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Stuck in the middle
with you, you and you
The private debt market has
grown far beyond its relatively humble beginnings in
the run up to the last global
financial crisis. Over the
years, the mid-market, which
accounts for the largest share
of private debt activity, has
also evolved to an extent
that it has become difficult
to define.
This isn’t particularly new.
Industry participants have
long had differing perspectives on how the mid-market
should be defined, whether by fund-size, deal
size or by borrower EBITDA – the last being
the most common metric. Typically, the lower
end will be defined as anywhere between $10
million and $50 million EBITDA.The larger end
can be above $100 million EBITDA. The lines
are blurred and unlikely to get clearer.
Today, when you are talking about the midmarket you are essentially referring to three
markets: the lower, the core and the upper.
Depending on where they play, there will be
those who see the value of investing in each.
Our keynote interview with Tim Healy of Twin
Brook (p. 8) explores this evolving definition
in more detail.
The fact these distinct categories have grown
significantly as subsectors within a broader
mid-market strategy speaks volumes for how
crowded the asset class has become, as investor
demand has driven up increased competition.
Managers are now keen to differentiate from
each other and, as a result, there are managers
and investors going off the beaten track and
stretching the definition of the traditional midmarket. As we explore in our overview on p. 4,

the biggest mid-market managers, raising ever greater
funds, are being pushed into
larger deals.
However, this is also an
area where alternative lenders are more likely to face
competition from the syndicated market. As a result,
deal terms are at their loosest. At the same time, there
are mid-market managers
targeting deals at the lowest
end of the sector in the quest
for better terms and covenants. All the while there is a growing universe
of niche players, particularly in the US, looking
to standout.
But not all jurisdictions are the same. Being
the most mature market, the US – which is
seeing an increased focus on specialism – gives
an idea of where other markets may be headed.
Europe has some way to go to catch up, but
it is not far off (see p. 20). Meanwhile, there
are places like Australia (p. 26) where far-flung
opportunities are just starting to unfold.
Enjoy the report

Andrew Woodman

WHAT DO YOU THINK?
HAVE YOUR SAY
andrew.woodman@peimedia.com
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Experience matters.

$6.4B
committed
capital2

104

portfolio
investments

13+

year track
record

280+

private equity
relationships3

Churchill Asset Management
We have been putting capital to work in middle market senior loans for
over 13 years and have a proven track record of effectively investing
across market cycles. We access the market through long-established
private equity sponsor relationships and employ a highly selective,
disciplined investment process.
With the scale and resources of our parent company, Nuveen, a $930
billion asset manager, our platform offers more solutions for institutional
investors than ever before.
1All

www.churchillam.com

information as of April 1, 2019, unless otherwise noted. 2As of April 1, 2019.
of private equity relationship represents sponsors engaged in dialogue
across Nuveen.
Churchill Asset Management is a registered investment advisor and an afﬁliate of
Nuveen, LLC. Middle market loans are subject to credit risk and potentially limited
liquidity, as well as interest rate risk, currency risk, prepayment and extension
risk, and inﬂation risk.
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Fork in the road
In response to investor demand and increasing competition, mid-market debt
has grown well beyond its traditional definitions in both Europe and the US.
David Turner looks at the changing face of the mid-market

I

n the early years after the credit crunch
the European mid-market was a much
narrower concept, without the many
highways and byways of today. Borrowers
were predominantly sponsored companies,
and they usually came to London, where
the debt funds were based. Deals were
usually in several tens or perhaps the low
hundreds of millions of euros.
To put it another way, most mid-market direct lenders were on the same road,
making similarly sized loans to companies
with similar backgrounds. But this road
has forked, and each fork has divided two
or three times, as mid-market lenders
have responded to changed circumstances.
Sticking to the busiest thoroughfare may
not deliver enough returns for low enough
risk, so there are now many sub-markets
within the broader concept of the midmarket in Europe.
4

This is summed up by Andrew McCullagh, managing director at Hayfin Capital
Management in London. “The last four or
five years have seen a conspicuous proliferation in the number of managers running direct lending strategies in Europe,”
he says.
“Logically, because these new entrants
don’t have the track record to raise large
funds and want to dip a toe into the asset
class, they set up in London with a relatively small team and a focus on the most
easily addressable area of the market,
namely vanilla senior-secured debt for
mid-cap buyouts being marketed by London’s developed network of intermediaries.
Consequently, competition for this type
of deal has been very high now for a few
years.”
One road taken by mid-market lenders has at times taken them out of the
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mid-market altogether. As direct lending
has grown in popularity among investors, funds have become larger, resulting
in direct lenders having to look for larger
deals.
The mathematics of this is explained by
Eric Gallerne, partner in charge of private
debt at Idinvest, the Paris-headquartered
alternative asset manager: “Last year some
managers raised huge amounts.”
The UK’s BlueBay Asset Management,
for instance, announced in February that it
had raised more than €6 billion. Gallerne
says that for managers with funds of this
size, deals in the €50 million-€70 million
bracket – which Idinvest typically targets
– are too low. If a deal size averages €60
million, the manager would have to do 100
transactions during the typical three-year
period of investment.This is far above the
30 or so deals that fund managers like to

ANALYSIS

limit themselves to and requires an unfeasibly large amount of deals with the danger
of sub-par risk monitoring.
SYNDICATED TERRITORY

Eric Capp, partner and head of origination
for the UK and Ireland at Pemberton, the
London-based mid-market direct lender,
puts the border between the syndicated
market and the mid-market – where direct
lenders are more likely to compete against
each other than against the banks – at
about €200 million-€300 million. Above
this level, where banks make syndicated
loans, the characteristics of deals are different. “When there is a syndicated market
alternative, that is when we see the most
pressure on pricing, terms and conditions,”
he says.
He recites a list of covenants including restricted payments, debt incurrence
“freebie baskets”, EBITDA add-backs used
to calculate adjusted EBITDA, and several
financial maintenance covenants. In the
syndicated loan market there are often no
maintenance covenants at all. Pemberton
generally avoids this sector, as does Hayfin.
“As deals get bigger, private debt funds
begin to compete with the syndicated
market while still needing to deliver a premium to their investors over syndicated
loan funds,” says McCullagh. “It’s therefore
not clear that competing head-on with the
syndicated market always makes sense.”
Capp notes that, by contrast, when deals
fall to €150 million or so, “there really is
no syndicated alternative, so the market is
still pretty tight, with more conservative
structures”.
However, this area, often defined as the
upper mid-market, can be crowded too.
Capp says that in this market some deals
terms are “a little looser than a year or two
ago”, though this depends on the situation.
Proprietary transactions have less pressure on terms, though he adds that even
for more competitive transactions direct

“IT’S NOT CLEAR THAT
COMPETING HEAD-ON
WITH THE SYNDICATED
MARKET ALWAYS MAKES
SENSE”
Andrew McCullagh

lenders are generally able to demand
between one and three maintenance tests.
Many debt funds have increasingly
turned to larger upper mid-market deals,
as they raise more funds that have to be
deployed. However, Idinvest has stuck with
deals in the mid-to-high tens of millions of
euros of EBITDA, in what is often defined
as the core mid-market.These are compatible with the size of its funds, says Gallerne
– the firm is just finishing investing its €715
million fund Idinvest Debt IV, and hopes
to raise €1 billion for its next one. “In our
market, we have fewer and fewer competitors: fewer than five of my peers, plus the
local banks,” he says.
HOLY GRAIL

