamily and commercial properties to 
the southeastern U.S.
 Gladstone said in February 2017 that it partnered 
with executive management to support a buyout of J.R. 
Hobbs. As of June 30, the Nasdaq-listed BDC held $21 
million of the company’s first-lien debt (L+11.5%) due 
February 2022 and preferred stock valued at $15 million, 
according to filings with the SEC. 
 
– Thomas Dunford
thomas.dunford@levfininsights.com
212.205.8552
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Proud Members Of

Rush Street Capital Team Discussion

“My goal is to encourage people to see the possibilities that life 
holds. So many great things can happen in life, if we can find our 
own way of doing things, and believe in ourselves, no matter what 
challenges surround you.” 

- Jim Abbott
“In the short term, the market is a voting machine, but in the long 
run it’s a weighing machine.”

- Benjamin Graham 

Happy Thanksgiving! 
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