Now is not the time
to let the guard down
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Private Debt Investor talks to Monroe
Capital’s Tom Aronson, Michael Egan and
Zia Uddin about why a disciplined
approach is paramount as private debt
markets recover
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Entering 2021, a sense of hope has permeated the market
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There was a push at the end of 2020 to
make up for the prior six months after
many private equity firms put deals on
hold in the immediate aftermath of covid.
There continues to be momentum at the
beginning of 2021

Mid-market sponsored loan volume ($bn)
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M&A volume rebounded significantly in the
fourth quarter of 2020, raising hopes that
private debt had put the worst of the covid-19
pandemic behind it

Despite hitting a six-year low, private debt funds still raised
nearly $150bn in 2020
The breakdown between the current overhang
in private equity and private debt fundraising
leaves a lot of runway before lenders start to
run out of opportunities
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If you look at the PE dry powder overhang,
which eclipsed $725 billion, and assume a
conservative 50-50 debt-to-equity split,
debt funding is barely one tenth of that
required to finance future PE investments.
This is one reason why private debt is
forecast to become a $1.5 trillion asset class
by 2025

Private debt fundraising ($bn), 2008-20

Mid-market leverage
levels remain low
Leverage is below 5x EBTIDA for most deals

Mid-market total leverage by company size (x)
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While spreads have started to normalise,
pricing in our market remains attractive,
especially compared to the larger deal
realm. At the same time, leverage levels
are more moderate, generally below 5x
EBTIDA, while covenant-lite loans remain
non existent for us
Zia Uddin
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But the picture is complex with many variables
While spreads improved at first, they have now
fallen back

Mid-market direct lending: ﬁrst lien term loan spread
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This is a challenging environment for underwriting.
Initially, when liquidity dried up, you saw pricing
and terms improve, even for the best credits. But
that was temporary. And while the market has
started to normalise, there’s a lot of variables that
add complexity and risk
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And while cov-lite loans are not an issue in the mid-market, there
are fears over ‘creative’ accounting
Covid add-backs have become very
aggressive, with borrowers keen to make the
most of a recent bounce-back

Cov-lite loans as a percent of total, by market segment
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Run-rate EBITDA definitions are not new, but
some PE sponsors can be particularly creative
when it comes to documentation. We’re seeing
companies that may have experienced a lift in
the last few months try to extrapolate that out to
project 12-month adjusted earnings
Michael Egan

40

20

0
2015

2016
Syndicated loan market

Source: Refinitiv LPC’s Private Deal Analysis

2017

2018

Traditional middle market

2019
Lower middle market

2020

As we emerge from the crisis,
opportunities are opening up
but discipline counts
Private equity firms have a renewed appreciation
for the value of experienced lenders

$1.5trn
Projected size of private debt
market by 2025

The depth of our pipeline affords us the
luxury of staying disciplined, discerning
between the haves and have nots. We’re
scrutinising prospective credits and our
funnel has narrowed in what we consider to
be a still-uncertain economic environment
Michael Egan

$728bn
Size of PE dry powder
overhang in US market

There’s a widening gulf between the haves and have-nots

Zia Uddin
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One of the takeaways from the past year was
that covid has accelerated the digital
transformation and enhanced the value of
mission critical software solutions, validating
our longstanding commitment to the space
and thesis that these companies would prove
to be highly defensive. Now you’re seeing a
covid premium in software

US software PE deal activity

)nb$( eulav laed ytiuqe etavirp erawtfoS

The pandemic reinforced existing trends in
areas such as retail, but accelerated change
in the digital sector with software as a service
one of the winners

The overriding theme for private debt in 2021 is ‘proceed with caution’
This is not the time to put your guard down – you’ll need a disciplined approach to take
advantage of the market opportunities

I think as extraordinary as
2020 was in every sense,
and as happy as everyone is
to put last year behind us,
it’s not unreasonable to
think there could still be
some kind of market
correction
Tom Aronson, head of
originations

Luckily lenders like us,
that have been together
for over 17 years, have
processes in place to
manage through the
noise and take advantage
of market opportunities

Our experience tells us that
it’s during these periods of
uncertainty, we can forge
stronger relationships as a
dependable source of
financing, whatever the
market may bring

Zia Uddin, portfolio manager

Michael Egan, chief credit officer

Click to read on
For more on our discussion with Monroe Capital, check out the complete Q&A here.
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