Another fork in the road has been the nonsponsored market. This is large in the US,
suggesting room for further development
in Europe. An attraction is the relative
lack of competition. Moreover, sponsored
lenders do not generally have debt advisors
who are experts at getting the best terms
possible for borrowers.
“Non-sponsored work is the holy
grail for debt advisors,” says one market
observer.This is an appropriate term: nonsponsored work is not only desirable, given
the size of the potential market; it is also
extremely elusive.
“If a debt advisor forms a relationship
with a sponsor, they might do three or four
deals a year for them,” he says. “If they form
a relationship with a non-sponsored firm,
they might do one deal every five years.”
But despite the less competitive nature

of lending to non-sponsored firms, which
have a skilled debt advisor playing one
aspiring lender off against the other, Gallerne is lukewarm about non-sponsored
deals.
“Financing a private equity-backed SME
means financing a very well-organised
company with clear performance, and clear
procedures to provide you with regular
financial information. This is key because
we don’t operate the company, so we need
to be well-informed on a regular basis with
regard to key performance indicators,” he
says. “For non-sponsored companies it’s
very rare that you can find the same kind
of information governance.”
McCullagh has a more positive attitude
towards non-sponsored deals, though still
somewhat ambivalent.
“Increasing your share of sponsorless
financings has been a long-term preoccupation of the industry, but naturally there’s
a trade-off involved in lending to companies without institutional backing,” he says.
“Private equity firms typically run more
aggressive processes when raising debt,
normally resulting in less lender-friendly
financing packages, but they also tend to
institute high-quality corporate governance
and provide the kind of detailed data that
lenders need.
“Sponsorless accounts for about twofifths of the deals in our private credit
strategies, compared to an industry average
of around one-fifth, but ultimately that’s a
by-product of our more diverse sourcing
model, rather than a deliberate choice to
favour non-sponsor-backed companies.”
This diversity in sourcing to which
McCullagh refers is increasingly achieved by
taking another fork in the road – expanding beyond London. After setting up shop
in the UK capital in 2009, Hayfin opened
origination offices in Paris, Frankfurt and
Madrid, putting boots on the ground in less
crowded markets. It also has an origination
office in New York. From its base in Paris,
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Idinvest has expanded to open investment
offices in Frankfurt and Madrid.
The radiating out of offices from an
original single base has been assisted by
the general move towards more creditorfriendly regimes, though it is still the case
that few regimes are as creditor-friendly
as the UK’s.
There is a limit to how far east most
of this radiation extends. “We depend
on enforcement and insolvency regimes
for downside protection if the deal goes
wrong,” says Capp. “As you move further
east of Germany, those regimes are more
immature, and this introduces an additional
element of risk.”
But when asked if across Europe in
general, jurisdictions are becoming more
creditor-friendly, he replies “for sure”,
giving Spain and Italy as examples.
However, there is one road not yet taken
by many lenders: cultivating specialisms in
niche areas where lack of expert knowledge means less competition. McCullagh
says Hayfin has developed expertise in specialist sectors such as healthcare, shipping
and oil and gas – areas where he feels that
the majority of lenders lack the knowledge
to underwrite loans prudently.
David Parker, partner at Marlborough
Partners, the debt advisor, in London, sees
the argument for niche players: “If you’re
going to enter the market now, there has
to be a reason: there needs to be a niche
rather than a broad market opportunity,
because inevitably if there’s a broad market
opportunity people are already feeding off
it.”
Niche players may have agreed with this
argument in theory, but practice has been
different, Parker points out. “We expected
US lenders to come over and play niches
because the middle market was crowded,
but they haven’t really” – with few homegrown players going down the specialist
route either. Specialism is the road that
remains less travelled. n
6

American specialists
A more mature US market is witnessing growth in niche
mid-market lenders keen to differentiate themselves from
the competition
The infinite variety of niche lenders in
the US contrasts with the reluctance
to consider niches in Europe. On the
western side of the Atlantic are funds
specialising in trade finance, art finance,
lending to growing tech businesses
and aviation finance. The last of these
has grown rapidly in recent years as

XXXXXXXXXXXXXX.
low jet fuel prices have encouraged
xxxxxxxxxxxxx
new entrants and encouraged existing
players to beef up their fleets, says
David Waxman of Azla Advisors based
in New York.

It is not only aviation finance that
is on the rise. “Niche strategies have
grown in size along with the private debt
market in general,” says Waxman. This
has propelled them towards a tipping
point: they are now large enough for
large institutional investors to invest in
them.
A commitment to 10 or 20 percent
or so of the fund’s total planned
capital – the sort of level above which

xxxxxxxxxxxxxxxxxxx
“NICHE
STRATEGIES
HAVE GROWN IN SIZE
ALONG WITH THE
PRIVATE DEBT MARKET
IN GENERAL”

David Waxman

institutional investors are forbidden to
rise – is more likely these days to make it

competitors allows them to impose

above the minimum threshold of some

strict terms on borrowers.

tens of millions of dollars required for

John Finnerty, senior managing

any single fund investment. In a sign that

director in corporate finance at NXT

niche strategies are entering the big

Capital, a mid-market lender to spon-

time, Carlyle, the mammoth alternative

sored firms based in Chicago, has

asset manager, announced in October

noticed that generalists have grown

2018 the acquisition of Apollo Aviation

bigger too. “A major development over

Group, which had $5.6 billion under

the last two or three years is the prolif-

management, including aircraft leased

eration in the number of players that can

to customers.

now hold deals worth $100 million, and

Waxman also thinks the risk-

in some cases even $200 million and

adjusted returns of niche strategies

above,” he says. “In our markets this has

are likely in many cases to have held

risen to the late teens. This has changed

up well, because the small number of

the competitive dynamic.”
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EPIC Private Equity

the global guide to private debt
The practitioner’s handbook to navigating the asset class
Edited by EPIC Private Equity, this guide is the
most comprehensive and detailed publication on
the private debt market available today, bringing
together the latest views and opinions of 19 of the
world’s leading practitioners.

it will help fund managers:
•

Understand how LPs are constructing private
debt allocations within their portfolios

•

Determine how best to structure the legal,
taxation and financial terms of a private debt fund

•

Anticipate which strategies are likely to attract the
most interest from LPs ...plus much more

available now
Order your copy today:



www.privateequityinternational.com/
global-guide-to-private-debt/



customerservices@peimedia.com



London: +44 (0) 20 7566 5444
New York: +1 212 937 0385
Hong Kong: + 852 2153 3844

Sponsored by

special offer to subscribers:
Order your copy today quoting SUBBK15 and receive a 15% discount
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Different views of
the mid-market
What qualifies as the ‘mid-market’ can be vastly different based on who you ask.
Tim Healy, a managing director at Twin Brook, offers his definition

Q

How well educated do you feel
investors are on the idea of mid-

market debt, and is there always consensus
on its meaning?

The definition of the mid-market is
very fluid. Generally speaking, over $50
million of EBITDA deals are a feature
of the liquid, broadly-syndicated market.
Less than $50 million of EBITDA means
no liquidity and it is typically the domain
of traditional middle market lenders.
However, the definition has evolved
as different issuers/lenders/consultants
have taken liberties to adjust the definition to suit their own specific demands.
An example of this would be an asset
manager/lender that represents they are
a middle market direct lender but defines
their target market as companies with
EBITDA between $50 million and $100
million to $125 million because that is
where they have historically sourced
transactions.
With the desire to more accurately
define market participants, the consultant
community has further eroded the
definition of middle market by adding
such qualifiers as lower middle market
and upper middle market.The net result
is that the once static term “middle
market” is now subject to varying degrees
of interpretation and will oftentimes be
8

“THE ONCE STATIC
TERM ‘MIDDLE MARKET’
IS NOW SUBJECT TO
VARYING DEGREES OF
INTERPRETATION AND
WILL OFTENTIMES BE
SPECIFICALLY DEFINED
IN PRESENTATIONS AND
ARTICLES TO AVOID
CONFUSION”

middle market has become more commoditised and less relationship driven.The
legal documents mimic those of the BSL
market, where there are far fewer lender
protections.The lower middle market still
maintains the traditional protections that,
as a lender, we feel are critical to manage
credit risk.

Q

Many lower mid-market lenders
maintain that the space is underserved

and there isn’t too much competition yet. Is
that something you’ve found as well?

specifically defined in presentations and
articles to avoid confusion about what
size of companies are being referenced.

Q

Have you found that the definition
of the mid-market has changed over

time?

Twin Brook’s senior management team
has primarily focused on companies with
EBITDA between $5 million and $25
million for the last 18 years.
However, given the significant differences today, versus five to six years ago,
between lower middle market (less than
$25 million of EBITDA) and upper middle
market ($25 million to $50 million of
EBITDA), we like to emphasise that we
are lower middle market driven.The upper
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I think all market segments have become
more competitive, but the lower middle
market is less crowded than other
segments. There are a few reasons for
this. The upper/BSL middle market
attracts lending platforms that are built
to be “buyers” of paper rather than lead
their own deals. This is because there
is more paper to distribute, buyers of
paper don’t need to invest in staff and
infrastructure because they are not
leading deals, and there is little room for
new and unproven lenders in the lower
middle market.
This is further underscored by the
fact that hold sizes have increased
significantly in recent years so that, in
lower middle market transactions, a
single lender can take down the entire

FEATURE

credit facility, meaning there is little to
no paper for traditional, passive buyers.
The data backs this up. If you look at the
2018 middle market PitchBook league
tables, there is only one lender – apart
from Twin Brook – in the top 25 that has
not been around for more than 10 years.
Having come from the private equity
side, I can tell you that sponsors are
interested in building long-term lending
relationships with firms that have been
through multiple credit cycles.

