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Middle-market financing remained
strong throughout 2015 and into 2016
despite a growing list of financial market
and macroeconomic uncertainties
and travails, but emerging challenges
can still disrupt the flow of capital.
ECONOMICALLY AND FINANCIALLY,
2015 WAS UNPREDICTABLE
Stock markets worldwide gyrated through 2015
and began 2016 with even more turmoil. Once
high-flying emerging market economies — even
China’s — have unnerved the markets with their
volatility and remain in the doldrums. And interest
rates in developed economies, most notably Japan,
have turned negative.
Nevertheless, U.S. middle-market companies,
broadly defined as having between $5 million and
$2 billion in revenue, are still growing organically
and through mergers and acquisitions, and their
sources of financing have remained plentiful.
In fact, as stocks around the world continue to
yo-yo, secondary-market loan prices remained
essentially unchanged.

The Lead Left, a newsletter covering the middle market,
notes in a recent cover story that, “in contrast to major
zig-zags in public equity valuations, loan prices in the
secondary market barely budged over the same period.”1
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The Lead Left, a newsletter covering the middle
market, notes in a recent cover story that,
“in contrast to major zig-zags in public equity
valuations, loan prices in the secondary market
barely budged over the same period.”1
The newsletter also points out that $800 million
of retail cash flowed out of loan funds in the final
week of August 2015, a puzzling shift given that
those floating-rate funds are secured and an
excellent hedge against rising interest rates, the
threat of which has played a part in recent stock
market volatility.
INTEREST RATE UNCERTAINTY
In fact, the uncertainty so prevalent in the markets
today may be the ultimate generator of headwinds
for the middle market. One of the more troubling
uncertainties is whether the Federal Reserve
will continue to increase short-term interest
rates throughout 2016. Rising rates will increase
borrowers’ cost of capital and likely reduce their
demand for funding. In addition, there’s tremendous
uncertainty about how a rate increase would
impact the financial markets and the economy
overall, important factors in determining lenders’
willingness to lend.
NEW OCC LENDING GUIDELINES
A factor impacting the supply side of the middlemarket financing equation and likely to continue
doing so is the Office of the Comptroller of the
Currency’s new middle market lending guidelines.
Whether specific loans work under the new
regulatory environment has been a top concern
of lenders for more than a year, often seemingly
taking precedence over a deal’s credit quality,
sponsor or industry.

Middle-market financing remained strong
throughout 2015 and into 2016 despite a growing
list of financial market and macroeconomic
uncertainties and travails, but emerging
challenges can still disrupt the flow of capital.

The guidelines have essentially pushed banks
into a box and prompted them to focus on more
conservative deals, disrupting the high-octane
lending party of the last few years. While nonbank
lenders are taking up some of the slack, loan
features such as leverage have dropped significantly.
LeveragedLoan.com notes that stricter regulatory
guidelines have pushed down the leverage that
banks are willing to provide, resulting in debt
multiples falling to a 2.5-year low in the first half
of 2015. In addition, fixed-charge ratios are better
cushioned, increasing for the first time in four
years, it says.3

FEWER BANK LENDERS
White Oak points out that while there have been
150 or so nonbank entrants to the middle-market
lending space over the past five years, the number
of U.S. banks has shrunk by approximately 1,219.5
“New capital providers have formed to replace
those who left the financing market. So, capital is
available, it’s just more difficult to find,” says Dennis
McCarthy, an investment banker at Monarch Bay
Securities, in an article published on equities.com.6

BASEL III IMPACT
New risk-based capital guidelines stemming from
Basel III present another potential disruption to the
flow of middle-market financing.

A survey by the Axial Network echoes that concern.
It found that 34% of more than 100 CEOs of middlemarket companies cited the availability of funding as
a major concern last year, and 28% of respondents
listed completing a financing process or finding the
right financial partners to help them as a top priority
in 2016.7

“Banks continue to face significant regulatory
pressure; risk-based capital charges for non-rated
loans, and tier 1 capital ratio increases (of 25% or
more by 2018) will make it increasingly challenging
for banks to provide middle-market loans
efficiently,” notes White Oak Global Advisors.4
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