Q

Do you think the volatility in the
broadly-syndicated market at the end

of 2018 had an impact on the mid-market?

The short answer is no. Middle market
lenders briefly felt emboldened to ask for
modestly more economics in January as a
result of the BSL dislocation, but by midto-late January, that had all disappeared.
The dislocation had little impact because
there was very little new dealflow coming
off the holidays; mid-market lending
is awash with capital, so that tends to
offset relative value decision making;
and mid-market lending yields typically
don’t correlate with the BSL/high yield
market. In fact, in Q1 2016, when the
market went through a much larger and
prolonged dislocation, there was only a 50
basis point increase in pricing on middle
market deals. Asset prices in the middle
market are typically immune from large
market or high yield swings.

“I THINK ALL MARKET
SEGMENTS HAVE
BECOME MORE
COMPETITIVE, BUT THE
LOWER MIDDLE MARKET
IS LESS CROWDED THAN
OTHER SEGMENTS”

Q

Are there any specific sectors or
industries that you think are finding

more success than others in the mid-market?

Since we are now 11 years past the last
recession, there is a flight to industries
that tend to demonstrate countercyclical trends. We favour two sectors
where we have deep industry expertise:
healthcare and financial services – which
are sectors that tend to perform well
during cyclical downturns.We continue
to be bearish on sectors such as retail,
restaurants, building products, oil and
gas, and fad-consumer.
Given where we are in the cycle
right now, we believe the companies
that showed strong resilience through
The Great Recession or generally exhibit
strong counter-cyclical attributes are
finding greater success. Having the right
financial sponsor associated with these
borrowers is also important, not just for
their expertise, but their willingness to
support the company with follow-on
capital, if necessary.

Q

How has this flight to industries with
counter-cyclical attributes impacted

origination, particularly with respect to
private equity sponsored deals?

Having come from the sponsor side and
now living on the debt side, I have gained
valuable new insight and developed a
more well-rounded perspective when
it comes to this topic. We continue to
work with both generalist and specialised
private equity shops. However, there are
an ever-increasing number of industryfocused firms.
This proliferation of specialised shops
has been a trend for the past several
years. As a result, we continue to see
the proportion of our dealflow coming
from sector-specific private equity
groups growing every year. In 2018,Twin
Brook closed 142 deals, 45 of which

“SINCE WE ARE NOW
11 YEARS PAST THE
LAST RECESSION,
THERE IS A FLIGHT TO
INDUSTRIES THAT TEND
TO DEMONSTRATE
COUNTER-CYCLICAL
TRENDS”
were healthcare or financial services
focused transactions. With that said, we
believe this phenomenon is a result of the
increasing number of specialised private
equity shops, not a sourcing advantage
over generalist firms.

Q

Looking more at industry focus, do
you anticipate more specialisation

happening as more managers are coming
into play, or as competition continues to
grow?

You need to specialise and invest in
personnel for certain industries, so when
you lead a deal or are competing for a
deal, you can demonstrate the ability and
have the experience to understand the
sponsor’s investment thesis.Your industry
knowledge will result in better credit
decisions and can position you to lead
deals because of that creditability. We

Mid-Market Lending Report | May 201 9

9

FEATURE

DEALS
have certain individuals who – due to
their previous experience – will focus
on specific sectors, such as healthcare or
financial services.
Having said that, there is only so much
sector specialisation that you can do.The
reality is that the majority of transactions
that undergo a sales process are generalist in nature.

A decade in the making
What has been one of the most interesting changes you’ve seen
in the mid-market landscape since the last recession?

Q

With so much manager and GP
consolidation happening, have you

seen any impact on mid-market opportunities
because of this?

We really haven’t. I think there have been a
couple of transactions in the mid-market,
but I think that’s a more relevant topic for
larger US direct lending groups and those
in Europe where, in both instances, there
is fiercer competition against investment
banks. There have been some recent
acquisitions in the middle market, but they
have had minimal impact on our sector.

I think it’s the speed required to

term sheet for a deal, as opposed to

complete transactions and the M&A

receiving five to six different “form

process. Sellers and their investment

documents” from as many lenders;

banks are driving very competitive

• Adopting “documentation principles”

and accelerated timeframes to secure

for deals, thereby avoiding the

a buyer. As a result, the arrangement for

lender’s credit agreement and the

debt financing as part of this process

lengthy back and forth negotiation;

has also been expedited. This is key in

• Avoiding a formal syndication or a

a competitive auction process when the

traditional “marketing period” by

Where in the mid-market right now

buyer is trying to differentiate itself in a

clubbing lenders or selecting one

are you seeing the most pressure

crowded and competitive field.

lender that has the capital to take

Q

For buyers, paying attention to

regarding deal terms?

Again, it’s a function of where you play. In
the $50 million to $125 million market,
which is sometimes referred to as “midmarket”, there are very few lender
protections in place and deal terms tend
to be at the lowest common denominator.
As you move below the $50 million
level, the biggest pain points tend to be
covenant levels and the definitions of
EBITDA, which drive the covenant calculation. $25 million to 450 million EBITDA
issuers can get covenant-wide structures
where the cushion is up to 40 percent.
Below $25 million of EBITDA, transactions tend to retain an acceptable level of
traditional middle market discipline.

Q

Have you seen an evolution of EBITDA
add-backs?

Absolutely. We have seen the number and

down the entire facility;

sellers and understanding the keys to

•
Opting for unitranche structures,

value creation are paramount and – in a

thereby eliminating the need to deal

robust loan market – take priority over

with intercreditor issues and multiple

securing debt capital. In this regard,

diligence streams for both senior and

the sponsor community has evolved in

junior lenders.

a number of ways. Many firms now have

Overall, I believe speed, efficiency

in-house capabilities on the debt capital

and reliability are key elements for

markets side. In addition, this drive for

the private equity community when

more speed and efficiency continues to

considering debt today, especially if

be pushed forward by several emerging

a sponsor decides to pre-empt a sales

trends, including:

process. The debt markets have evolved

•
Sponsor law firms originating the

to meet those demands.

size of add-backs that are included in the
definition of EBITDA grow over time,
and the topic has certainly become more
prevalent and widely discussed.
As I mentioned before, how EBITDA
is defined can impact what your fixed
charge, your leverage, and your covenant
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may be, so it’s often an important conversation to have with borrowers.When
we are looking at the quality of earnings,
there are some pro forma metrics that can
be difficult to evaluate, but there are also
a number of identifiable items that are
easy to confirm. n
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US MID-MARKET

Climate of confidence
The mid-market indicator from the National Center for the Middle Market reports 85% of
US businesses are upbeat about the national economy. Here are some other 2018 insights
STUMBLING BLOCK

Year-on-year revenue growth rates among US mid-market companies eased slightly in
the last quarter of 2018
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PRODUCTIVITY INCREASE

Over the last two years mid-market companies have reported an average productivity
increase of more than 2% on the previous year
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BIG SPENDERS

When asked, more than 71% of midmarket companies said they would invest
extra capital rather than save it
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TRENDS

7 mid-market debt
trends to watch
Nearly a decade on from
the last financial crisis,
private debt is now facing
a new era of growth.
Rebecca Hampson offers
insight on the key midmarket trends driving the
asset class

LARGER DEALS ARE MORE

1

BORROWER-FRIENDLY AMID
COMPETITION
Larger capital raises have led to a
mountain of dry powder for managers
to deploy. AlixPartners’ H2 2018
mid-market debt report, for example,
found over $75 billion of dry powder
in the European direct lending market.
Consequently, we are seeing larger

T

oday, the mid-market private debt
space can be broadly divided into
three groups. While there is no set
industry standard for defining the midmarket – especially when comparing mature
markets like the US with elsewhere – many
investors have a fairly similar interpretation.
For his part, Stephan Caron, head of
European mid-market private debt at
BlackRock, defines the group as the lower
mid-market, companies with less than €10
million of EBITDA; the core mid-market
with €10 million to €50 million; and the
upper mid-market with €50 million-plus.
“This [split] is key because it means that
funds aren’t all competing for the same
deals now,” he says. “Instead, they are able
to take a more targeted approach.”
This differentiation has become
increasingly important at the market
has matured. It is just one of a number
of trends shaping the future of the midmarket private debt as we near the end
of the current cycle. Here are seven other
trends worth noting:
12

loans in a crowded upper mid-market
and looser documentation and fewer
covenants. According to Caron, this is
mostly because private equity funds
are more sophisticated and able to
command more aggressive terms.

2

MORE OPPORTUNITIES AT THE LOWER END OF THE
MARKET
The trend towards larger deals is creating opportunities in
other areas. “There are opportunities for boutique lenders
who can target smaller transactions which exhibit similar credit
metrics to larger transactions but offer a spread pick up and

the potential for documenting better lender protections,” says James Robson, CIO at
RM Funds, a UK-based specialist provider of mid-market debt. “This is because the
capital is flowing into the larger transactions and the smaller more complex deals
still have trouble accessing lenders who can provide real funding solutions.”
However, with this comes the risk of increase default. Caron adds: “In the low
end there are attractive yields, but the risk of default is higher. There are also more
idiosyncratic risks because a lot of companies are founder-led with key man risks
and can have concentration issues.”
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3

4

SPREADS ARE AT THEIR LOWEST
This is in line with concerns about how the sector will
perform under stressed market conditions and comes
“when default rates are likely to start rising as we move
through the business cycle”, says Robson. The large
capital inflows seen in recent years has led to significant

spread compression. “If you look across the leveraged loan space there is

A GREATER FOCUS ON ORIGINATION

more issuance deemed covenant-lite over recent years and this borrower

With huge amounts of capital commitment

ability to negotiate weaker lender protections is rippling out as capital chases

to the asset class, the challenge is putting

transactions,” adds Robson. In addition, spreads are at multi-year lows, although

the money to work. The result has been

this is likely to be a floor. “This is because, firstly, where AAA spreads for CLOs

that more managers have put a focus on

are pricing there is no room for further spread compression; and secondly,

building their teams and their resources

where leverage loans are trading they are floating rate. Looking at where global

for this purpose. Caron says that sourcing

yields are it will lead to increased overall funding costs should global yields rise.”

will become key in gaining an edge. “If
you look at the US, some of the funds are
investing in sourcing capabilities which

5

NON-SPONSORED DEALS NEED TO DEVELOP

they then syndicate to other funds. This

Currently, many private debt managers rely on private

hasn’t happened in Europe just yet, but

equity sponsors for dealflow. However, this means they are

we are getting to a point where larger

dependent on the private equity sponsor funding cycles.

platforms will be able to underwrite and

While non-sponsored deals require more effort in terms of

syndicate deals for smaller funds. However,

origination and due diligence, many managers recognise

good managers should have local
sourcing capabilities too,” he says.

there is less competition and therefore it is more attractive when it comes to
pricing. “The industry has relied heavily on financing leveraged buyouts from
private equity firms,” says Caron. “We aren’t seeing that many unsponsored deals
– yet – but this needs to happen more to make the asset class stand out on its own

7

and not rely so much on private equity-backed transactions.”

6

THE INDUSTRY SHOULD EXPECT TO BE TESTED
The last time there was a financial crisis, the private debt
industry was at an infant stage compared to now. Many
managers are yet to be tested in a downturn. Market

EXPECT MORE GROWTH IN EUROPE

participants can generate decent returns because there

Nearly 50 percent of private debt investors

haven’t been any real economic challenges, though some

surveyed last year believe Europe offers

anticipate this will change soon. “We anticipate that when

the best opportunities over the next 12

the tide rises, it will no longer float all boats in the credit world as it has done in

months, according to Preqin. Caron says:

recent years,” says Alexander Ott, managing director for European private debt

“Growth across Europe ... means investors

at Partners Group. “[The increased volatility] is likely to lead to a more attractive

have more options and breadth as to

pricing of risk in the new-issue leveraged loan and private debt markets. It could

where they can invest – and also allows

shake out some of the recent excesses, such as very weak documentation, and

them to diversify away from the UK, which

Caron says: “Until the sector has done a full business cycle we won’t be able to

is seen as more challenging because of

see which loans worked out and which ones didn’t. At this point, we will start

Brexit. Portfolios are better diversified now

seeing increasing differentiated outcomes in the market. It will truly test the

and this would have been more difficult to

infrastructure that funds have in place to manage risks and workouts.”

achieve five to six years ago.”
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DUE DILIGENCE

A dive into the downside
Andrea Tunick and Dan Green, directors at US mid-market structured finance provider
NXT Capital, explain the need for proper due diligence in the late stages of the credit cycle

S

enior debt is considered the safest
investment in the capital structure.
Yet every loan has potential risks.
Before investing with a private credit
manager, it is important to understand
how the manager evaluates risk and
structures transactions accordingly. This
is especially important late in the credit
cycle when leverage and adjusted earnings
may be reaching a peak.
The loan due diligence and approval
process is broadly referred to as
underwriting, and its rigour can vary by
manager. A strong underwriting process
should include modelling various downside
scenarios that evaluate the borrower’s ability
to generate sufficient cashflow to service
debt and support ongoing operations,
while also maintaining an acceptable loanto-value ratio. A model is only as good as its
assumptions, which means that a manager
needs to use its experience to aggressively
challenge assumptions and validate
cashflows in several possible circumstances.
HOW DO LENDERS EVALUATE LOANS?

Cashflow lenders use qualitative and
quantitative analyses to evaluate each loan
opportunity and prospective borrower.
The qualitative analysis includes assessing
the borrower’s competitive positioning,
operations and overall market dynamics.
The quantitative analysis includes assessing
a borrower’s historical performance and
the sustainability of prospective cashflows.
A best practice is preparing a detailed
financial model that presents multiple
scenarios including growth, baseline and
downside cases.
14

HOW DO LENDERS BUILD A
DOWNSIDE CASE?

Andrea Tunick

WHY IS THE DOWNSIDE CASE SO
IMPORTANT?

It is no surprise that credit committees
often focus on the downside case. If
things go according to plan during the
investment horizon, there is generally
little concern about loan recovery. If a
situation deteriorates due to companyspecific events or an overall market shift,
recovery risk may increase.
Evaluating downside scenarios also
facilitates a constructive discussion about
the borrower, the quality of earnings or
available information, the industry and an
appropriate capital structure based on the
level of risk inherent in the transaction.
Further, the combination of credit and
structuring decisions that incorporate
disciplined modelling and detailed due
diligence, as well as active post-closing
account management, should result in
better recoveries across a private credit
manager’s portfolio.
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Creating a downside case begins with
identifying a variety of potential negative
events that could affect a company and/
or its industry. Events might include
the impact of a recession, loss of a
major customer, product obsolescence,
emergence of alternative and disruptive
business strategies, possible regulatory
changes, change in the competitive
landscape, lack of expected synergies or
run rate assumptions, or a combination
of factors that result in the borrower
generating less cash.The downside case is
customised for each prospective borrower.
Underwriting teams review historical
financial data, meet borrower management
and review third-party reports. Asking
extensive questions provides a better
knowledge of the borrower’s business
strategy, market dynamics and competitive
positioning. A thorough model includes a
five-year review of a borrower’s historical
financial performance and five years of
financial projections. Typical offering
memorandums provide only two to three
years of historical financials and three to
five years of projections.
Many managers will request and review
additional detailed historical financial data,
including performance through the prior
recession, customer or product-level
historical trends and other companyspecific data to assess the sustainability
of a borrower’s anticipated cashflows. A
company’s inability to provide detailed
historical data can be a red flag.
Based on the results of its due diligence,

FEATURE

the underwriting team then determines
which critical variables to sensitise a
borrower’s performance in the next
cycle or a stress scenario. Experienced
mid-market lenders also refine downside
cases based on the performance of other
borrowers in their portfolio and the
industry through prior cycles.
FACTORS CONSIDERED IN A
DOWNSIDE CASE USUALLY INCLUDE:

• H istorical cycle. Review the
borrower’s financial performance in a
prior down market or the last cycle or
two.What happened to revenue, margins
and costs? How long did it take to
recover? Recognising that the last cycle
was 10 years ago, a lender needs to adjust
this analysis to account for changes to the
underlying business after the last cycle.
• Revenue decline. Evaluate the impact
of losing a key customer, a reduction in
average selling price or the possible
availability of product substitutes.
• I nput cost pressures. How do changes
in wages, cost of materials (including
tariffs), infrastructure needs, freight,
etc, affect profitability? How flexible or
variable is the company’s cost structure?
• EBITDA adjustments. Are the
EBITDA adjustments truly nonrecurring? Or are they ongoing cash costs
that need to be deducted? Are maturity
or run rate assumptions supported?
• Other required capital. What
ongoing capital is required to maintain
equipment and remain competitive in
the market? How old is the fleet? What
is the capacity of existing facilities? What
other required capital outlays might
negatively impact a borrower’s cashflow?
•W
 orking capital changes. Consider
liquidity needs caused by less effective
management of inventory, payables and
receivables. Alternatively, can a borrower
free up cash by minimising working
capital investment in a downturn?

Dan Green

•O
 ther external factors. How might
regulatory changes, technology shifts,
software implementation or integrating
acquisitions affect cashflow?
• Unfavourable interest rates. What is
the impact of the forward LIBOR curve?
HOW DOES THE DOWNSIDE CASE
AFFECT INVESTMENT DECISIONS?

Downside case analysis helps lenders
determine the appropriate amount of
debt that will allow a borrower to support
debt service and other liquidity needs in a
variety of cycle and stress scenarios. It also
allows a manager to proactively structure
a transaction for protection.
One key financial metric that lenders
use to evaluate debt service is the “fixed
charge coverage ratio”, which is typically
calculated as EBITDA less capex, divided
by interest plus principal payments, taxes
and sponsor management fees. FCCR
should remain above 1x in the downside
case after shutting off subordinate debt
interest payments and management fees
following a default.
Loan to value is another key factor
lenders consider. If the downside case
results in increased leverage, the amount
of the senior loan should remain below
the total expected value of the business.
With purchase price multiples at historic

highs, it is important to recognise that the
expected value will most likely be lower
than the entrance valuation.
Modelling is inherently an inexact
science, but it does highlight the
expected degree of variability in company
cashflow. Armed with the understanding
of downside scenarios, a private credit
manager should propose a capital
structure that results in sufficient FCCR
and LTV during a period of stress. By
recognising these risks, managers can
structure transactions to include a higher
initial cash equity contribution, or a lower
funded senior and total leverage at close
that results in an appropriate LTV.
Additionally, private credit managers
might require that other debt is
structured as unsecured mezzanine
versus second lien debt. During periods
of stress, unsecured mezzanine debt
interest payments can be suspended
for a pre-negotiated timeframe to give
the borrower additional liquidity, while
second lien or unitranche interest
payments cannot be shut off.
THE COMMITMENT TO DILIGENCE
AND PRUDENT STRUCTURING

Modelling a downside case should always
be a component of due diligence, but it
is especially critical in later stages of the
current economic recovery. The extent
to which a manager employs downside
modelling and uses it to structure transactions appropriately provides a valuable
insight into its commitment to building
a diverse, high quality portfolio of loans
that are structured to withstand potential
stress and cycle scenarios.
Ultimately, a private credit manager’s
commitment to detailed underwriting and
prudent transaction structuring will help
offer investors stable returns as a result
of lower defaults and higher recoveries
throughout economic cycles and periods
of stress. n
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FUNDRAISING

Heavy hitters
Private debt’s biggest mid-market players are raising larger funds in less time, according
to PDI data on funds closed in 2018
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US DEALS

Keeping a close eye
Randy Schwimmer, a senior managing director with Churchill Asset Management,
gives his perspective on downside protection in the evolving mid-market deal space

Q

differ between Europe and North America?

Everyone has their own definition of
the middle market. Even data reporting
agencies who have worked in the industry
for decades, have slightly different
interpretations – some focus on borrower
EBITDA as the determining factor; while
others categorise by facility size or revenues.
The best definition for both the leveraged
loan market, and sponsored transactions
specifically, would be EBITDA somewhere
between $10 million on the low side and
$100 million on the high side – with the
traditional middle market focused on the
$10 million to $50 million range.

Q Definitions have been consistent,
Has this changed over time, do you think?

though where we are in the cycle is what
changes. In the aftermath of the credit
crisis, large banks fled the upper end of the
middle market, without a clear picture of
who the natural loan buyers were, which
led their underwrite-to-distribute model
to fall apart.
The return of liquidity, coupled with
challenging opportunities in the broadly
syndicated market, and banks creeping
back in, has caused credit standards to
erode. Cov-lite is a perfect example of
this trend for issuers in the $50 million
to $100 million EBITDA range. It has
also compelled larger middle market
arrangers to create similar distribution
capabilities, allowing them to reach
into the lower end of the broadly
syndicated market.
18

Owning the asset for the long run
gives us clear appreciation of the benefit
of financial tests. If issuer performance
weakens, we cannot simply trade out of the
asset. It requires the ability to sit around the
table with the private equity owners and the
borrower and work through a solution. For
Churchill, these relationships are the core
of our business.

How much does the mid-market space

Q

In the lower middle market does
it necessarily follow that there is a

higher risk of default or underperformance?
As opposed to a larger company?

“DATA SHOWS OVER TIME
THAT DEFAULT AND LOSS
RATES IN THE MIDDLE
MARKET ARE ACTUALLY
LOWER THAN BROADLY
SYNDICATED LOANS. AS
COUNTERINTUITIVE AS
THAT MAY BE, THE REASON
COMES DOWN TO THE
RELATIONSHIPS”
Randy Schwimmer

Q

When investing in the loan market, how
can one ensure better terms and better

covenants on a deal?

In contrast to the large banks, direct lenders
that focus on the traditional end of the
middle market, have a buy-and-hold model.
Churchill does not syndicate the risk off our
balance sheet. Instead, we allocate it among
the funds we control for our investors.
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Data show over time that default and loss
rates in the middle market are actually
lower than broadly syndicated loans. As
counterintuitive as that may be, the reason
comes down to the relationships described
among lenders, owners, and borrowers.
Being able to sell out of a troubled name
is a double-edged sword. On one end, a fund
is always on the buying end of a transaction.
However, if performance continues to suffer,
those holders may press for some liquidity,
often to the detriment of the borrower.
Smaller lender groups, such as Churchill,
are more aligned with the owner and can
provide more time and a more flexible
financing runway to see a company through
tough times. Allowing for that value
restoration has shown to reduce defaults
and losses.

Q

Are private debt managers becoming
more active in how they manage portfolio

investments after they’ve made the initial loan?

The management team at Churchill has

FEATURE

been in the private credit space for decades.
We have not changed the level of scrutiny
with respect to our borrowers’ performance
– it has always been robust.This is true for
the handful of middle market club lenders
we have worked with in different business
cycles. Firms that have come into private
credit over the last three or four years do
not have that track record.
Experience working through challenging
credit issues gives firms like Churchill the
ability to recognise problems early. And
equally important, to avoid highly cyclical
companies or weak structures and terms,
which can be problematic in a downturn.

Q

“THERE IS A PERCEPTION
THAT PRIVATE CREDIT IS
A CROWDED CORNER,
BUT SPONSORS ARE
NARROWING THEIR
KEY RELATIONSHIP
WITH PROVIDERS. WITH
COMPETITION FOR
BUYOUTS AS FIERCE
AS IT IS, PRIVATE EQUITY
FIRMS WANT TO KNOW
EXACTLY WHO THEY ARE
DEALING WITH”
Randy Schwimmer

What form does lender scrutiny
normally take?

The scrutiny begins when the deal first
comes in the door. In Churchill’s case,
we have an initial screening process to
determine whether or not the fundamentals
of the business, and the structure of the
deal, make sense within our strategy.
We have a conservative credit bent,
given our long experience in the middle
market.This tends to eliminate 90 percent
of the deals we initially review. For the 10
percent that do make it through the first
hurdle, there is extensive due diligence.We
work closely with the borrower and the
sponsor on all of our underwriting issues
and questions to reach final approval.
Once financing closes, we rigorously
monitor performance within the
regular reporting governed by the credit
agreement. This can mean monthly, or
quarterly financials.

Q

Have you seen a particular trend
towards opportunities in specific

industries in the mid-market?

Since the credit crisis, and to some extent
even before that, Churchill has focused on
defensive sectors; particularly healthcare,
business services, software and technology.
The key to our strategy is aligning ourselves
with top tier private equity sponsors with
decades of successful experience investing
in the same industries.
This alignment ensures plenty of equity
capital below our senior debt, but provides
ongoing support for the company’s growth
strategy, whether via acquisitions or
organic growth.
Avoiding sectors that Churchill has
little familiarity with, or which would be
heavily impacted in a recession, has worked
well for us.

Q

In terms of deal origination, a lot depends
on relationships. Are there other aspects

beyond sponsor relationships that are important?

A great origination synergy we have with
Nuveen, our parent company, is their
portfolio of direct investments in the
private equity funds themselves.Through
its management of limited partner
interests in those funds, Nuveen brings
a special relationship that Churchill can
leverage to access senior debt transactions.
We’ve also raised significant capital on
our platform since 2015, allowing us to
hold up to $150 million per deal. This
capability has up-tiered both the dialogue
with our clients and the opportunities to
increase our dealflow over the last several
years. This differentiating strategy has
solidified Churchill as a top 10 middle
market lender.

Q This year looks to be even better for
What is your outlook for 2019?

Churchill than 2018 – which was a record
year.The number of firms that can combine
differentiating sponsor relationships with
large hold capacity will rationalise over
time. There is a perception that private
credit is a crowded corner, but sponsors
are narrowing their key relationships with
providers.With competition for buyouts as
fierce as it is, private equity firms want to
know exactly who they are dealing with.
They cannot afford to have a lender back
out or create challenges as they try to grow
their businesses.We are fortunate enough
to be expanding our business with great
relationships and a stellar platform. n
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EUROPEAN MID-MARKET

Behind the allure of
mid-market debt
Macroeconomic concerns and the need for diversification have driven investor interest
in mid-market private debt. But how safe are these allocations? Joe McGrath reports

M

acroeconomic concerns,
improving investment choices
and the promise of attractive
returns stimulated interest in private
markets throughout 2018. A McKinsey
report published in February found
investments in private markets hit a record
high last year at $5.8 trillion, noting that
“signs already point to strong potential
growth in 2019”.
Private Markets Come of Age highlighted
an explosion of private credit and hedge
funds dedicated to lending to mid-market
companies, fulfilling a role previously
occupied by banks. This finding was
supported by separate figures from Alix
Partners in its biannual mid-market debt
report, released in March. It found private
credit funds now account for 50 percent
of all UK term financings, up from 38
percent at the end of 2017.
“There has been no let-up in the
demand for ever-larger debt ticket
sizes in the European mid-market, and
competition for debt allocations remains
fierce as more and more funds pivot from
equity to debt,” says Richard Kitchen,
leveraged finance partner at law firm Paul
Hastings, explains.
“What’s driving this is a combination
of both returns on private credit, which
on many risk-adjusted measures is
outperforming other asset classes, as
well as the sheer enormity of capital that
funds have already raised and are ready
20

“THERE HAS BEEN NO
LET-UP IN THE DEMAND
FOR EVER-LARGER DEBT
TICKET SIZES IN THE
EUROPEAN MID-MARKET,
AND COMPETITION FOR
DEBT ALLOCATIONS
REMAINS FIERCE AS MORE
AND MORE FUNDS PIVOT
FROM EQUITY TO DEBT”
Richard Kitchen

to deploy in the debt markets.” Kitchen
says the growing sophistication of the
European mid-market – defined loosely
as companies with earnings ranging from
$5 million to $100 million – is now being
more distinctly divided into upper, lower
and non-sponsored markets.
“The larger, more established funds
often concentrate on the big deals where
they can deploy the most capital at once,
while smaller and speciality funds are
finding a competitive advantage – and
value – in smaller deals, where smaller
ticket sizes may be a problem for bigger
investors.”
In Europe, debt funds investing in the
mid-market have been taking business from
banks because of their ability to execute
deals quickly and their willingness to offer
innovative deal profiles with favourable
terms. The increasing number of funds
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in the market has acted as a catalyst. This
competition has also pushed funds to work
harder to prove the growth potential that
exists in smaller companies claiming to
offer a strong growth story.
“Debt funds are continuing to outcompete and win market share from highly
regulated clearing banks due to their speed
of execution and greater creativity with
the risk/reward profile on deals, and this
is becoming ever more prevalent,” says
Steve Carr, a London-based director with
the debt advisory team at BDO, an advisory
firm.
Market analysts say European
institutional investors have been allocating
a greater proportion of their portfolio
assets to mid-market private debt over
the past year as macroeconomic concerns
relating to global trade and the UK’s
departure from the European Union grow.
Nicolas Nedelec, managing director
of European private equity firm Idinvest,
says many investors consider mid-market
debt to offer some protection against the
global macroeconomic and cyclical risks:
“This is down to the fact borrowers are
active in niche markets with their own
dynamics.Terms are generally better, both
in pricing and contractual protection,
since the markets have not been flooded
with liquidities to the same extent as the
large-cap space.”
Institutional investors, such as pension
schemes and insurance companies, are also

ANALYSIS

SECTOR SENSITIVITIES

Technology, media and telecoms, healthcare and services businesses are proving particularly appealing in the current
market environment, according to industry commentators, who say investors are
seeking predictable returns and a haven
from any future economic downturn.
“We’re focused on healthcare, tech and
selected B2B services, as we view them
as less cyclical,” says Nedelec. “Medical
devices manufacturers or software-asa-service solutions providers are less
dependent on macro cycles, so we view
this as a safer investment in light of the
current geopolitical landscape.”
Anu Balasubramanian, global vicechairwoman of private equity at law

“MEDICAL DEVICES
MANUFACTURERS OR
SOFTWARE-AS-A-SERVICE
SOLUTIONS PROVIDERS
ARE LESS DEPENDENT
ON MACRO CYCLES,
SO WE VIEW THIS AS
A SAFER INVESTMENT
IN LIGHT OF THE
CURRENT GEOPOLITICAL
LANDSCAPE”
Nicolas Nedelec

MARCH OF THE MANAGERS
Funds took up a larger share of the
European mid-market debt market
last year
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attracted by the typical return profile that
fund groups say is achievable. Unitranche
offerings, which combine senior and junior
debt, can deliver gross returns in excess
of 8 percent, according to Nedelec, with
a typical investment time horizon of
between five and seven years per fund.
Ongoing investor enthusiasm for the
mid-market has stimulated fundraising
activities during 2018. Ares, eQ Asset
Management, ICG and Springrowth SGR
were among the many investment groups
to raise funds during the year, according
to the Alix Partners survey.
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everything from fibre optic networks to
telecom towers, but this is a sector that
has also seen a lot of activity,” she says.
“There can be a premium because the
opportunities tend to be a little more
complex to understand the legal risks and
agreements, but you have to be on the
ground, to find the real pockets of value.”
RISK SCRUTINY
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2018

■ Banks ■ Funds

Source: Alix Partners Mid-Market Debt Report

firm Paul Hastings, agrees, singling out
technology and healthcare in particular.
“Technology and healthcare are two
areas with plenty of opportunity, regardless
of their challenges. For institutions that
can stomach and manage challenges such
as policy volatility and inconsistent global
regulations, there are certainly rewards
and returns to be reaped,” she says.
“These sectors appear to be particularly
ripe for consolidation in the mid-market.
Investors that are in a position to exploit
these opportunities and pursue buy-andbuild strategies are likely to find a great
deal of support from the private debt
market.”
The current appeal of the telecoms
sector has also been noted by Schroders,
which has been investing in deals across
Europe through its infrastructure
debt arm. However, Claire Smith, an
investment director within the company’s
infrastructure finance division, says not
all opportunities are as promising as they
initially seem.
Smith says the fund group has leaned
heavily on its in-house team of engineers
to sift through the potential investments
and passed up on several because the
risk/return profile didn’t match their
requirements.
“Sometimes, you have to say no and it
may come back with better pricing. We
have done a lot in telecoms, looking at

In private markets more broadly,
institutional investors will be aware that
higher levels of competition have driven
down underwriting standards in some
parts of the market, with covenant-lite
loans becoming a more prominent feature.
However, investors say mid-market private
deals have, largely, maintained their risk
controls, with more robust documentation.
“We are not putting in any cov-lite
structures as we are very strict on ensuring
we have the appropriate protections,” says
Smith.
Her sentiments were echoed by a 2019
paper by Hermes Investment Management,
which concluded that the mid-market
offers “a more attractive and sustainable
balance between risk and reward” with
“better downside protection than the
large-cap market due to maintenance
covenants being a standard feature of loan
documentation”.
Despite this, fund firms say investors
should question the credentials of their
asset manager, in case economic conditions
shift and defaults begin to tick upwards.
Smith says: “Investors should ask,
if something goes wrong, how do we
maximise our recoveries? Would they have
a seat at the table if there is an instance
of a workout?”
She adds that frequent investment
reporting in mid-market private debt
is more important than in other asset
classes because investors will not be able
to access performance reports on private
market assets through their Bloomberg
terminal. n
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FEATURE

EUROPEAN SPONSORLESS DEBT

Headwinds and tailwinds
Jaime Prieto, the founding partner of European mid-market debt provider Kartesia,
explains how the market has evolved in recent years and why sponsorless deals could
yet be a major source of future growth

Q

Has the definition of the mid-market
changed over time?

We look at companies with an EBITDA
between €5 million and €20 million. In
Spain, we tend to focus more on the smaller
side of this range, when compared to more
developed markets. On top of that, the true
mid-market, where most mid-market lenders are, is anywhere between €15 million
to €50 million. I think the definition has
shifted somewhat and that the minimum
amounts have increased. At the larger end
of the spectrum some mid-market investors are doing deals with companies with
an EBITDA of €70 million to €100 million.
Funds are getting bigger and so has the
awareness of the advantages of direct lenders amongst mid-market companies. Also,
CLOs are no longer participating in that
bracket when compared to eight years ago.
Meanwhile, the local banks are not as flexible as funds and are less willing to take on
syndication risk, so they are leaving enough
room. There is an intrinsic advantage for
direct lenders who can move quicker. It
is a legitimate trend driven by the overall
market on the demand and supply side.

Q

Is there more competition among direct
lenders, and are deal terms still favour-

able?

Even though there are fewer banks and
fewer CLO managers able to compete with
private debt investors, the overall growth
of the private debt space has resulted in
looser covenants and higher leverage multiples in order to deploy capital. This is
obviously more the case with sponsored
22

“BREXIT HAS SHAKEN
CONFIDENCE IN THE
ECONOMY AND THAT
HAS LED TO LOWER M&A
VOLUMES AND LOWER
DIRECT LENDING. SOME
PEOPLE ARGUE THAT
WHAT MAY HAPPEN IS
THAT BANKS MAY LEAVE
FURTHER ROOM TO
DIRECT LENDERS”
deals than with sponsorless deals since the
former is much more easily intermediated.
At the lower end of the mid-market, it
is not economically viable to have such
professional intermediation.

Q

How do you structure your deals? Are
you seeing more mezzanine or uni-

tranche deals?

We do both unitranche and mezzanine.We
also do senior debt alongside banks where
the banks keep the amortising tranche and
we can take the bullet tranche.We have built
enough flexibility within the team to be able
to customise solutions for each situation.
What we try to do is structure the deals
in a way that the customisation benefits us,
as well as the company. So, we are increasingly doing sponsorless transactions where
customisation is a lot more relevant than in
a plain vanilla sponsored deal.

Q

Has your risk appetite been impacted
now we are later in the cycle?
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We have evolved from doing more
mezzanine from 2011 to 2014, when
mezzanine and second lien was 40
percent of what we did.Today, mezzanine
represents 10 percent of what we have
done over the last five years. So, even in
a relatively competitive environment,
we have remained in the senior part of
the capital structure. We don’t need to
avoid mezzanine deals but there are very
selective situations where we can take a
comfortable position even if a downturn
materialises. The most important aspect
is maintaining discipline and building a
diversified portfolio.
We focus on the nature of a business
and the industries in which we invest and
we maintain a very disciplined approach.
We understand it may be interesting
today to invest a large amount into a big
company, but if that is at the expense of
diversification we will not do it. We have
the benefit of being in the lower end of the
mid-market where the number of opportunities is greater. As a result, you can be
selective: we had 52 deals in our third fund.

Q

What is your view on Brexit, and what
impact do you expect it will have on

the European mid-market?

The general feeling is that we have passed
the world of tailwinds, but the headwinds
are still there. At different stages that could
be down to Brexit, the situation in Italy,
Spain, oil and gas prices or global trade. I
think we will constantly face headwinds
and they will change in nature, but overall
one should expect that. What we need to

FEATURE

realise is that the small headwinds will
keep coming and you need to build a
portfolio that is resilient and selective.
As for Brexit, it has exacerbated and
amplified the change in the cycle in the
UK. When you look at specific sectors,
such as retailers or restaurant chains, the
evident negative impact has come through
the increased cost of importing goods. Also,
[in terms of] investment activity, Brexit
has shaken confidence in the economy
and that has led to lower M&A and lower
direct lending activities. Some people
argue that banks may leave further room
to direct lenders. Frankly, I find it difficult
to argue that there won’t be really good
opportunities in the UK for direct lenders.
I think there will be an interesting
opportunity when the market starts to
show cracks. Those lenders that invested
two to three years ago and have had a UK
exposure of around 40 percent on average
– or those lenders with greater exposure
– will feel the pain when these companies
go through heavy restructuring. They may
have an appetite to reduce their exposure
altogether and we can replace those lenders,

“HOPEFULLY, MORE
DIRECT LENDERS WILL
LOOK TO SPONSORLESS
SITUATIONS AND BUILD
THE CAPABILITY TO DO
THOSE DEALS. IT IS REALLY
WHERE THE GROWTH OF
THE INDUSTRY LIES”

Jaime Prieto

which may be a great opportunity.

Q

How much of your own activity is nonsponsored now? What are the main

barriers to growth in this area?

Over 50 percent of our deals are nonsponsored. I think the reason we don’t
see more is the unwillingness of managers
to get their hands dirty. You need to be
a lot more local to properly explain the
benefit of going with you over a bank. So,
the origination and structuring efforts
revolve around having the capability on
the ground to structure a solution that is
a win-win for both parties.
For starters, you need to have the
resilience to get the deal executed because
it will not follow the same strict timings as
a sponsored deal. Secondly, you need to be
more patient and show more grit. Finally,
you need to monitor those companies
very closely. A level of reporting may be
there but you cannot rely on a sponsor to

improve it, so you need to lead that effort.
Then you have to look at your exit and
drive it if necessary.
Overall, there is more complexity, but
with that complexity comes better riskadjusted returns, and that doesn’t mean
higher risk per se, it just means you need
to think harder around the solution that
is better than what you can get in the
sponsored market. You need to invest in
local teams to make sure they can drive
penetration of direct lending in nonsponsored situations.
Hopefully, more direct lenders will
look to sponsorless situations and build
the capability to do those deals. It is really
where the growth of the industry lies.We
can’t only rely on private equity sponsors,
that is not sufficient to fully exploit the
potential of direct lending in Europe.

Q

In terms of geography, where do think
the biggest areas of growth are for

European mid-market debt?

We are looking to increase our effort in the
German market, because even though it
remains very competitive with local banks,
it is a vast market and our belief is that we
need to put the effort in on the ground.
We will be setting up our second office in
Germany by the end of the year to make
sure we are local enough to add value to
these local companies. On the fringe, I
think there will be opportunities for us
in Central Europe. Countries like Slovenia
and Latvia have been very interesting
because companies there are mainly selling
to Western Europe. n
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DATA

EUROPEAN DEALS

Brave old world
Deloitte’s Alternative Lender Deal Tracker shows private debt deal activity in Europe has
held up, despite economic headwinds
LONDON FALLING

WITH A LITTLE HELP

Sponsored deals dominate the European private debt market
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lower in 2018 when compared with the same period a year ago
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SENIOR DECLINE

A TALE OF TWO MARKETS

Senior deals are giving more ground to unitranche solutions

The UK private debt market has a greater
emphasis on financial and professional
services when compared with the
continent
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STRATEGY.
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ANALYSIS

AUSTRALIAN MID-MARKET

Big opportunities
at the small end

Australia’s unusual banking set-up has kept private debt providers at bay, but
opportunities are emerging at the smaller end of the market. By Aaron Woolner

W

hen the Australian government
issued its Royal Commission
on Misconduct in the Banking, Superannuation and Financial Services
Industry in February it called for the industry to improve in four different areas, one of
which was the provision of credit to smallto medium-sized businesses.
And the lending gap is clear. According
to research commissioned by Causeway AM,
an Australian private debt house, non-bank
lenders accounted for just 9.3 percent of
lending to firms with revenues of A$200
million ($143 million; €127 million) to
A$300 million, and just 14.5 percent of
those with earnings under A$20 million in
2018. Headroom for increased lending from
26

private funds is one thing, but Martin Donnelly, a Sydney-based partner with placement agent First Avenue Partners, says there
are even more reasons to be confident about
growth in the Australian private debt sector.
“The backdrop of the Royal Commission
means there certainly is an opportunity in
the Australian private debt sector, as well
as the banks themselves withdrawing from
the market. Plus, we are also seeing among
companies, and their advisors, a willingness
to embrace non-bank lenders,” he says.
Acceptance of private debt has occurred
at different speeds in varying markets. But
according to Donnelly, in the current Australian banking system set-up, the Big Four
banks – Commonwealth Bank, Westpac,
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Australia and New Zealand Banking Group
and National Australia Bank – dominate
to such an extent that it has resulted in
mid-market corporate borrowers paying a
high price for capital to compared to other
markets.
“The oligopolistic nature of Australian
banking, as it is enjoyed by the four major
banks, is unprecedented.There is nowhere
else on the planet where banks have so
much power. This has created an environment where the return on equity for the Big
Four banks on SME lending, is one of the
highest in the world at between 18 to 22
percent ROE.That is frankly extraordinary.”
The levels of ROE may be extraordinary
but, according to Mike Davis, a partner at

ANALYSIS

Causeway AM, in addition to the extra cost
to SMEs, bank lending options are limited
and heavily property-collateral dependent.
“Because of the contradictions in the
Australian economy, a lot of small businesses – which are not heavily asset rich in
terms of real estate – find it pretty difficult
to get more funds from the bank. This is
unless they do a lot of other added value
asset services, such as having a big FX book
or derivatives trading, in which case the
lender may find a way to work around it.”
Davis says that while Causeway will lend
against property, typically the private debt
shop takes on deals where the borrower
has a book of debtors, and inventory, or
potentially some plant equipment that the
firm can give them some value for.
Not only are market conditions ripe for
expansion of the Australian private debt
sector, according to Nicolas Politopoulous,
chief operating officer and co-founder of
Australian private credit provider Dinimus
Capital, the scarcity of capital to SMEs
means loans are made with much tighter
covenants than in the US or Europe.
“The biggest difference between how
we invest and how a bank would approach
it, is that we offer flexible capital, in that
we customise facilities in line with the borrower’s requirement. Here in Australia it is
a sellers’ market, therefore we don’t have
the same scenario as the US where covenants are virtually non-existent.”
The result, according to Politopoulous,
is not only a high demand for private debt
in Australia, meaning high pricing, but
when this is combined with strong covenant standards, the local market is very
attractive on a risk-return basis compared
with its international peers.
“I wouldn’t say the Australian private
debt sector is price-insensitive, but if we
compare our pricing versus what our
peers with a similar strategy in Europe
would get, we are looking at double the
returns. Superior risk-adjusted returns

“WE HAVE TWO BARRIERS
TO ENTRY IN AUSTRALIA
THAT KEEPS SUPPLY OF
ALTERNATIVE CAPITAL
PROVIDERS OUT – THE
TYRANNY OF DISTANCE
AND MARKET SIZE”
Nicolas Politopoulous

are predominantly in directing lending to
non-sponsor SME and mid-market transactions where the numbers are somewhere
in the vicinity of 8-14 percent returns in
Australia, versus 5-8 percent in Europe.”
According to Politopoulous, one group
that has taken an interest in the potential
of the Australian private debt sector is
multi-strategy credit hedge funds. Dinimus
Capital has done several co-investing deals
with this investor group, but he says that
while opportunities may exist onshore in
Australia, actually accessing them is more
complicated.
“We have two barriers to entry in Australia that keeps supply of alternative capital providers out – the tyranny of distance
and market size. Investors are increasingly
becoming aware of the opportunity here,
and are asking the question,‘Do we invest
in setting up a shop and building a team in
Australia, or do it via a partnership with
a manager, or perhaps on a remote dealby-deal basis?’We see funds trying to issue
through all three of those approaches.”
HEDGE FUNDS

Others are less convinced of the importance that overseas hedge funds have in
the Australian market. Tim Alexander,
Melbourne-based chief executive of Judo
Capital – a challenger bank in Australia
explicitly targeting the SME sector – says
that while a number of offshore players
are talking about the local market, scant

activity is coming from either the offshore
banking or hedge fund sector.
“What we have seen is the small number
of investment banking businesses that left
Australia during the GFC looking to reenter the market. I am yet to see any live
examples of actual transactions from this
group, but there certainly has been some
posturing.
“We haven’t seen strong evidence of
hedge funds wanting to come into our
space – while we have spoken to a few, I
wouldn’t call it strong evidence of them
seriously coming in and making something
happen.”
There may be a big opportunity in the
Australian private debt sector, but it is at
the smaller end of the scale compared with
the global market. First Avenue’s Donnelly
says that shops in Melbourne and Sydney
are currently lending to smaller firms, than
the standard definition of A$20 million to
A$50 million EBITDA for mid-market
corporates.
“Even A$20 million to $A50 million
EBITDA is a pretty big company for Australian lending purposes. For most of the
private debt funds here in Australia, the
sweet spot for lending tends to be around
A$15 million to A$40 million loan size,
because that’s where there is a real lack
of providers.”
Donnelly’s observations were borne out
by Judo’s Alexander who says the one of the
outcomes of the recent Royal Commission
is that small business borrowings are now
defined and that it is this part of the market
that his firm will target – for now.
“We expect that over time, as our business matures, we will increase our upper
lending limits. One of the outcomes of the
recent Royal Commission is that small business borrowing is now defined as up to
A$5million and we have set-up our business to target that sector, and we expect
in a short period of time to Judo will be
lending up to A$10 million.” n
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DATA

FUNDS IN MARKET

Where to next?
The latest funds in
market data from PDI
reveal an industry with
shifting priorities

GLOBAL HEAVY HITTERS

More than half of the top 10 largest funds in market by target size have a multi-region focus
MULTI-REGION

NORTH AMERICA

GSO Energy Select
Opportunities Fund II ($5bn)

HPS Mezzanine Partners
2019 ($8bn)

Westbourne
Infrastructure
Debt
Opportunities
Fund II ($3bn)

Steadfast
Alcentra
Global Credit
Fund ($3bn)

TPG Sixth
Street Adjacent
Opportunities
Partners
($5.5bn)

3G Special Situations
Fund V ($10bn)

Apollo Hybrid Value Fund ($3bn)

TSSP Opportunities Partners IV
(TPG) ($3bn)

EIG Energy Fund XVII
($5bn)

EUROPE
Apollo European Principal Finance Fund III ($3.5bn)

■ Europe ■ Multi-region ■ North America

SOLID FOUNDATIONS

Debt funds with a focus on real assets now account for
more than one-third of all funds in market
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■ Multi-sector ■ Infrastructure ■ Real Estate ■ Corporate

AMERICA FIRST

JUNIOR LEAD

North America-focused funds still dominate the landscape,
accounting for over half of all funds in market
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Subordinated and distressed debt-focused vehicles now account
for nearly half of all funds in market
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GERMANY
FORUM 2019
12-13 June | Munich
German Investors. Global Opportunities.

Featured session: Germany’s LP Voices
Discover investors concerns and priorities in private debt today

Boerge Grauel
Managing Director,
Co-Head Private Debt
YIELCO

Dalit Nuttall
Head of Fundraising
West Valley Capital

Thierry Wolff
Principal
EIF

Michael Wolfman
Director
bfinance

previous investors in attendance include:
• Aksia • Allianz Global Investors • Bayerische Versorgungskammer • Bfinance • BMW • Certior Capital
• European Investment Bank (EIB) • European Investment Fund (EIF) • Flick Family Office • HSBC Trinkaus and
Burkhardt • HVB Pension Fund • Lebensversicherung von 1871 • Linde • Meketa Investment Group Inc
• Minerva Stiftung • Oceano Advisors • PenSam • Pensionskasse Wacker Chemie • PG3 • Royaumont
Foundation • SV SparkassenVersicherung Holding • Talanx Asset Management • UNIQA Capital Markets
• Willis Towers Watson • YIELCO Investments

Find out more at:
www.privatedebtinvestor.com/germany-forum

As our team grows, so does
your opportunity.

We are pleased to announce
our 2019 promotions
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